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Our analysis of 206 IPOs confirms
the suspicion that post-1PO

liquidity rapidly drains away

‘After the Love Has Gone’, Earth,
Wind & Fire, 1979

Or post-IPO liquidity — how bad is it, does it
matter and what can companies do about it?

After a while, we all get bored with the familiar, and our attention turns to the new
and unfamiliar. The same is true of the capital markets; this month’s new issue soon
fades into the background, and the attention of investment banks, brokers and
investors moves onto the next thing. As the months roll by, liquidity dries up. Given
the shift in economics from secondary revenue to primary, brokers and investment
banks have little incentive to support their recent deals, other than the hope that
the company might come back for another fundraising soon.

Weak liquidity is a disincentive for investors to get involved in the first place, since
they can become trapped in a stock, making it difficult to get an Initial Public Offering
(IPO) away in the first place. And, of course, it also makes it more difficult for the
company to raise further money from investors, or for the original shareholders to
sell down. Liquidity is, after all, what markets are all about.

Most commentators would expect liquidity to dry up after float. However, we are
not aware of any research in the UK that seeks to confirm or assess this. This article
will assess whether this hunch is true, before considering whether it matters, and
the ways in which companies and their advisors can address the challenge.

Examining post-IPO liquidity seems particularly apposite, since new rules set by the
Financial Conduct Authority (FCA), ‘Reforming the availability of the information in

»1

the UK equity IPO process’ -, come into force on 1 July 2018.

Background

If questioned, most people involved in the capital markets would assume that, after
a short flurry of excitement in a company’s shares post-IPO, things die down. Is this
true, and does it matter?

We have analysed three years of LSE data to answer the question, looking at 206
floats. Our findings might surprise many commentators.

What we found — by LSE market

As most commentators might expect from anecdotal evidence, after the flurry of
excitement in the first couple of months post float, liquidity falls away. Just how
much it recedes, nobody can tell you. Our analysis shows that the reality can be
shocking. Perhaps the ‘worst’” example is companies with an IMCAP in the £500-
£1,000m range.

1 FCA ‘Reforming the availability of the information in the UK equity IPO process’; PS17/23, October 2017
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New £500-£1,000m floats see huge
turnover in month one, but,
thereafter, trade less than existing

companies...

... whilst AIM floats trade less to

start with

Post-IPO liquidity for companies with an IMCAP of £500-£1,000m
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Main Market companies in this size basket typically see nearly 18% of their shares
change hands in the first month after IPO, but this rapidly falls to 2%-4%, and is less
for the average of companies that have been on the market for a long while in this
size basket (represented by the shaded area in the chart above).

Volume traded as % of initial mkt. cap. (AIM, £500m-£1bn)
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AIM companies trade less than Main Market companies to start with, but, after
month one, there is little to choose between them.

The data for other subsets of our universe are less dramatic, but, nonetheless,
significant.
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Size matters, doesn’t it — surely, the larger the company’s IMCAP, the greater the
subsequent liquidity? — No

One would assume that the bigger the float, in terms of market capitalisation, the
greater the subsequent liquidity.

Surprisingly, there is almost no First 12-month traded volume compared with IMCAP

correlation between the size of an 12-month trading volume as % of initial issuance with mkt. cap.
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The data displayed above show that there is very little correlation. The coefficient of
determination for this data, (R?=0.0026), suggests that there is virtually no
relationship between the axes.

...nor does the percentage raised in Then, surely, the greater the percentage of IMCAP raised in new money, the greater
the liquidity? — No

new money seemingly make any

difference X .
Again, one would assume that the greater the percentage of IMCAP raised as new

money, the greater the subsequent liquidity, since new shareholders will not be
locked in.
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Large investors prefer an active

after-market

If managements want to use the
market to raise further money, or
sell existing holdings, they need

liquidity

First 12-month trading volume as % of initial issuance with money raised
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Again, the data show no real correlation. The coefficient of determination for this
data, (R?=0.0006), suggests that there is virtually no relationship between the axes.
Most companies raise up to 40% of their IMCAP in new money. There is also a
bunching near 100% — these are generally new funds and investment companies that
did not exist before IPO.

