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In June 1961, a small property developer, Parway Land and Investment, was advised by its bankers, Kleinwort Benson, to adopt a new method of listing for its shares on the London Stock Exchange (LSE), the tender offer.  This initial public offering (IPO) was a success.  All shares were successfully sold and the share price rise on the first day of trading was a modest 14.3% compared to an average 23.5% rise on all previous IPOs year to date. The price rise in initial trading over the offer price is called “underpricing”, one important benchmark of IPO market efficiency.  It is a measure of how accurately the advisers to the issuing firm are able to gauge the valuation placed by public investors on its client.  Shortly after this first IPO, The Times put the case for tender offers in preference to the traditional fixed-price offer, a case which was subsequently strengthened by the findings of first British empirical study of IPO underpricing. Yet, despite such advocacy and the substantially lower underpricing delivered by tenders over the following years, this innovation was adopted by fewer than 1 in 10 firms going public over the period to the last quarter of 1986, when the last IPO of a private firm by tender offer occurred.

The debate as to how well the financial sector served industry is a long-running one in British economic history. Allegations of capital market failure include domestic investor bias before 1914 and again in the post-1945 era, inadequate financing of small firms, an inability to restructure interwar staple industries, and, more recently, the short-termism exhibited by institutional investors.  Claims of investor bias and short-termism are contentious, whilst the Macmillan gap disappeared by the end of the 1950s.  Equally, the failure of banks to restructure industry has been subject to the revisionist interpretation according to which Britain had decisively committed itself to a market-orientated financial system by the interwar period with industry dependent upon the stock exchange rather than the banking sector for investment capital.  Indeed, in the case of a rapidly expanding industry such as brewing, the stock market was already providing long-term finance in greater quantities than more traditional bank debt before WW1.  During the interwar years, there emerged a growing appetite for ordinary shares on the part of a new breed of institutional investors which ultimately propelled institutional ownership of UK shares above that of retail investors by the mid-1970s.  Issuing firms responded to this emerging appetite by selling ordinary shares rather than preference shares or debentures.

Against this background, the leading issuing houses, the merchant banks, were slow to switch from underwriting foreign loans and bonds to underwriting industrial ordinary share issues and did not commit to the latter business until the formation of the Issuing Houses Association in 1945.  As IPO activity strengthened during the early 1960s, this new underwriting business became an increasingly important and profitable activity alongside merger and acquisition advice for corporate finance departments.  Firms going public, however, did less well when judged by the rising degree of underpricing and the failure to adopt the tender method.
As the twentieth century progressed, the LSE adopted an increasing number of anti-competitive practices, a trend which culminated in referral to the Monopolies and Mergers Commission in 1973 and increasing pressure from the government upon the LSE to open itself up to competition.   Consistent with this overall tone to LSE business, both the underpricing evidence presented here, the fixed nature of underwriting fees and the excess underwriting profits made by financial institutions draw particular attention to fact that the issuing houses were also subject to modest competitive pressures prior to the deregulation of the LSE, known as Big Bang, in 1986.  As a result, the tender offer remained underutilised at a cost of £1.4 billion in 2004 prices to private firms going public in proceeds forgone.  An earlier study has concluded that the government also left £1.9 billion on the table at 2004 prices by not employing the tender offer more frequently than it did.  Significantly, in the post-Big Bang era, the less efficient fixed-price offer method died out and was replaced by bookbuilding, an alternative method to the tender offer, under the competitive threat from US investment banks.

The missed opportunity of the tender offer provides evidence of the difficulties faced by post-war Britain, when confronted with now familiar asymmetric information and agency problems between firms and investors, in developing a market-oriented approach to corporate finance to set alongside the well-documented problems of corporate governance and inefficiencies in the merger and acquisition process.  This instance of capital market failure is as much about a lack of competition in UK investment banking as it is about information asymmetry problems.  In this respect and notwithstanding a creditable overall export performance, the lack of competition and innovation in IPO underwriting by investment banks in this period was in keeping with the conclusions regarding the overall performance of British industry from the analysis of Broadberry and Crafts (2001).
