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Abstract:

We analyse the trading behaviour of insiders around IRKufparrangements on the
London stock exchange from 1999-2006. We find strong evidenceidénaselling
and buying stocks before lockup expiry dates. We show rikateirs’ sell (buys) are
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early releases following good performance, while the tibages are likely to act as
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US. However, we find a significant price drop around lockypiration and in the
post lockup periods, suggesting that, in line with previous ew@lertockup
arrangements are commitment mechanism as well as sighdéirms’ quality, and
they reduce information asymmetry and mitigate agency probdea higher extent
compared to US.
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1. Introduction
Lockups are voluntary agreements between the underwnikrcarporate

insiders not to sell shares without the consent ofutigerwriters during a specified
post-IPO period. Such agreements exist to mitigate thenmakion asymmetries
between managers and shareholders, and as such, insidges)eral, refrain from
selling shares during this period for fear of conveying negaigmals to the market
(Brau and Fawcett (2006)). In the post-lockup pervious, previagest document
significant selling activity by insiders (e.g., Brav and Gens (2003)). However,
share prices tend to decline on the around the expiry dapeandently of whether
insiders do actually trade (e.g., Brau et al. (2004), Brav andp@érs (1999, 2003),
Bradley et al. (2000), Ofek and Richardson (2000), Field amdk#162001)). Several
explanations have been offered in the literature to a¢dournhis impact. Ofek and
Richardson (2000) examine several plausible explanatiariading bid-ask bounce,
liquidity effects and biased expectations of supply shoous find little support for

any of these. Brau et al. (2004) find a significantly {pssirelationship between the
percentage of management ownership after the IPO, tlweiy fiwr agency costs, and
the five-day cumulative abnormal returns. Field and HaBRAX) provide alternative
hypotheses that may explain the observed pattern in themsearound the lockup
expiration. Consistent with the downward-sloping den@amde hypothesis, they find
that the abnormal return is more negative when théingavolume is abnormally
high. They also find that the abnormal returns are fsgmtly more negative when
insiders sell shares around the expiry of the lock-n,fail to support the decline is
solely driven by worse-than-expected insider selling.

Recently, two papers try to explain the role of lockupshe going-public

process. Brav and Gompers (2003) explained the role of loickiO in terms of



three competing hypothesis i) signalling firms qualitytlig commitment hypothesis
iii) rent seeking by underwriters. Their study finds evem favour of commitment
hypothesis, refuting signalling hypothesis. They also find ifsders of firms that
are associated with greater potential for moral hazsokiup their shares for longer
time. Brau et. al. (2005) revisited these findings and proviggpat for the
commitment and signalling hypotheses. They show that Bral Gompers (2003)
evidence of an inverse relationship between transparemntjoakup length supports
the signalling model at least as much as the commitexgianation. They also find
that longer lockups are associated with high informatiepmanetries and low
idiosyncratic risk.

In this paper, we contribute to the literature by anatyshe trading behaviour
of insiders around IPO lockups. We first relate the lodength to the firms’ quality,
asymmetric information problems and agency problems.owaly Brav and
Gompers (2003) argument that it would be helpful if theeeewmore research that
exploits the rich variation in international differesda lockup options, we provide a
deeper analysis of the UK experience.

The UK market can be an interesting case, due todhéisant difference in
institutional and legal frameworks and the observed pexiod lockup agreements.
For example, while in US the typical lockup length is 1&9sd(Brav and Gompers,
2003) we found in UK this is 365 days. There are also diffeient terms of legal
restrictions on the company insiders regarding the dispmfsahareholdings and
trading around announcements of price sensitive informa@aoin.interest surges as

Espenlaub et al. (2001) studied 188 IPOs from the London stotdeinaand report

! Although there have been two attempts to analyzktkeps in context of UK market, the efforts are
deterred by several factors. One of the problems wad sample size. For example, Espenlaub et al.
(2001) studied 188 IPOs from the London stock market and they éoctise characteristics of the
lock-in agreements in UK. As the sample was small thede was absolute lockup dates (calendar
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statistically insignificant abnormal returns around ldekup expiry date which is in
contrast with the recent US studies. It raises andthmtamental question: Is UK
market more efficient than US, so that the priceti@acaround lockup expiration is
zero in UK. Is Espenlaub et. al. (2001) finding due to diffeinstitutional and legal
framework in UK or was it sample dependent?

We contribute to the existing literature in several waysst, we construct a
unique data set on IPOs containing all lockup information 880-2006 from the
London Stock Market. The data consists of IPOs in tiaenNlarket and Alternative
Investment Market (AIM), which is interesting to compa® the two markets are
different in terms of size and other characteristidsee data allow us to focus on the
institutional investor’s role as well as venture backunggderwriter reputation in the
lockup contracts in London Stock Market. Also, we deterntime insider selling
activity before the lockup expiration, which allow usexamine whether the price
decline around lockup is a result of worse-than-expectedeinselling before the
lockup expiration.

Second, we examine the behaviour of IPO lockups in UK inepces of
institutional shareholdefs Whereas a large majority of listed companies from

Continental European countries have a dominating outsidelsilder or investment

dates) and relative lockup dates (dates relative to ottrgorate events like publication of annual
reports) so it posses a serious challenge for themtéondiee the actual date where the lockup is a
relative lockup date. Espenlaub et. al. (2001) find that 54 fawtal 188 IPOs (29%) in their sample
set lockup in terms of calendar date. Another study lpgdaub et al. (2002) using the same IPO data
analysed the trading by directors around the lockup expirg. ddth studies report statistically
insignificant abnormal returns around the lockup expiry

2 The UK is also very different from Continental Europetérms of the importance of institutional investors,
which is much higher in the former. From 1963 to 1992, ownershigkoéquities by institutional shareholders
has soared from around 30 per cent to 60 per cent (Stapledon289gite the fact that a large percentage of the
aggregate UK market capitalization is held by institutidhese institutional investors are not major players fao
principal-agent perspective. First, although their accumulaledesstakes are significant, shareholdings in
individual companies are small. The average of the laglestholding owned by institutions amounts to a mere
5.5 per cent Hence, the potential benefits from activeitoning of UK corporations can hardly outweigh the costs
of corporate control for institutions and urges institwgid®o free ride on corporate control (Shleifer and Vishny
1997). Second, in order to remain cost-efficient, institutiamaestors prefer to divest from poorly performing
firms rather than to engage in active monitoring. In suctting, it would be interesting to analyse the IPO
lockup contracts where the insiders are and institutions habthiags of the same company monitors
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group, most UK firms are controlled by their insideargholders (Goergen and
Renneboog, 2001). This topic is contentious as Franks, MaykRenneboog (2001)
and Faccio and Lasfer (2002) argue that institutional shiaeisoin the UK do not
monitor firms in which they invest and do not mitigate protdeof asymmetric
information. However, in US Chen, Jegadeesh and Wer(@6(0), Chen, Hong &
Stein (2002) and Ben Dor (2003) showed that they actively towtiie IPOs they
invest and institutional ownership is positively relatecp&formance. We examine
the behaviour of lockups in presence of institutional invest®o they behave
similarly as the venture capitalists and underwri@rghey don’t monitor the IPO
firms in which they invest as was documented in conteidtko

Third, lockup contracts reduce the information asymmetrg amtigate
agency problems between the insider-managers and theeositsiceholders (Brau et
al, 2004). Ibbotson and Ritter (1995) state that investorseady to pay more for a
firm with a lockup agreement for two reasons: i) anyatieg information being
withheld is likely to be revealed before the locked-upeshaan be sold, reducing the
benefit of withholding information, and ii) as long asidess retain large holdings,
their incentives are aligned with outsiders’ incentiydsbotson and Ritter, 1995).
Lockup agreements do not, however, completely mitigatenEtonal asymmetries
that exist between insiders and outsiders. Because lmayp periods in the US are
relatively shori, little information is disclosed between the IPO &hé lockup
expiration date. We showed that as UK lockups are highat is more likely that
information production is higher from the time of IP® lockup expiration and is
likely to reduce the information asymmetry between insidee outside shareholders.

