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The initial public offering, or IPO, is a popular and significant capital-raising vehicle for companies.
Although receiving wide coverage in academic literature and practice because of its importance,
academics have paid little attention to the size of companies that issue shares in IPOs, particularly
those with small market capitalizations. This is surprising given empirical evidence that suggests smallcap companies constitute the majority of companies traded on stock exchanges.
Small-cap companies are usually characterized by a concentrated ownership structure, unsatisfactory
liquidity and a significant lack of information. This study analyzes data unique to the Israeli market to
evaluate the success of IPOs for these companies and make recommendations with regard to smallcap IPOs and financing alternatives.
The Israeli stock market experienced abnormally high IPO activity from 1992 to 1994 with 356
companies listing, compared with 313 companies that conducted IPOs from 1985 to 2010, excluding
that “bubble period.” Of the companies that raised less than NIS 50 million each during the “bubble”
period, about 55% had stopped trading by mid-2011. Tel Aviv Stock Exchange-listing rules were
relatively loose during that time of high market activity, enabling firms to list that otherwise would not
have qualified. At least one-third of the companies that issued shares to the public during that period
could not have done so under current rules.
This event produces a sort of “natural experiment” that allows the evaluation of the effect of regulation
and listing rules on IPOs and the trading of small-cap companies. An analysis of a sample of IPOs
was performed on two complementary groups -- companies that issued shares to the public in the
“bubble” period and have since stopped trading and those that sold shares to the public during the
period and are still trading on the TASE.
The analysis of firms that stopped trading showed three main reasons for the halt.
 Buyback. The controlling shareholder repurchases the shares and takes the company private.
 Delisting. The company does not comply with TASE liquidity, market capitalization, and/or
regulation rules and is delisted.
 Merger or Acquisition. The company is purchased by another firm and its shares stop trading.
As opposed to large-cap companies where mergers were the more prevalent reason for a trading halt,
in the case of the small-caps analyzed, the most significant reasons were buyback and delisting. The
chart below shows that the relative share of delisting decreases with IPO size, while the relative share
of mergers increases with IPO size. A merger can be considered a good signal of the firm’s quality
whereas delisting indicates bad quality since the firm doesn’t comply with listing requirements.
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Figure 1. Causes of trading halts of IPO’s of 1992-1994
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The analysis of stock purchases by controlling shareholders revealed a negative correlation between
the TA-100 index and the shareholders’ ownership. This means the shareholders issued shares to
the public during the market peak (sold high) and repurchased the shares during the market slump
(bought low). While this evidence alone cannot be used to claim causality, it is consistent with the
asymmetric information problem where the controlling shareholder uses his superior information
to his benefit as he takes the profitable side of the deal and the public takes the other. Because the
controlling shareholder is involved in the firm’s operations and strategic planning, he possesses
superior information about the true value of the company’s assets.
Minority shareholders, meanwhile, must rely on share price as their primary source of information. In
the case of small-cap companies, however, these prices aren’t a reliable source given the illiquidity
those shares. The average number of small-cap shares traded is only 38% of the average number
for larger companies. This illiquidity results in a lack of information for the minority shareholders,
providing the controlling shareholder with an informational advantage.
Meanwhile, the prevalence of delisting among small caps suggests that the companies that issued
shares were of low quality because they could not comply with stock-exchange standards and provide
good-quality trading.
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The supplementary analysis of companies still trading following their “bubble-period” IPOs focused
on several indicators of their trading quality, as well as measures of their ability to exploit growth
opportunities and increase market capitalization. The indicators of trading quality examined were
trading frequency and trading volume. Market capitalization increase and inclusion in one of the
TASE indexes were used to measure company growth. TASE-index inclusion is a good measure of
a company’s success because it implies the firm is up to the exchange’s standards, signaling the
company’s strength and quality.
The analysis shows that even those small firms still traded are characterized by low-trading activity, thus
suggesting that the share price reveals little information. With respect to inclusion in indexes, fewer than
3 percent of the companies have a market capitalization that qualified for listing in the TA-100 index
(other requirements of the TA-100 were not examined), indicating their inability to grow and improve.
Internationally, stock exchanges in Europe have made several attempts to solve, or at least alleviate,
the problem of small companies by offering designated platforms to trade small-cap shares. In this
scenario, the listing of the small companies on the stock exchange can be implemented in two stages.
In the first stage, the company introduces trading in the designated platform with less stringent
regulation and reduced fees, providing the company with an adjustment period. Once trading is
stabilized and the company is ready to comply with the regulation standards, it can graduate to the
established trading platform and list its shares on the main floor of the exchange. The result of these
efforts was an initial burst of IPO activity for small-cap companies listing their shares on the designated
exchanges, but the final result was low liquidity, high delisting rates and few firms transferring to the
main exchange.
While a direct comparison with Israel is inaccurate because of different market structure and company
characteristics, the European and Israeli experience seems to suggest that the issue of low-trading
quality for small companies cannot be resolved by less stringent regulation and reduced fees. Rather,
the problems associated with the trading quality of small-cap companies emphasize the need for
appropriate listing rules, and the asymmetry of information problem suggests that alternatives to
the IPO should be considered to fund the operations of small companies. Alternatives that allow
monitoring and thus alleviate asymmetry of information are banking finance, venture capital and
private placements.
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