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Abstract

We investigate dividend paynts of corpanies pior to ther IPOs. Our data sgste consiss of
U.S conpanies conducting an IPO between 1980ough 2006. The dividend payrents are
significant both in nuiper and size. We find suppdar the hypothesis that irgrs seeking to exit
use divderds as a reans to ®&oid selling a large number ofesndary shares in the IPO.
Furthernore are managers actively anaging their cgh holdings prior the IPO. They try to avoid
very high cash holdings. ¥fejectthe hypothesis that insiders try strip the cormpany off its had
assets in order to bring tlwervalued part to the arket.
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In Decenber 2002, Buger King conducted an Initial Public Offering (IPO). The company
was able to raise 400ilfion USD in new funds byselling primary shares. However, before ggin
public, they paid out aididend of 367 nilion USD to old sharehole's. In addition they paid 33
million USD to its saior managenent as ompersation paynent. This behawer is even more
striking as dividend payants were at that point time more expensive in tes of taxes than
selling secadary shass in the IRO itself This anecdte illustratesthe behawor we seekto
investigate in this researchpgm: Why does a copany choose tgay dividends por to an IFD
only to raise funds shortlgfterwards in an IP®

An extensie literatue exits concerning cadioldings after IPOs, such as McLean (2008),
as well as research on dividendiations after the IPO, such agpson, Maquieira and Megginson
(1998). Surpssingly, there is a gap in the literature on the reasomsivation and consequence$
dividend paynent and cash holdingsipr to the IPO. This paper seeto help to fill this gap.

First, we develop three diffane potential explanations whgn insider would prefer to
receive dividends prior to going plic. Leland and Pyle (1977) argtieat exiting at the IPO will
send a negative signal to thearket Investors are afré that the manageris trading on private
information and will potentially woid the issue. Brau and Fawtc€006) find thatmanagers are
indeed concerned about this sign@hus, insiders mght try to use dividends as aeans to
circumvent sending thisegative signal: eithepy substitting selling secondary shares with
dividend payrent prior to the IPOAlternatively, an insider mght split the anount he seeks to sell
into two parts, dividend payamts prior tahe IRO and secondary shares in the IPO.

A second potential explanatias that insiders try toler cash holdings prior to going
public. High levels in cash pvoke the question by potial investors of whya conpany needs the
new funds of the equity issuancd@$wus the investorefars that insiders conduihe equity due to

other reasons than raig funds for new investemt and tlus discounts the equity offering.



Managers potentially believe their cpamy tobe tenporarily overvaled. Thus, they want
to take the opportunity to bring the cpamy public. Before going public, they will stripthe
conmpany of sone of its hard and liquid assets,céuas cash, and bring subsequently the overvalued
conmpany public.

Dividend paynents prior to an IPO are largenanber and econoially significant. This is
true both inrelation to proceeds raised in an IB®well as in relatioto the narket value of the
conmpany. We find euwlence supporting our hypothesigat managers use dividends as &ans to
exit the corpany. Pre-IPO shareholdesplit the araunt they wish to sell and avoid in such a way
the apgarance taexit the cormpany conpletely during the IPO. W find that pre-IPO dividend
payments help to explain the aunt of secondarghares sold in the offering, which is consistent
with our hypothesis. Furtheore do nanagers appeao manage their cash holdings prior to the
offering to avoid large cash holdings. Even thoeghpanies, which pay dividends prior to their
IPO, are bigger and have pos#iearnings, their cash holdinggeafdividends are reakably
similar to those of non-dividend paying compes However, taking into osiderdéion the
dividends already paid out, they would exhibgrsficantly larger cash hoidgs than non-dividend
paying conpanies. V¢ find that the coefficienbf pre-IPO cash holdingsn the Market-to-Book
value at the tira of the offering is gsitive. Haveve, its sqiare terms negatie. Ths suppats the
hypothesis that value @achaddtional ddlar of cash on the balae sheets is decreasiimgvalue
for investors. Thus, by anaging tleir cash and paying out dividengdsor to the IRD, conpanies
maximize the wealth of their shareholderse Wéject our third hypothesis thatsiders believe their
conmpany to be overvalued and thus try to strip the pamy of part of its liquid assets. The
differences in the long terperfomance between both groups are ngngicant or even in favor of
dividend-paying comanies, both in tams of descripive stdistics aswvell as in a regressional setting

The renainder of the paper proceeds as follows: In the first section we describe the

literature, the potential hypotbes explaining this phenomenondasubsequently the costs and



benefits of paying dividends resgively selling secondary sharésllowing, we develop testable

predictions and take those to the data.