UK Lockup expiration will shed additional light on thevdd of asymmetric

% The median lockup length is US was found as 180 days (BcaGampers, 2003) whereas in UK we
report a median lockup length of 365 days. The means are differdwo countries as well. For
example Brav and Gompers (2003) reports 254 days as meamshiéport 548 days.



information between the insiders and outside shareholdereng as UK lockups are
higher, and in most cases, insiders hold their IPO difota it will mitigate the
agency problems to a certain extent.

Our paper is related to numerous strands in the existingoae finance
literature. First, the paper relates to the literatbag scrutinizes the role of reputation
in the IPO process and the mitigation of adverse setedBecause the going-public
process is potentially subject to Myers and Majluf (1984)ease selection problems,
it is in the firm’s interest to exercise means thegdidly convey its quality. A
commitment not to sell any of equity for a pre-specifiedogeof time can function as
such a commitment mechanism (Welch, 1989, p. 437). Reputatiohave a similar
effect as in the case of adverse selection. Can@émManaster (1990) demonstrate that
investment banker reputation is negatively correlatedgdPi® underpricing. They
posit that the underwriter is able to mitigate somehefddverse selection problem at
the time of the IPO by pledging its reputation of not ngkadvantage of outside
investors. Similarly, Megginson and Weiss (1991) show h@weputation of venture
capital investors can affect the first day return on dP®ranks, Mayer and
Renneboog (2001) and Faccio and Lasfer (2002) argue that insitushareholders
in the UK do not monitor firms in which they invest and do mitigate problems of
asymmetric information. We show that over our samptégea lower underpricing
was associated with prestigious underwriter, venturpitalsts presence and
institutional presence in the firm.

A continuing issue in the corporate finance literatuaise been the impact of
trading by informed insiders on securities prices. Stamvitp Manne (1966), an
extensive body of research has examined the trading Iporade insiders. Most

notably, Seyhun (e.g., 1986, 1988) has documented short andulopgice impacts



of trading by insiders in the US. Recent studies in Uknébthat insider purchases
and sells trigger significant immediate market reactigd@zack and Lasfer (2007),
Fidrmuc, Goergen and Renneboog (2006)). We provide new empavaince
regarding buy and sales by insiders before the lockup éwpirdn addition, we
explore the relationship between the timing of suchssatel company characteristics
in which insiders are likely to sell.
This study examines the role of lockup contracts in coregoing-public procedure
by using a unique data from London stock exchange over tiedpE99-2006. We
provide evidence that lockups serve as a commitment devioeetcome potential
adverse selection at the offering as well as signatsfirquality. Firms that are
unprofitable, where institutional investor is not presentpgblic with lower quality
underwriters, and are not venture capital-backed havefisgmly longer lock-ups.
We find that 31% of the firms have insider purchases poidhé¢ expiration of the
lockup, whereas 14% of the firms have sells prior to lockygpration. We find that
firms with venture capital backing and which have done methe past are likely to
be released from the commitment. Insiders buy indimich couldn’t do well in
terms of stock price performance to support prices. Thiscansistent with
commitment as well as signalling quality hypothesis. abidition, we show a
significant price reaction at the lock-up expiration o236 on average. Firms with
greater percentages of locked shares and firms backed byreverapitalists, and
firms where institutional investor is present leadnaléer declines.

The paper is organized as follows: Section Il descrilbes institutional
features and lockup agreements in UK. Section Il preseniscussion of our data
and initial results regarding the structure of the lockdDpterminants of lockup

length is analysed in Section IV. Section V and VI gs@d insider trading before the



time of the lock-up expiration. Abnormal price reactisnbsequent to lock-up

expiration is examined in Section VII. Section Vidrcludes.

2. Institutional Features and Lockup Agreements in UK

The London stock exchange (LSE) has two markets, the mmaiket (called Official
List -OL) and the Alternative Investment Market (AIMJhe main market is the
London Stock Exchange's principal market for listed companos the UK and
overseas. It currently has approximately 1,600 comparsiesl lincluding over 300
international companies in 2008. In 2007, 264 companies raised ifuridmdon
compared with 298 on the NYSE and NASDAQ combined. In 2007 conganie
the London Stock Exchange raised US$87 billion compared to Udlids on the

New York Stock Exchange and US$20 billion on NASDAQ.

Launched on June 1995, AIM is the exchange for smallepaai®s. AIM is to the
main market as the AMEX and NASDAQ are to the NYSE2007, 284 companies
joined AIM, 182 of which were IPOs and a total of £6.5 billwas raised in new
issues. There are approximately 1,700 companies (includinge riman 350
international companies) whose shares are traded on Al market is less
regulated than the Official List. For example, ther@o requirement of three years
trading statement, leading a way to any new company tistbd. Another advantage
of AIM is the ability of firms to choose a method @ating from the three options:
regular IPO, pure introduction which allows firms to Wathout issuing equity to the
public within 5 years of listing, and two-stage offering whadlows firms to first list

without issuing equity and then raise funds from the puwtaticin 5 years of listing.



Lock-in Agreements in the UK*

Espenlauket al (2001) report that for the UK there is a large variety oxdy with
respect to the duration of the lockup period, but also wadpect to the lockup
characteristics. However, recently we found thateth® standardization of the lockup
length compared to the Espenlaub et al (2001) study periodiockep expiry date
may be stated as a definite calendar date (e.g. 1 June 260{)s @#he case in the
U.S., or it may be related to a specific corporate gveach as the earnings
announcement or the publication of the annual report. li#zinatkup may also be
staggered, i.e. allow only for a gradual release of tbkelb shares before the expiry
date.

While in the U.S. there are no legal rules about logkeinods (Ofek and Richardson,
2000), in the UK certain types of companies are, or werthenpast, subject to
compulsory lock-ins. Until January 2000, lock-in agreemergsevweompulsory for
UK mineral and scientific research-based companies, wdidhnot satisfy the
standard minimum-age requirement of three years. Mpeeifscally, the directors
and other key employees of these companies were ootealto sell shares either in
the IPO or during the period of two years commencing wghfirst day of listing.
Shareholders holding at least 10 per cent of the sesumtere not allowed to sell
during the first six months following the IPO or untietipublication of the semi-
annual results, whichever was longer. Also, they coutdsath more than 40 per cent
of their holdings during the first two years following t#0. Changes to the Listing
Rules were made in January 2000. Since then thereblemveno compulsory lock-in
agreements for the types of companies mentioned abaweevdr, these types of

companies with less than three years of trading reaesow required to include a

* This section is based on Espenlaub et al. (2002).



statement in the prospectus specifying whether a lock-eeaggnt exists or not. If no
lock-in agreement exists, the prospectus must specifgdsons for its absence.