Does weakening post-IPO liquidity matter? — Yes
We say ‘yes’ for two reasons.

First, if larger investors anticipate that there will be little after-market in a company’s
shares, they will be more reluctant to become involved in the first place. Anything
that might improve after-market liquidity will most likely encourage these investors
to participate in the IPO.

Second, if the management wants to come back for a further fundraising, or pre-IPO
shareholders want to sell down, liquidity will determine how successful this might
be. As an example, academic studies suggest that there is a positive correlation
between liquidity and rating, and an inverse one with the spread (the difference
between the price at which investors can buy and sell shares — a key component of
the total cost of owning shares).

Indeed, one might ask, ‘Why bother listing if you don’t want a market in your
shares?’. As we wrote in our previous note on liquidity, ‘A market without goods or

services changing hands, i.e. liquidity, is not a genuine market’ 2.

What can companies do to boost post-IPO liquidity (or, what should investors
encourage companies to do)?

Managements of companies that have just IPO’d are often grateful to get back to the
day job, to the one they are most comfortable with, i.e. running their business. This
is understandable, but a mistake. Successfully completing an IPO is not the end, but

2 Hardman & Co, October 2017, ‘Liquidity — little understood, even before MiFID I’
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Above all engage with as wide a
ranger of investors as possible, not

just institutions

just the beginning, of a long-term engagement with the capital markets, investors,
brokers, IR houses and the press.

One of the authors of this paper recently attended the maiden results meeting for
analysts after a company’s IPO. It was a strange experience, in the sense that, if
attendees had known no more, they would have got the impression that things were
a little tough, but broadly fine. There was very little clue from management’s attitude
that the share price had halved that morning and was down 60% since float.
Investors are unlikely to appreciate this approach.

To get the full benefit of being quoted on the capital markets, companies need to
engage. They need to understand that the market for investor airtime is very
competitive (and trying to pull the wool over investors’ eyes is pointless). Investors
have a huge choice regarding where to deploy their money (the LSE alone has 2,025
quoted companies), and managements must gain their attention — and, perhaps
more importantly, earn their trust.

Engagement can take many forms:

1. Work more closely with investor relations advisors — choose a good one and
trust their experience.

2. Getthe pressto write about you. This is getting trickier, particularly for anything
outside the FTSE100. The Financial Times has a column on UK small-caps once a
week.

3. Hold a capital markets day to explain your business — these are becoming
increasingly popular, often following on from an AGM.

4. Get some more research written about you — MiFID Il is reducing the volume of
research written, particularly about small companies, as well as the
effectiveness of broker distribution. The chart below shows how the average
top-12 Thomson Reuters clients have cut the number of brokers from which
they take research by 60%.

Thomson Reuters: decline in entitled sell-side contributors
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Make sure that research is widely available. The research of a sponsored house,
such as Hardman & Co, mirrors the institutional distribution of a broker or
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investment bank, but goes far wider, reaching out to family offices, wealth
managers, private client brokers and retail investors.

Find ways of interacting with wider audiences than just with institutions. For
example, some advisors may have better access to wealth managers and private
client brokers than is the case for institutional brokers. Consider one of the retail
investor shows (the Financial Times wrote up the recent Mello event in Derby
for its effectiveness).

Allow retail investors into your thinking more often than at just the AGM.
Perhaps it is understandable that managements are reluctant to allow retail
investors to attend the analyst results meetings (primarily, they invite analysts
with a deep knowledge of the company and sector to drill down), but there is
no reason why a recording of the meeting, and slides used, cannot be put on the
company website.

Remember, the retail investor is more important than most commentators and
market professionals understand. Our note earlier this year highlighted both the
importance of small investors to share price formation and how dangerous it

can be to ignore them 3.