Literature

Several pagrs in the liteatue investigate the value of cash in edablished companies.
Pinkowitz and Wlliamson (2007) le@k into the valueof US conpanies acrossdlifferent indwstries.
Pinkowitz, Stulz and Wlliamson (2006) undertaka cross-coumy study. They find that cash
holdings of comanies are valued higher in coties with a good shareholder protection, whereas
cash dividends are valued higher in countmgth a low shareholdeprotection. Both use a
derivation of a Fana and French (1998) odlel to ewaluate cash. Other papenyestigated the cash
holdings after the IPO and its jpiications, see foexanple McLean (2008). However, none to our
best knowledge, has looked at the amount df easl dividend payents prior to the IPO.

Faulkender and Vhg (2006) investigate the arginal value of caslof publicly listed
conpanies. They identify threeiferent regines which are leadg to significantly different
valuations 6 the narginal dolla. They arguethat cash distributing copanies, which pay out
dividends, will have a arginal value of less #mone dolla, because to dividend taxes, caiqte
taxes and individual taxes whichveato be subtracted. Thus a dollar in the balance shaeben
worth, in their nunerical exanple, only 57 cents. Furthermoreetph argue that highly leveraged
conpanies will have dower nmerginal valie of cash, as the cash will berteflebt holdes. In
contras, canpanies which seek to raise cash aresetqrl to have a arginal valle of cash of rore
than one dollar: athey seek to raise capital forew projects, they have fmay a transaction costs
for each dollar theyeed

Conpanies paying out dividends floee a seasoned equity offiegi are not aare event, as
has been shown by Begelo, Deangelo and Stu(2007). They find that a large nber of

conmpanies conducting a Seasoned Equity Offering (5BM0.4% of companies in their spi®, pay
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dividends before the equity offering. Theyndi evidence that cgmanies conducting a SEO issue

shares becae they face a high prokbaty of future liquidity needs.

Motivation and cost s of p aying out dividends prior to
the IPO versus selling secondary shares in the IPO

In the first part of this section we willgtiuss the different poteatihypotheses explaining
insider’s notivation to partly exit via dividends jr to the IPO instead of selling secondary shares

during the IPO. In the second part we highlitife different costs andxareatrents involved.

Potential motivation to exit via dividends

We identifiled three pdential notivations of insiders to pay out dividends prior to the
offering. We discuss thesthree thetically and will take them to éhdata in the follwing section

Ritter and Welch (2002) cite saral reasons for a cqmany to go public. They argue that
financial reasons are the pamy notivation and non-4fhancial reasons are of onlyimor
importance. The two amn financial reasons armising new funds for the cguany for future
investnents and using the IPO for old shareholdera agans to tversify / ext as 4ngales (1995)
argues. The nuber of IPOs, as shown by Low(2003), varies greatly ovdime. She shows that
the nunier depends on capital demand of businesseghas investosentinent, also called the
“window of opportunity”. Hereby m@nagers takeadvantage of their knowledge of amgorary
overvaluation of their company by the stochrket.

Thus, being aware of the infoational advantag of pre-IPO insidergotential investors try
to infer frommanagerial behavioard the b&ance shetof the firm the motivaion benhind theequty
issuance. By paying dividends lodifing their cashn the talancesheds, insicers may try to dter
or conpletely avoid that signal.

Paying out dividends to avoid sellj secondary shares to the market.
-5-




Even though insiders and shaotters are theoretically able significantly reduce their
equity stake in the copany during an IPO byssuing a large aount of secondary shares, they
generally refrain frondoing so. Inglers fear that selling a large niben of secondary shares during
the IPO will send a bad signal to therket as Léand and Pyle (1977) as well as Brau and Fetvc
(2006) point out. The nuber and ype of shares offered in an@Pare part of the registration
statenent, as required by the Securities Act 1#33 (Ellis, Michaely and ®ara (2000)), and
consequently public inforation before the offeng date. Managers beliewbat selling a large
amount of £condary share would lead a potential lower offer price. Thus, in order to avoid this
negative signal, insiders possiblyeet to paying out the total or piaof the anount they seek to
disinvest in fom of dividends prior to the IP@uring the IR they can raise the aunt prior paid
out in formof primary dhares, which does nabnvey a negative signal to thenket.