An additional chapter on innovative high-growth compames included to the

Listing Rules in January 2000. According to this chaptek-inagreements are not
compulsory for innovative high-growth companies. Howeseénilar to mineral and

scientific research based companies, if these firmaadcsatisfy the minimum age
requirement of three years, they have to include &rmetnt in their prospectuses
about lock-ins. Again, if there is no agreement, the st@ate¢ must specify the

reasons.

3. Data Sources and Sample Description

Our Sample consists of the IPOs on the London Stock dfxgeh between January
1999 to 2006.LSE data provides information on market (AIM vs Mairkat), date
of admission, country of incorporation, issue pricetkeavalue, money raised, name
of the broker, name of the advisor (AIM only). Initiglll117 IPOs were included in
this period. We, then hand collect the information redatoctkup from the company
prospectuses. We collect prospectuses from Perfect Flatgbase. The prospectuses
provide detailed information about IPOs. Specifically, walect lockup dates,
percentage of shares locked-up, directors’ ownership baf@after IPO, fraction of
insider shares locked up, percentage sold in the IPO, imstéltownership, and
venture capital backing.

We describe the filters that were used to constructah®le for IPOs. We begin with
1117 companies that went public in the AIM and London main rhafka 76
companies we couldn’t find the prospectuses in the Perfdogd$-idatabase. We

couldn’t find share price data using DataStream for andtbetompanies. There is
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some information missing for some other firms. Lockupeda ownership data are
missing from the prospectuses for another 195 companiesfiniesample size is
831 for which we have complete data.

We obtain the market data from DataStream. They include-B-book ratios, sales,
return on assets and market capitalization of the compaWe use unadjusted prices
to calculate the returns for the whole study. Data®tralso provides delisting dates.
As we have companies from both AIM and Main market we ua@dindices to
calculate the abnormal returns. For the AIM companiesuse AIM all share price
index’ and for main market companies we use FTSE all share ipdex.

Table-1 provides statistics for the 831 IPOs. In panel A weige the annual number
of IPOs for the period 1999-2006. The volume of IPOs was tigétfor 1999-2000
period, which is the ‘Bubble’ period. Then relatively quetiod 2001-2003, which is
followed by a heavy IPO period of 2004-2006. Panel B providesousri
characteristics of the data, with meaf,180" and 98 percentiles.

The initial analysis of lockup length shows consideraitieresting results. The mean
lockup length for UK companies are more than double compswethe US
companies. The median of lockup length shows same behavieufoWdd median
lockup length of 365 days, while Brav and Gompers (2003) and FRmeldHanka
(2001) found a median of 180 days. In our study period, therecarsiderable
amount of standardization of lockup contract compared pesub et al (2001)
We found 560 companies out of full sample had a lockup lerfgB6® days. Field
and Hanka (2001) and Brav and Gompers (2003) shows a cohsgdaraount of

lockup length standardization. The major difference withdd8panies is that while

® As an alternative to AIM all share price index we us$etlioare Govett Smaller Companies (HGSC)
Index as the market index. Our results are qualitatsiejlar as a change of the market index.
® Espenlaub et al. (2001) find 26% of their companies havesd éxpiry date out of 188 firms.
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most of them have a lockup length of 180 days, while in UK 865 day& In most
of our cases, insiders lock 100 percent of their shares.

Panel C provides the information on distribution of thekig length in calendar time
starting from lowest (less than 90 days) to highest (109§, day, 3 years). It can be
seen that most of the lockup occurs at semi-annuahmuah frequency the most of
them (67%) are based on one year. It also appearsacalostering of lockup length
corresponding to annual intervals.

Panel D represents additional information on the lenfgtlockup, the percentage of
shares hold by the insiders that are subject to lockup andpuinciey. The panel
separates IPO firms based on some firm charactetigtows 2 and 3 reports the
cross sectional difference in of IPO firms by sortimgm based on the size, as
measured by market value of equity at IPO dates of thaoies. Particularly, we
examined the companies which are greater and smallentédians. In terms of days
lockup they appear not to be different, but fraction aftgBO insider shares locked
and underpricing they are different. The smaller compganiaderpriced more
compared to large companies which are in contrast witki Bna Gompers (2003).
The next two rows shed light on the basis of presigiand other underwriters.
Prestigious underwritetshave shorter lockups compared to other underwriters. The
underpricing is lower for prestigious underwriter compaieathers. The next two

rows compare the Venture capital backed firms andsfimithout venture capital

" Espenlaub et al (2001) find that the mean lockup is 561 daysadin is 730 days. The lockup
contracts were compulsory during their sample period (1992-200®)iheral and scientific research
based companies with trading records of less than threg year

8 The prestigious underwriters are defined as in Derriah Kecskes (2007) and includes global
investment banks like ABN AMRO (including Hoare Govetfazenove & Co., Credit Lynnais
Securities, Dresdner Kleinwort Wassertein, HSBC Segeari Credit Suisse, Investec Hendersen
Crosthwaite securities, KBC Securities, Peel Hunt, Lahitrothers, Nomura International, Schroder
Salomon Smith Barney, SG securities, UBS, West LBl Lynch International, Goldman Sachs.
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backing. In presence of venture capitalist, the lockumtlerdeclines and the
underpricing is lower for the firms for which Venture talst are present.

We also examined the variation of firm characterssii institutional investor present
in that firm. In presence of institutional investors, theklp length declines but there
are no differences in underpricing. In rows 8 and 9 we ilgatstd the difference that
arises for differences in markets. We found AIM comesarhiave lower lockups
compared to Main market. The underpricing is considerablyerdovor AlM
companies compared to main market. This finding is consistgntBurrowes and
Jones (2004) for AIM companies.

We examined the time variation of the IPOs. In rows 12 Ehdve examined the
bubble period and normal peribdhere are no differences in lockup length but there
are considerable differences in underpricing. The nextromes we divided the IPO
sample into hot and cold mark®t In the hot market the lockup length and

underpricing is higher.

4. The Determinants of Lockup Length

We next explore the determinants of the lockup length.réert regression results
which broadly support commitment story as well as siggaquality. The dependent
variable is the logarithm of lockup length in days. Indepahgariables include log

of market value of equity in 2008 constant pounds, the fractiqgrost-IPO insider

shares locked, the firm’s market-to-book ratio, percentasighe company’s share
issued in the IPO, cash flow margin, a dummy variablecatgig whether the firm

was financed by a venture capitalist, a dummy variable atidg whether

underwriter was prestigious, a dummy variable indicativitether the firm has

° Bubble period is defined as 1999-2000 period following Levis (2008).
9 Hot market where the IPO volume increases signifigamd includes two periods January 1999 to
March 2001 and January 2004 to end of 2006. Cold market isrtie@ning sample period.
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substantial shareholders, a dummy variable indicatinghehehe firm is in high-tech
industry, a bubble period dummy and an AIM dummy.

We find that larger firms, firms with prestigious undaten, firms backed by venture
capitalist, and firms with institutional investors aivie shorter lockups on average.
Each of these variables is associated with lessm@Etional asymmetry about firm
value in the aftermarket. Insider mangers in firms witdhhguality underwriters or
venture capital backing will be less likely to take adagetof the outside investors
and therefore have less need for commitment of a lolugpdwp. In presence of
institutional investors in the firm there are less need rhonitoring the insider
mangers, that's why they agree a shorter lockup.

Higher market-to-book ratios, generally associated witgh-growth, high-risk
companies, are associated with longer lockup. As expectgterieash flow margins
are negatively related to lockup length. The high-tech eomes should be positively
related to longer lockup period as they are highly risky. Ilyinthe AIM companies
have shorter lockups compared to main market companies (@nayobstage IPOs in

AIM), as the informational asymmetry reduced by the tvagetcompanies.