3 Hardman & Co, 22 January 2018 ‘ONS survey underlines importance of the retail investor’
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Disclaimer

Hardman & Co provides professional independent research services and all information used in the publication of this report has been compiled from publicly
available sources that are believed to be reliable. However, because of possible human or mechanical error by Hardman & Co, its affiliates or its sources, Hardman
& Co cannot guarantee the accuracy, validity, timeliness or completeness of any information provided for in this report. No guarantee, warranty or representation,
express or implied, can be given by Hardman & Co as to the accuracy, adequacy or completeness of the information contained in this research and they are not
responsible for any errors or omissions or results obtained from use of such information. Neither Hardman & Co, nor any affiliates, officers, directors or employees
accept any liability or responsibility in respect of the information which is subject to change without notice and may only be correct at the stated date of their issue,
unless in case of gross negligence, fraud or wilful misconduct. Hardman & Co expressly disclaims any warranties of merchantability or fitness for a particular
purpose. In no event will Hardman & Co, its affiliates or any such parties be liable to you for any direct, special, indirect, consequential, incidental damages or any
other damages of any kind even if Hardman & Co have been advised of the possibility thereof.

This research has been prepared purely for information purposes, and nothing in this report should be construed as an offer, or the solicitation of an offer, to buy
or sell any security, product, service or investment. The research reflects the objective views of the analyst(s) named on the front page and does not constitute
investment advice. However, the companies or legal entities covered in this research may pay us a fee, commission or other remuneration in order for this research
to be made available. A full list of companies or legal entities that have paid us for coverage within the past 12 months can be viewed at
http.//www.hardmanandco.com/leqals/research-disclosures

Hardman & Co has a personal dealing policy which debars staff and consultants from dealing in shares, bonds or other related instruments of companies or legal entities
which pay Hardman & Co for any services, including research. They may be allowed to hold such securities if they were owned prior to joining Hardman & Co or if they
were held before the company or legal entity appointed Hardman & Co. In such cases, sales will only be allowed in limited circumstances, generally in the two weeks
following publication of figures. No Hardman & Co staff, consultants or officers are employed or engaged by the companies or funds covered by this document in any
capacity other than through Hardman & Co.

Hardman & Co does not buy or sell shares, either for its own account or for other parties and neither does it undertake investment business. We may provide
investment banking services to corporate clients.

Hardman & Co does not make recommendations. Accordingly, we do not publish records of our past recommendations. Where a Fair Value price is given in a
research note, such as a DCF or peer comparison, this is the theoretical result of a study of a range of possible outcomes, and not a forecast of a likely share price.
Hardman & Co may publish further notes on these securities/companies and legal entities but has no scheduled commitment and may cease to follow these
securities/companies and legal entities without notice.

The information provided in this document is not intended for distribution to, or use by, any person or entity in any jurisdiction or country where such distribution
or use would be contrary to law or regulation or which would subject Hardman & Co or its dffiliates to any registration requirement within such jurisdiction or
country.

Some or all alternative investments may not be suitable for certain investors. Investments in small and mid-cap corporations and foreign entities are speculative
and involve a high degree of risk. An investor could lose all or a substantial amount of his or her investment. Investments may be leveraged and performance may
be volatile; they may have high fees and expenses that reduce returns. Securities or legal entities mentioned in this document may not be suitable or appropriate
for all investors or geographical areas. Each investor’s particular needs, investment objectives and financial situation were not taken into account in the preparation
of this document and the material contained herein. Each investor must make their own independent decisions and obtain their own independent advice regarding
any information, projects, securities, or financial instruments mentioned herein. The fact that Hardman & Co has made available through this document various
information this constitutes neither a recommendation to enter into a particular transaction nor a representation that any financial instrument is suitable or
appropriate for you. Each investor should consider whether an investment strategy of the purchase or sale of any product or security is appropriate for them in the
light of their investment needs, objectives and financial circumstances.