Manipulating the amount of castoldings prior to going public

The anount of cash held by a specific cpamy pror to going public sends a certain signal
to the narket. Proftahility and a cetain levd of cash nght be appreciated by thearket. On the
other hand, a very high level @ash holdings provokes the questby potential investors why a
conmpany neds the new funds of the equity iasae. For example, the pecking order theory
predicts tlat managers de to agencyosts wouldirst revert to internal funds, than debt and would
only raise money at the stoclkarket as the tha option (Myers and Majluf1984)). Investors mght
infer fromthis behavior that amagers act on prate infornation. Investors fear a “lemon” (Akerlof
(1970)) and ask for a higher risk priem which kads to a lower offer price. In such instances
management might try to reduce cash holdingl&vels of cash holdings of the average (non-
dividend paying) IPO or to the average industmelen order to avoid this discount. Thus, it is
optimal in such a caseff pre-IPO shaholders to decrease the@mt of cash.

Stripping a company off hard assets

Several ppers have foud evidence that amagersact accaoding to the “Window of

Opportunity” theory, both for IPOs (Lowry2003)) as well as for SEOs (Lee (1997), Clarke,
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Dunbar and Kahle (2004)). Insiderdibee that investor sentiemt is soratimes high and thus that
investors overvalue the cqany. Thus the project of going public is itself a positive net present
value (NPV) project and anagersdo not seek the cash raisedb® invested intcew projects.
Insiders expect, however,ahthevalue of the @mpany will revet towads itstrue value and ths
decrease fromthe offer price and underperform Investors overvalue future invesimh
opportunities and intangibkessets. The cash on thddrece sheet is, on thehatr hand, very easy to
price correctly. Thus, insiders patally try to strip of the @mpany of hard assets, such as cash,
before bringing the overvalued company public,joihconsequently underperfosnon the long

run.

Costs involved in paying dividends versus selling secondar y
shares

The tax treatrant of paying diidends respctively sellig secondarysharesduring the
offering differs fromthe investor’perspective.The U.S tax systemanbe clasified as a “classal
tax systerl (Graham(2003)). In such a systemtamnest, capital gains ardividends are paid upon
receipt by the individualnvestors. In the context of this papé&e investor has to pay dividend
taxes in cas of acash payout prior to the offeriramd capital gains tax in case hes@ling shares
during tre IPO. In the bllowing we will treat first dividend taxation and capital ge taxation.

The Jobs and GrowthaX Relief Reconciliation At (thereafter “tax act 2003”) provided a
significant change of tax levets dividends and lbeen passed in 2003ntil 2003, dividends
were taxed accondg to the narginal tax rate bthe individual recipient, with a atimum of 35
percent. After the tax act 2003, taypes in the bottontwo income tax brackets, with a anginal
tax rate of 10 or 15 peent, face a 5 percent dividend taxxpayers with rarginal tax rates of 25,

28, 33 or 35 perceénwhich thus blong to the ppe four tax brackets, face a reduced dividend tax



rate of 15 perceht(Chetty and Saez (2005)). Thepactt ofthis reduction in dividend taxes has
been investigated in several studiesmérong, Daila and Foster (2006) find a 20% increase in
dividend emctents. These increas were espedy strong for companies withan ownership
structure that benefited most from this tax remunc Thus this increase in dividend pasmh was
particularly strong for copanieswith high benefits for the prinpgal. Moreover, companies with a
high incentive ér the agent to adapo the new tax trément, thus with share ownership and low
option holdings by executives,sgonded especially strongly.

Shareholder capital gains taxes arise througtes on the secondamarket, liquidating
distributions and share repurchasébBe anount is calculated by sulacting the vala of the sell
and the investor's tax base. The Tax Refokct in 1986 equalized the capital gains tax and
ordinary tax rates with a aRimum rate of 28 paent. In 1997 the U.S. government passed the
Taxpayer Rlief Act which reduced the capital iga tax furtherrore to 20 percent (eng and
Shackelford (2000)). The tax act of 2003 furtherenreduced the capital gains tax. After 2003, the
maximal capitd gains tx equaled th dividend tax at raximal 15 percent.

In this study we focus on pre-IPO shareholdmrd their git strateges. On average, these
individuals, for exarple founders, bsiness partners as well asmagers, own a considerable stake
of the conpany which they bring public. Thus, wegae that it is reamsable to asune that trese
investors will belong to a high @eme group and tax group. In theubsequent investigation we
assune their dividend tax rate prior the tax act 2Q6e 33 or 35 percent aafter the tax atto be
15 percent. Their capitglains taxes are assatnto be 2&ercent up to 19920 up to 2003 and 15
percen thereafter. Figure 1 sunarizes the raximal rates for dividends and capital gains over the

time period of investigation.

INSERT Figue 1 HERE

® Taxpayers prticipating in the Alterrative Minimum Taxschedule with a28 percert percert flat rate bekfit
as wel from the 15 percent dividend tax.