5. Insider Selling Prior to Lockup Expiration

In this section we explore the behaviour of insider getling from IPO allocation
prior to the lockup expiration. As the lockup agreement m@smandated by FSA,
but is only an agreement between the underwriter antP@efirm, insiders can sell
equity prior to lockup expiration if the underwriter chesgo free them from the
obligation to hold shares until lockup expiration. If thekup is only a commitment
mechanism, the firms that have generally reduced potéatiake advantage of the

outside shareholders will be released from the lockupicshs. If lockup signals
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firms’ quality, then the firms which have done well iretpast, insiders are more
likely to be released from lockup. Following Brav and Germsp (2003), the
commitment hypothesis predicts that firms with highet$®® abnormal returns, as
well as firm with prestigious underwriters and venturekibay, will be more likely to
be released early from lockup restriction. Brau et 200%) postulates that, if Brav
and Gompers commitment hypothesis is true it supports llegndypothesis as
much commitment hypothesis. We take the same stranchaseBal. (2005).

We use a large database of directors’ trades spannimgJ&iauary 1999 to December
2007. The database of directors’ trades is collected Daectors Deals Ltd. and
includes news items on directors’ trades disclosed bya&l companies to the
Regulatory News Service (RNS). We exclude a number sérohtions that are not
likely to be driven by private information, such as exeroiseptions or derivatives,
script dividends, bonus shares, rights issues, awards maltedtors under incentive
plans or reinvestment plans. We also exclude all dirg’cti@nsactions in investment
companies. After screening, we had 36,943 insiders’ trades fr@itdKhmarket. We
checked the data for errors and found that for 2949 tradediffegence in
announcement and transaction date is more than 3'dayserror rate of 8%).We
have excluded those data from our sample. We have 33,9@4od#’drades in 2664
listed companies, split into 26,268 (77%) purchases and 7,723 (23%) Tdee
insider trading data is detailed as it contains infoionatike announcement and
transaction date, price at which the transaction waee,damount, value, holding,

holding change, name of the director, position of tlhectbr and so on.

" The directors must inform their company as soon asilplesafter the transaction and no later than
the fifth business day after a transaction for tloein account or on behalf of their spouses and
children (Hillier and Marshall (2002)). In turn, a companyst inform the LSE without delay and no
later than the end of the business day following receiphefinformation. This implies that the
information about insider transaction reach markdagesas 6 days after transaction (Fidrmuc et al.
(2006).
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We matched the IPO sample with the insider trading datach yields 4,762
transactions in 657 companies, split into 3,513(74%) buys and 26249@ells. The
other 358 IPOs do not have any insider transactions. Othest 1249 sells, we
determine which of the insider sells are occurred poidhé lockup expiration and the
sell should be from IPO allocation. We determine whichs sgrior to lockup
expiration are from IPO allocation and retained thexdis. The final sample consists
of 186 events for 116 IPOs.

Table 3 presents a summary of insider sells prior tkulp@xpiration. We find that
14% of the firms have insider sells prior to the exmraof the lockup. Field and
Hanka (2001) found this number as 17% and Brav and Gompers famd5%. The
average number of insider transactions, conditionahawving sells before lockup
expiration is 2 and the median is 2 as well. The @eend median sells occur 58%
and 62% of the way from the IPO to the lockup date. #l3s noteworthy that the
size of the sells is quite small. Average sells nedatio shares locked is 5.63% while
the median is 0.51%. The average 40-day abnormal returntpribe sell is 9.72%
with a median of 8.15%.

Table 4 presents summary statistics on firms thatedeased from lockups and those
that are not released. The sample of insider sellssterei 186 events by 116 IPOs.
We report descriptive statistics for both the sampléere insider sells occurred
versus where no insider sells occurred prior to lockupraipn. We find that insider
sell prior to lockup expiration in firms that associateith less moral hazard and
firms with less information asymmetry, that is, largems, firms with prestigious
underwriter, firms with institutional presence, venturpited backed firms and firms
with higher abnormal return prior to the sell (40-day abvameturn). Investors are

likely to be concerned with insider selling activity awtliquidity firms, firms not
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backed by venture capitalist and firms with low retusasause of the higher level of
asymmetric information.

We estimate logit regressions (Table 5) to determine wiiriots are more likely to
have insider sells prior to lockup expiration. The dependanable takes 1 if the
early insider sells occur prior to lockup expiration ana zgherwise. As predicted by
the commitment and signalling hypothesis, firms that headuced information
asymmetry problems are more likely to have early inss@dls. The abnormal return
over the preceding 40 day period is positively related tgtbbability of early sells.
Firms with higher return have done well in the past and tovesre less likely to be
concerned with the insiders cashing out. Similarly, ventapstal backing and larger
firm size are all related to early lockup release. Bjrwith a greater fraction of post-
IPO insider shares locked up are less likely to have irssgidling shares prior to the
lockup expiration, consistent with the greater needirisiders in these firms to

commit not to selling equity.

6. Insider purchases before lockup expiration

In this section we examine why insiders buy before lockyiraon when they have

been allocated some shares from the IPO. Theravarpdssibilities that we consider:
i) the company is a good company and insiders want toasertheir holdings and ii)

the company is a doing badly and insiders buy to suppogrite. In first case, the

test is consistent with the asymmetric information higpsis put forward in context
of insider trading, where ample evidence exists in liteea Brennan and Cao (1996)
find that informed investors are contrarians where uniforimedstors are trend

chasers. If the insider purchases are driven by only infismahen the most

important variable will be share price decline before tiiagle. In that case, other

variables like venture capital backing, institutional ingegpresence may not be
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important. If insiders’ purchases are done to support tice firis possible that the
trades are pushed by the venture capitalists. In this e@&segxpect the insider

purchases are concentrated in the companies in predevedure capitalists.

Table 6 presents a summary of insider purchases befdaepleaxpiration. We find
that 31% of the firms have insider purchases prior toettmration of the lockup,
whereas 14% of the firms have sells prior to lockup etipmaThe average number
of insider transactions, conditional on having purchésdsre lockup expiration is 3
and the median is 2. The average and median sells 6&étrand 43% of the way
from the IPO to the lockup date. It is also noteworttat the size of the purchases is
quite small compared to the sell prior lockup expirathwerage purchases relative to
shares floated in the IPO is 0.213% while the median is ®%045e average 40-day
abnormal return prior to the sell is -8.47% with a mediai#.64%.

Table 7 presents summary statistics on firms which asider purchases before
lockups and those firms in which insiders do not purchaseeéiokup expiration.
The sample of insider purchases consists of 694 events byPZ3g M/e report
descriptive statistics for both the samples wher@eanspurchases occurred versus
where no insider purchases occurred prior to lockup expicaide find that insider
buy prior to lockup expiration in firms that associatedhwienture capital backed
firms and firms with higher abnormal return prior teetbuy (40-day abnormal

return). Insiders seems to be contrarians

We estimate logit regressions (Table 8) to determine wiiriots are more likely to
have insider purchases prior to lockup expiration. The dependeiable takes 1 if

the early insider purchases occur prior to lockup expmatiod zero otherwise. As
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predicted by the commitment hypothesis, in firms thaeds price support are more
likely to have insider purchases. The abnormal returm thes preceding 40 day
period is negatively related to the probability of egnychases. In firms with lower
return have done badly in the past and insiders are mokg tilkébe concerned with
supporting the price in those companies. Similarly, ventapéal backing and larger
firm size are all related to insider purchases befockulp expiration. Firms, with a
lower fraction of post-IPO insider shares locked up apeentikely to have insiders
buying shares prior to the lockup expiration, consistenh wWie greater need for

insiders in these firms to support price.