This document constitutes a ‘financial promotion’ for the purposes of section 21 Financial Services and Markets Act 2000 (United Kingdom) (‘FSMA’) and accordingly,
its distribution in the United Kingdom is restricted. Neither Hardman & Co nor any other person authorised by the Financial Conduct Authority (United Kingdom)
(FCA) has approved or authorised the contents of this document for the purposes of section 21 FSMA. Accordingly, this document is only directed at:

i persons who have professional experience in matters relating to investments falling within Article 19(5) (Investment Professionals) or Article 49 (High
Net Worth Companies, Unincorporated Associations etc.) of the Financial Services and Markets Act 2000 (Financial Promotions) Order 2005 (as

amended) (the Order);
ii. certified high net worth individuals within the meaning of Article 48 of the Order;
jii. certified sophisticated investors and self-certified sophisticated investors within the meaning of Article 50 and Article 50A of the Order;
iv. associations of high net worth investors or sophisticated investors within the meaning of Articles 51 of the Order; and
V. any other person whom it may lawfully be communicated.

(together, the relevant persons).

This document is directed at only relevant persons and must not, under any circumstances be acted on or relied on by persons who are not relevant persons. Any
investment or investment activity to which this communication relates is only available to relevant persons and will be engaged in only with relevant persons. The
UK compensation scheme and rules for the protection of private customers do not apply to the services provided or products sold by non-UK regulated affiliates.

The receipt of this document by any person is not to be taken as constituting the giving of investment advice by Hardman & Co to any to any such person.

No part of this document may be reproduced, stored in a retrieval system or transmitted in any form or by any means, mechanical, photocopying, recording or
otherwise, without prior permission from Hardman & Co.

By accepting this document, the recipient agrees to be bound by the limitations set out in this notice.
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Hardman Research Ltd, trading as Hardman & Co, is an appointed representative of Capital Markets Strategy Ltd and is authorised and regulated by the Financial
Conduct Authority (FCA) under registration number 600843. Hardman Research Ltd is registered at Companies House with number 8256259.

This notice shall be governed and construed in accordance with English law.

Hardman & Co Research Limited (trading as Hardman & Co) +44 (0) 20 7194 7622
35 New Broad Street Follow us on Twitter @HardmanandCo
London

EC2M 1INH (Disclaimer Version 4 — Effective from April 2018)

Status of Hardman & Co’s research under MiFID i

Some professional investors, who are subject to the new MIFID Il rules from 3rd January, may be unclear about the status of Hardman & Co research and,
specifically, whether it can be accepted without a commercial arrangement. Hardman & Co’s research is paid for by the companies and legal entities about which
we write and, as such, falls within the scope of ‘minor non-monetary benefits’, as defined in the Markets in Financial Instruments Directive II.

In particular, Article 12(3) of the Directive states: ‘The following benefits shall qualify as acceptable minor non-monetary benefits only if they are: (b) ‘written
material from a third party that is commissioned and paid for by a corporate issuer or potential issuer to promote a new issuance by the company, or where the
third party firm is contractually engaged and paid by the issuer to produce such material on an ongoing basis, provided that the relationship is clearly disclosed in
the material and that the material is made available at the same time to any investment firms wishing to receive it or to the general public...”

The fact that we are commissioned to write the research is disclosed in the disclaimer, and the research is widely available.

The full detail is on page 26 of the full directive, which can be accessed here: http://ec.europa.eu/finance/docs/level-2-measures/mifid-delegated-requlation-2016-

2031.pdf

In addition, it should be noted that MIFID II’s main aim is to ensure transparency in the relationship between fund managers and brokers/suppliers, and eliminate
what is termed ‘inducement’, whereby free research is provided to fund managers to encourage them to deal with the broker. Hardman & Co is not inducing the
reader of our research to trade through us, since we do not deal in any security or legal entity.
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