7. Event-day Abnormal Return

7.1 Market Reaction of Lockup Expiration

In this section we explore the market reaction ofltiekup expiration. Because the
lockup is a well known agreement at the time of the #2@ all the parameters of the
Lockup are specified in the IPO prospectus, simple ratex@dctations would be the
price reaction will not be statistically differembin zero. We first test this hypothesis
and then examine cross-sectional differences in abhor@barns around lockup
expiration. By doing this, we would be able to provide itgalthl light on the
dynamics of the lockup contract and its role. The camemt and signalling
hypothesis predicts lower abnormal returns for firm$ Have good news or are less
subject to moral hazard.

As long as insiders retain large holdings, their incesstiare aligned with outsiders’
incentives (Ibbotson and Ritter, 1995). So, lockup expmaticreases the potential
for unaligned insider and outsider incentives, as insidexsallowed to sell their

holdings at the lockup expiration. Assuming this lack ajratient adversely affects
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general shareholders, potential agency costs are expgeaedrease investor demand
for shares (Brau et al., 2004). We argue that any pendiognation about corporate
operations or future prospects is more likely to be negdtian positive. Similarly,
any change in alignment of incentives is more likelygabgative than positive. We
predict both of these factors will result in negataenormal returns around the
lockup expiration date.

We calculate abnormal returns for each IPO for eventdew-10 to +10, as “0”,
being the event date. The abnormal returns were measelst/e to the market
index. For AIM companies we use AIM All Share Price kideand for main market
we use FTSE All Share Price index. In figure 1 we pla& #iverage cumulative
abnormal return (CAR) over the 21 event days. From dayo-Bddays the abnormal
returns tend to be very small. From -2 to O the abnbmetarns are large and
negative, with day 0 having the largest return. Prices dr@f% around lockup
expiration. Brav and Gompers (2003) reports similar drog=24),. while Field and
Hanka (2001) finds a drop of 2%. The lower magnitude of the drme is consistent
with lower level of information asymmetry and somehaowmigated agency problems
as the lockup period on an average is higher in UK compare&.

Though at initial glimpse the price decline appears to dyesistent with a simple
downward sloping demand curve story, it is hard to exptaan rational expectations
framework. In the case of lockups, investors already ktieat a higher amount of
shares are available after the lockup expiration dag. mhrket should foresee the
number of shares sold at expiration accurately, onageerand abnormal returns

should be zero (Allen and Postlewaite, 1984). For downslaping demand curves

12 As an alternative to AIM all share price index we usied Hoare Govett Smaller Companies
(HGSC) Index as the market index. Our results are queditatsimilar as a change of the market
index.

20



to explain the price decline that we observe, as itéise of Field and Hanka (2001),
the market must hold consistently inaccurate prior ksehdbut the fraction of equity
will be sold at expiration and hence must be consistextrprised by how many
shares actually come to the market.

If the temporary mispricing is arbitraged away, we expegti@ reaction which is
zero. If it's not then there possibilities of signéit price reactions. Costly arbitrage
(Pontiff, 1996) possibly will prevent investors from undertgkinvestments that
would correct the temporary mispricing, even if they knmow many shares were
coming to the market. Investors may possibly not wardttempt to gamble against
the stock by selling it short, for the reason that éhesmpanies are very unstable.
Good news may arrive to the market that increases tbe @nd causes a loss on the
short position before the expiration of the lockup.fdot, 40% of the event-day
abnormal returns that we calculate are actually posi8e. this is possible not
theoretically but empirically as well.

Furthermore, if the transaction cost is higher thenphces drop so it will not be
possible to make money from any such actions taken bypthetors. Actually, Brav
and Gompers (2003) document that transaction costs,latailduas the percentage
bid- ask spread related to the bid price, equal 6.3% on aveaadeare likely to
eliminate the ability of investors to make money frora #bnormal return that we
document. After all, it may simply tough to borrow slsarme order to create a short
position given the small amount of shares that haea fleated. As a result, even if
the market have knowledge with a high degree of ceytéiet number of shares that
will come to the market, costly arbitrage may implyttthee price may still decline on

average at the expiration of the lockup.
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Table 9 provides the daily abnormal returns as well asctimulative abnormal
returns. The table reveals that each of the daily geesdnormal returns (ARs) from
day -5 to day +3 is negative, although the AR on day -2isos@nificant. Table 10
also tabulates the cumulative abnormal returns araastdip expiration. Cumulative
abnormal returns peak at -2.63% and all cumulative abnoetahs are significantly
negative from -3 to +10.

The propensity of the insiders to sell at the expiratiblockup leads us to naturally
examine whether volume is abnormally high around thate@me of this abnormal
volume may represent the shares that are sold ingt in the market. As insider
trades convey information to the market, so one woulgeexhigher volume as
insiders are selling shares after the lockup expiraticadig volume might increase
as information flowing to the market as a result ofdasiselling. Our objective here
is to analyse whether the price drops at the lockup &iquir are associated with
greater abnormal volume. We calculate the abnormlaihwe as in Field and Hanka
(2001). We obtain the daily volume from DataStream andeeaformal volume as
the mean daily volume in day t-71 through t-11 relativehtoavent day. Abnormal
volume is the daily volume divided by the mean dailjuaze minus 1. To eliminate
the effect of outliers in our analysis we set obstuagreater than $9percentile in
each event day equal to the median observation.

The results are presented in Figure 2. It shows thatratah volume increase around
80 percent on the lockup expiration day. Volume than drogpsnd 40 percent and
remains approximately that level for the post event deriBield and Hanka (2001)
and Brav and Gompers (2003) report similar volume increfmsedS IPO lockup
expirations. As robustness check, we increase the gwestt window and find that

abnormal volume does not revert back to zero.
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7.2 Cross-sectional Differencesin Abnormal Returns

In this section we examine additional information regaydihe negative average
abnormal documented in the previous section. Our obje@ite whether cross-

sectional differences in abnormal returns around thetesam shed light on the
competing hypothesis for the existence of lockups. The sisghyesented in table-8
is similar to Brav and Gompers (2003). It is related ®ld=and Hanka (2001); while
their focus is on downward sloping demand curves our fogusnithe level of

asymmetric information related to the firm value. Thpedelent variable is the CAR
from -2 to +2 around the lockup. The independent variables ahemmy variable

indicating whether the abnormal return between IPO aadldbkup expiration is

above the median, the log of market value of the P2DD8 constant Pound sterling,
the percentage of post-IPO insider shares locked, tims fimarket-to-book ratio, a
dummy variable whether the firm was financed by a ventatalist, a dummy

variable for prestigious underwriter, the firm’s stqaiice volatility, the cash flow

margin of the IPO firm, a dichotomous variable taking value of one if insider sells
occur before lockup expiration, a dummy variable for higght companies. The
inclusion of the variable insider sells before lockup eatmn controls for a reduced
desire by the insiders in the firm to sell after thekigo expiration.

The regression results are consistent with the comemt hypothesis as well as
signalling quality hypothesis. We find that the early insghdls are related to smaller
price drops, though the number is statistically insigarftc Insiders of those firms
are less likely to sell shares at lockup expiration lso ihformation asymmetry is

reduced to a large extent. We find early insider purchasesegatively related to
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price drops. Insiders send a credible signal about thetyjodlihe firm through their

purchases, which reduces the information asymmetry. Addily, to the extent that
price volatility proxies for information asymmetry, theegative coefficient is

consistent with larger negative abnormal returns. Tlgatnes coefficient is also

consistent with the notion of costly arbitrage lintiie ability of the arbitrageurs to
short sell before the lockup expiration.

On the other hand, the presence of venture capitg@istsence of institutional
investors and having a greater fraction of shares lockedeugsaociated with smaller
price declines, which is consistent with the lower l@fedsymmetric information and
somewhat mitigated agency problems hypothesis. Thisascalssistent with, Brav
and Gompers (2003), who report that a huge number of vecapitalist distributes

shares to their investors at the lockup expiration dadlenaamy investors sell. As a
result, a larger number of shares are likely to comeéhe market at the lockup
expiration for venture capital backed firms.

Overall, the evidence from price decline at lockup exjpinats consistent with the
earlier results relating to the use of IPO lockups tercwme information asymmetry
and mitigate agency problems. Price declines for firms wéieHess informationally

sensitive appear to be smaller than other IPO firms.

8. Conclusion

This study addresses the role of lockup contracts in xbotgoing-public procedure
by using a unique data over the period 1999-2006. We find supporefaption that
lock-ups serve as a commitment device to overcome potedtiatse selection at the
offering as well as signal firms’ quality. Firms thateaunprofitable, where
institutional investor is not present, go public with lower dyalnderwriters, and are

not venture capital-backed have significantly longerdopk. We find that in fourteen
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percent of our firms, insiders sell equity prior to th@ieation of the lock-up. We
found that firms with venture capital backing and whichendone well in the past are
likely to be released from the commitment. This is cgtest with commitment as
well as signalling quality hypothesis.

In addition, we show a significant price reaction & ldck-up expiration of -1.23%
on average. This abnormal return is potentially congisteth downward-sloping
demand curves or investors’ incorrect prior beliefs reggrdhe extent of insider
sales. Firms with greater percentages of locked shackdirans backed by venture
capitalists, and firms where institutional investor iegemt lead to smaller declines.
Our paper is another in a recent series of papers tlicainebnt that market frictions
and the riskiness of arbitrage can lead to the persestehenispricing in financial
markets.

In general, the negative abnormal returns at the lockppation date are consistent
with theoretical predictions based on informational asgtnies and reduced
incentive alignment involving insiders and general sharemldEnese results are
interesting as the lockup expiration date is public infdiona yet significant
abnormal returns occur in the days just prior to and eredpiration of the lockup
date. The results of the cross-sectional regressianispout on characteristics that
affect market returns around the lockup expiration date. fWe evidence that
asymmetric information induced by the future actions takeoopgorate insiders’ is
related to negative abnormal returns. Four variables apptatedsignificant in our
model: our proxy for good performance, percentage of postifiBi@er shares locked,
percentage of company shares issued and firms stock piatity. In addition, the
results for the percentage of management ownership supporigancy cost

interpretation of the negative abnormal returns surragnidickup expiration.
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Table 1
Descriptive Statistics

Panel A
Year 199¢ 200C 2001 200z 200: 200¢ 200¢ 200¢
IPOs 39 144 59 44 39 15¢ 201 14¢
Panel E

10" Mediar  Mear og"

Percentile Percentile
Market value of equity( 2008 £ Millio 3.2 21.€ 140.2 204.1
Market-to-book 0.8¢ 3.01 11.5¢ 11.1¢
Underpricing (% -1.t 9.¢ 20.c 51.c
Percent of offering as primary she 12.€ 32.¢ 38.¢€ 78.C
Days of Lockuj 30¢ 36¢ 54¢ 39C
Fraction of po«IPO insider shares locked ( 1.t 24 29.¢ 68
Sales( 2008 Million) 0.0: 2.9¢ 61.97 60.9¢
Return on Assel 52.¢ -2.€ -34.¢ 11.1
Panel C
Lockup day <8¢ 9C-18(¢ 181-364  36f 36€-55C  551-72(C 721-109¢
Observation 7 25 80 56( 79 19 61
Percent of observatic  0.8¢ 3.0C 9.6: 67.3¢ 9.5C 2.2¢ 7.3¢
Panel C
Sampli N Days Fraction of po«IPO Underpricing (%

Locked insider shares locked (%)

1)Full Sampl 831 548[365 29.4[24 27.5[9.9
2) Market value>medie 41€ 387[365 25.97[18 10.29[7.2
3) Market value<medi: 41t 395[365 32.78[30 28.9[14
p-values for differences in me: 0.2¢ 0.0cC 0.0cC
4) prestigious underwrite 16€ 338[365 25.19[18.4& 12.0[7.2
5) other underwrit 66¢ 403[365 30.42[25 22.0[10.6
p-values for differences in me: 0.0cC 0.0cC 0.0cC
6) venture capitebacking 89 346[365 19.75[15 15.1[7.7
7) Nor-venture capital backir 734 396[365 30.65[25 22[10]
p-values for differences in me: 0.0cC 0.0cC 0.0cC
8) AIM 694 334[365 23.27[16 9.3[7.7
9) Main Marke 141 402[365 30.6[25 22.5[10.4
p-values for differences in me: 0.0cC 0.0cC 0.0cC
10)Institution as a substant 504 379[365 25.4[20 19.4[9.2
shareholder
11)No Institution as a substant 314 411[365 36[31.5 21.1J10.5
shareholder
p-values for differences in me: 0.0cC 0.0cC 0.2¢
12) Bubble Peric 18: 380[365 35.2[33 32.1[9.7
13) Normal Perio 64¢ 388[365 27[21] 16.4[10
p-values for differences in me: 0.2¢ 0.0cC 0.0cC
14)Hot marke 67¢€ 412[365 28.5[23 27.1[10
15)Cold marke 15t 381[365 33.7[29 18.9[7.1
p-values for differences in me: 0.0C 0.0C 0.1Z
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The sample is 831 IPOs from January, 1 1999 to 31 December 2006hifth we could find lockup
information. Panel A provides annual distribution of oud Bample. Panel B presents means, mediafisarid
90" percentile information on the various characterisiicsthe sample. Market value in millions of pound
sterling is in 2008 constant terms. Market value is caledlasing the offering price and shares outstanding
obtained from DataStream. Market-to-book ratio is thie i@ market capitalization at the IPO divided by the
book value of the equity in the first reporting period affd®.| Underpricing is the percent return on the first
day from the offering price to the closing price. d@atage of offering as primary shares is the fractibn
offering that is new shares. Days of lockup are the leofglibckup period. Fraction of post-IPO insider shares
locked is the percentage of shares held by the insidearth@ubject to lockup restrictions. Sells is the @mo

of sells in the first reporting period after the IPO in 2668stant millions of pound sterling. Return on assets is
the net income divided by total assets in the first ntepp period after the IPO. Panel C provides the
distribution of the lockup length in calendar days. Pdmhekpresents information on the length of lockup,
percentage of shares locked up and the underpricing. Bathhsrend Medians [in brackets] are reported.
Prestigious underwriters are the global underwriters d&fineDerrien and Kecskes (2007). AIM mean
Alternative Investment Market and Main market is theid@df List. Institution as a substantial shareholder
means whether there are any institutional invesiudrs hold more than 3% share at the time of IPO. Bubbl
period is defined as 1999-2000 period following Levis (2008). Hot mavkete the IPO volume increases
significantly and includes two periods January 1999 to M&@bl and January 2004 to end of 2006. Cold
market is the remaining sample period. We report theyesdbr differences in mean (assuming unknown but
equal variances)
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Table 2

Regression results for Length of Lockup (Dependent Vaable—Ilog of the lockup days)

Constar 13.0¢ 23.7
[12.44]* [12.28]*
Venture Capital Backe: -0.07 -0.0¢
[-2.01]* [-1.98]*
Prestigious Underwrite -0.1¢ -0.1¢
[-4.28]** [-3.43]**
Institution as a substantial shareholi -0.0¢ -0.0¢
[-2.26]* [-2.15]*
Log of the market valt of equity(2008 £ millior -0.0z
[-2.49]*
Markei-to-book ratic 0.000° 0.001
[0.45] [0.95]
Percent of Po-IPO insider shares lock 0.000¢ 0.000¢
[1.71] [1.13]
Percent of the company shares issued in the -0.00z -0.00z
[-0.46] [-0.26]
Cash flowmargir -0.007: -0.002¢
[-0.93] [-0.43]
Hot Market Dumm -0.0¢ -0.0¢
[[1.72] [-2.01]*
High-tech Dumm -0.0¢ -0.04
[-1.35] [-1.15]
AIM Dummy 0.17
[3.70]**
AdjustedR? 10.¢ 12.1
Number of Observatiol 831 831

The independent variables are: Market value in milliohpound sterling is in 2008 constant terms.
Market value is calculated using the offering price andeshauntstanding obtained from DataStream.
Market-to-book ratio is the ratio of market capitalieatat the IPO divided by the book value of the
equity in the first reporting period after IPO. . Fractiohpost-IPO insider shares locked is the
percentage of shares held by the insider that are stbjlatkup restrictions. The cash flow margin is
the ratio of operating cash flow to sales. Venture dapéteked is a dummy variable taking the value
of 1 if venture capitalist was present at the time of. IP@stigious underwriters are a dummy variable
taking a value of 1 if global underwriter was the unddewror the float. . Institution as a substantial
shareholder is a dummy variable and means whether #rerany institutional investors who hold
more than 3% share at the time of IPO. Hot market dumaking the value of 1 if the IPO is within
hot period and zero otherwise. High-tech dummy taking #@hgevof one if the company belongs to the
following industry: computer manufacturing, electronic emept, computer and data processing
services, optical, medical and scientific equipment. AIM dynis a dichotomous variable taking the
value of 1 if the company is trading on Alternative Inr@nt Market in London stock exchange. To
eliminate the possible effect of outliers, for eachialde, we replace observations whose values are
either lower than the®lor higher than 99 percentiles by the sample median. T-statistics aredn th
brackets.
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Table 3
Summary statistics on insider early sells prior to lockupexpirations

10" Mediar Mear og"
percentile Percentile
Number of early insider sal 1 2 2 4
Sell time asfraction of lockup length (% 15 62 58 95
Shares locked relative to shares outstar 7 59 55 78
Shares sold early relative to shares loc 0.0¢ 0.51 5.6: 10.2¢
40-day abnormal return prior to early si -6.1°F 8.1t 9.7 25.4¢

We obtained insider holdings data for the period Jani8®p to December 2007 from the Directors
Deals. The information provided from this source wdtected from Regulatory and News Services
(RNS). We determine which of the early sells occumaaok to the lockup expiration and retained those
transactions. The sample consists of 186 sells by 116. IFfss that do not appear in our insider
holding database are firms with no transactions. Weutate 16, 50" and 9 percentile and means
for various early sells characteristics. In row 1 meport the distributional characteristics on the
average number of early sells. Row 2 provides the aveirageof sell since IPO. If, for a given IPO,
insiders sold shares on multiple events, we averagesa#ing ratio. In row 3 we calculate the insider
shares locked compared to the shares outstanding. Theramexprovides the information on
percentage of shares sold relative to shares lockedwi® we calculate Cumulative abnormal return
for the 40 day pre-event window where sell is the eusing the FTSE All Share Price Index for main
market companies and AIM All Share Price Index for AIM pamies.
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Table 4
Characteristics of IPOs with and without early insider sdlprior to lockup
expirations
Sell prior to lockup epiration” yes no p-value of
differences in mean

Number of IPO 11€ 71t

Average number of insider s¢ 2 -

Sell time as fraction of lockup length ( 58 -

Shares locked relative to shares outstan 55 -

(%)

40-day abnormal return prior early sale 9.7z 0.52 0.0C
Market capitalizatio 274 12¢ 0.0t
Prestigious underwriter? (¢ 23.2 19.¢ 0.1¢
How many are venture backed? 19.27 11.4¢ 0.0t

For a detailed description of the construction of tieider database see Table 3. The sample of insider
sells consists of 186 events by 116 IPOs. We report degergigtistics for both the sample IPOs in
which insider early sells occur versus in which selisrdit occur. The variables average no of insider
sells, sell time as a fraction of lockup length, shaoekdd relative to shares outstanding, 40-day
abnormal return prior to early sales was defined inérabFor the no sale sample we measure the 40-
day abnormal return as the abnormal return over th@ewlockup period standardised to 40 days.
Prestigious underwriters are defined in table 3. We repeatyes for the mean difference test between
early sale and no sale (assuming unknown but equaheas).
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Table 5
Logit analysis of Early Sells by insiders

Estimat: Standard Errc p-value
Intercep -2.47¢ 1.041 0.01:
4C0-day prior abnormal return (% 0.127 0.02¢ 0.00(
Underpricing (% -0.00¢ 0.00z 0.041
Venture Backec 0.37:2 0.08¢ 0.00(
Institutional as substantial shareholc -0.2¢ 0.2z 0.18¢
Length of Lockup in day 0.00z 0.001 0.00(
Log of Market value of equity (£2008 millic 0.29: 0.06¢ 0.00(
Percent of Po-IPO insider shares lock 0.01: 0.00¢ 0.00¢
High-techDummy 0.60¢ 0.25¢ 0.01¢
Annual time dumm 0.121 0.0t 0.01¢
Pseud R? 18.5¢

The sample of insider sells consists of 186 events by 106 #d 715 IPOs where no sales occurred.
We calculate the probability of early sales occur pradiockup expiration. The explanatory variables
are: the 40-day prior abnormal return calculated as Cuivellabnormal return for the 40 day pre-
event window where sell is the event using the FTSE Rdir& Price Index for main market companies
and AIM All Share Price Index for AIM companies. For the sale sample we measure the 40-day
abnormal return as the abnormal return over the whmkup period standardised to 40 days.
Underpricing is the percent return on the first dayrfthe offering price to the closing price. Venture
backed is dummy variable taking value of 1 if venture cagpitédi present. Log of market value of
equity is the market capitalisation in 2008 constant teRascentage of Post-IPO insider shares locked
are the fraction of insider shares that are subjetdiup restrictions. High-tech dummy taking the
value of one if the company belongs to the following ituscomputer manufacturing, electronic
equipment, computer and data processing services, optieglicath and scientific equipment. To
eliminate the possible effect of outliers, for eachalde, we replace observations whose values are
either lower than the™or higher than 99percentiles by the sample median.
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Table 6

Summary statistics on insider purchases prior to lockugexpirations

10" Median Mean 90"
percentile Percentile
Number of early insider purchases 1 2 3 5
Purchase time as fraction of lockup 9 43 61 93
length (%)
Shares locked relative to shares 66 100 93 100

outstanding

Shares bought early relative to 0.005 0.045 0.213 0.345
shares sold in IPO

40-day abnormal return prior to -38.5 -4.64 -8.47 13.38
early sales

We obtained insider holdings data for the period Jani@®p to December 2007 from the Directors
Deals. The information provided from this source wdtected from Regulatory and News Services
(RNS). We determine which of the purchases occurred farithre lockup expiration and retained those
transactions. The sample consists of 694 purchases by 254HP@s that do not appear in our insider
holding database are firms with no transactions. Weutate 16, 50" and 9 percentile and means
for various early purchases characteristics. In ronelraport the distributional characteristics on the
number of early purchases. Row 2 provides the averageofiperchases since IPO. If, for a given
IPO, insiders bought shares on multiple events, we avéhagessulting ratio. In row 3 we calculate
the insider shares locked compared to the shares outggambmnext row provides the information on
percentage of shares sold relative to shares sold inliP@w 5 we calculate Cumulative abnormal
return for the 40 day pre-event window where purchase is tre @ing the FTSE All Share Price Index

for main market companies and AIM All Share Price IndexAltM companies.
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Table 7

Characteristics of IPOs with and without insider purchase prior to lockup
expirations
Purchases prior to lockup expiration? yes no p-value of
differences in mean

Number of IPOs 254 461
Average number of insider purchases 3 -

Purchase time as fraction of lockup 61 -

length (%)

Shares locked relative to shares 93 -

outstanding (%)

40-day abnormal return prior to early  -8.47 -3.01 0.00

purchases

Market capitalization 169.45 151.16 0.26
Prestigious underwriter? (%) 20.74 20.81 0.85
How many are venture backed? (%) 15.85 10.72 0.04

For a detailed description of the construction of tieider database see Table 3. The sample of insider
sells consists of 694 events by 254 |IPOs. We report degergigtistics for both the sample IPOs in
which insider early purchases occur versus in which purclthdesot occur. The variables average
number of insider purchases, purchase time as a fracfitockup length, shares locked relative to
shares outstanding, 40-day abnormal return prior to parkshases was defined in Table 3. For the no
purchase sample we measure the 40-day abnormal retuim asntbrmal return over the whole lockup
period standardised to 40 days. Prestigious underwritedefineed in table 3. We report p-values for
the mean difference test between early purchase angumshase (assuming unknown but equal
variances).
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Table 8
Early Purchase by Insiders

Logit analysis of Early Purchases by insiders

Estimate  Standard Errc p-value
Intercep -4.13: 0.48( 0.000(
4C0-day prior abnormal return (% -2.13( 0.43¢ 0.000(
Underpricing (% -0.002¢ 0.001 0.051:
Venture Backec 0.50¢ 0.18( 0.005(
Institutional as substantishareholder 0.01¢ 0.07¢ 0.806:
Length of Lockup in day 0.00: 0.000¢ 0.000(
Log of Market value of equity (£2008 millic 0.22: 0.03¢ 0.000(
Percent of Po-IPO insider shares lock -0.00¢ 0.00z 0.017°
High-tech Dumm 0.04¢ 0.21¢ 0.828¢
Annual timedummy 0.451] 0.02¢ 0.000(
Pseud R? 18.4:
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Figure 1
Cumulative Abnormal Returns around lockup expiration
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Figure 2

Abnormal Volume Around Lockup Expiration
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Table 9
Abnormal Returns around lockup expiration

Days relative tc Percen
lockup expiration AR (%) t-statistics Negative CAR (%) t-statistics
-10 0.0t 0.3¢ 57.€ 0.0t 0.3¢
-9 0.24 1.5¢ 55.¢ 0.2¢ 1.87
-8 0.14 0.8¢ 47.1 0.4: 2.7¢
-7 -0.11 -0.72 55.t 0.32 2.02
-6 0.11 0.6¢ 49.¢ 0.4: 2.71
-5 -0.27 -1.73 59.5 0.15 0.99
-4 -0.15 -0.94 51.4 0.01 0.05
-3 -0.10 -0.61 52.1 -0.09 -0.56
-2 -0.3¢ -2.1¢ 52.€ -0.4: -2.71
-1 -0.3( -1.9¢ 53.¢ -0.7¢% -4.6¢4
0 -0.5(C -3.2C 57.€ -1.2% -7.8¢4
1 -0.1¢ -1.12 55.¢ -1.41 -8.9¢
2 -0.27% -1.72 51.¢ -1.6¢ -10.6¢
3 -0.27 -1.71 55.2 -1.94 -12.39
4 0.07 0.45 52.7 -1.87 -11.94
5 -0.35 -2.25 57.7 -2.23 -14.19
6 -0.01 -0.0¢t 52.1 -2.2% -14.2¢
7 -0.0z -0.1( 46.¢ -2.28 -14.3¢
8 -0.1¢ -0.92 50.C -2.3¢ -15.2¢
9 -0.1¢ -1.1¢ 54.2 -2.5¢ -16.4:2
10 -0.0€ -0.3€ 54.1 -2.6% -16.7¢

Abnormal return and Cumulative abnormal returns aroackllp expiration. The sample is 831 IPOs
over the period 1999-2006. The benchmark return is FTSE All $hieeIndex for main market
companies and AIM All Share Price Index for AIM companie
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Table 10
Regression Results for Cumulative Abnormal Returns around.ockup
Expirations

Constar -0.88|-1.68
Abnormal return Prior to lockup expiration above median abriarhar 1.71]2.20]
Log of Market Value of Equity (£ 2008 Millio 0.01]1.36
Price-to-book ratic 0.02[0.03
Venture Backec -1.07|-0.69
PrestigiousUnderwriter’ 0.05[0.60
Institutional Presenc -0.86[0.99
Percent of Po-IPO insider shares lock -0.03|-2.51]*
Percent of the company shares issued in the 0.04[2.65]*
Cash Flow Margi -0.01}1.15
Firm’s Stock price volatilit -0.53|-2.27]*
Insiders Sell Early 0.96[1.02
Insiders Buy before Lockup expiratic -2.18|-2.85]**
High-tech Dumm -0.50[-0.40
AdjustedrR? 3.1¢

The dependent variable is Cumulative abnormal retum f&bto +2 around the lockup expiration date.
A dichotomous variable taking the value of 1 if the cumutagibnormal return since the offering was
higher than median abnormal return. Prestigious underaidire a dummy variable taking a value of 1
if global underwriter was the underwriter for the floatnstitution as a substantial shareholder is a
dummy variable and means whether there are anyuigtial investors who hold more than 3% share
at the time of IPO venture backed is dummy variablentpkalue of 1 if venture capitalist is present.
Log of market value of equity is the market capitalisatior2008 constant terms. Percntage of Post-
IPO insider shares locked are the fraction of insitlares that are subject to lockup restrictions. High-
tech dummy taking the value of one if the company beldogthe following industry: computer
manufacturing, electronic equipment, computer and data gwiocg services, optical, medical and
scientific equipment. Insider Sell early is a dummyadale taking the value of 1 if insiders sell prior to
lockup expiration. Insiders buy early is a dummy variakkentathe value of 1 if insiders buy before
lockup expiration. Stock price volatility is measured asddad deviation of the daily returns of the
firms abnormal return in the period beginning one day aR& and ending 11 days before lockup
expiration. To eliminate the possible effect of outlids, each variable, we replace observations
whose values are either lower than thieot higher than 99 percentiles by the sample median. t
statistics are in the brackets.
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