-8-



In sumnary we can deduct that, from a tax pahwview, exiting via dividends is worse for
pre-IPO shareholdersah exiting via sharsalesup until the tax ac2003 Between 1990 and 1997,
the tax on dividends was 7 percent higher tin@ncapital gains tax. Beegn up until 2003 the
difference increased to 15 percent. After 2003 thiese taxed equally. Inddition to the tax rate,
the anount to be taxed differs. Investors have tottee dividends as a whole, while they only have

to tax the gains when selling during the IPO.

Exit costs

The point in tine when shareholder exit, bedoor during the IPO, changes the type of
charges incurred. ¥focus on conpanies conductingquity offering. Hence we asserthat the
conpany or other insiders are nalble or willing to fully pg out existing shareholders. The
conmpany is forced to réhance itself by raising equity.

In case insidrs seek to exit during dPOinsiders will sell secondary shares. Ched an
Ritter (2000 show that the wst rdevant cosfactors ircurredduring tre IPO, such as invesamt
banking feesare propdional to the total ppceed raised. Thus the aicosts in relation to the
equity offering, is sintar, whether poceeds are rasl ia secondary share or dierds are paid at

and that amount subsequernysed via prirary shares

Data and descriptive st atistics

Our sanple consists of copanies conducting amitial Public Offering (IPO) and issuing
common class A shares fraime years 1996 until 200&s recorded in thSecurities Bta Conpany
(SDC) database. Firgnincluded in this saphe must be listed on the New Yorko8k Exchange
(NYSE), American Stock ExchangMEX) or NASDAQ subsequertb their offering. Consistent
with previous research we @anunit offerings, ReaEstate Investent Trusts (REITS), Amrican

depositoy receigs (ADRSs), closed-end atual funds, spinoffs, reverse leveraged/duts (LBOSs),
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financial conpanies anditilities. Consistetwith IPO literature (Rtter ard Zhang (207)), we dop
all offerings with an offer pricef less than $5We screen the da for possible mors seh &
inconsisendes in pimary and scandary sharesffered andhe resulting proceeds, the nioar of
shares outstanding,igsing or erroneous sales, ahd high tech firma’ classification. We use third-
party soures, for example as preided by 3y Ritter (2006), to corect ou sanple. From the
Securities @Bta Conpany (SDC) we obtain #hoffer price, insider ownership at the tnof the
offering, and primary and secondary shares offer8tbck returns, share wohe traded and shares
outstanéhg are fromthe Center for Research $ecurity Prices (CRSP). Data on dividends, cash,
assets and other financial variables used indtudy are obtained fro@ompustat. As robustness
checks we cross-chedhke pe-IPO dividend payments obtained fromthe databases with the
information provided in the offering prospectug/e omt companies with a negative book value.

Our final sample consists of 4,584 quamies.

Are cash dividend pay-outs economically significant?

To address the question if dividend pants ofconpanies in the two yearsipr to their
IPO are economcally significant,we disuss loth the frequency of castividends paid out by
issuing firms as well as theiragnitude in the following. V& define nagnitude in this context as the
amount of proceeds ch were raised in ordeto refill the cashdistributed via dividends
beforehand. Hence, we noglize the sumof thesecash dividends by the @reeds of the priary
shares offered durinthe IPO by tle conpany. We focus on procegdrom primary shares as tise
benefit the company directly. Selhg shareholders, on the other haatk entitledto the praeeds
from secondary shares sold. In a second analysigurthernore relate the dividends to the total

market capitalization othe respective copany.
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Are cash dividend payouts befo re an IPO a rare event?

We find companies pay dividendsequently prior to thie respetive IPO. We observe a
total of 1389 IPOs, out of 4,584 IP@stotal, in which companiegaid out cash dividends during

the two yeas bebre the IPO. This ienbles 30% of the companies of our dataset.

Number of companiespaying cash dividends bdore the IPO

Company paying cash ~ Number of % of

dividends before IPO companies companies
Yes 1389 30.3%
No 3195 69.7%

Table 1 shows the amnt of cash dividends pamut up to two years before the offering,

normelized by theamount of proceeds raesl fromprimary shares.

INSERT Tabé 1 HERE

Out of dividend paying copanies, 448 paid ouhore than 20% of the IPO proceeds raised
from primary shares. 202 copanies redistribute@ven 506 and nore to their ¢d sharehlmers
before the IPO. In Table 1 we see furtherenthata substantial part of theoney raised during the
IPO has been distributed to shareholders shbrfgre the equity issuance. For example, tsé 9
percetile paid out 786 and nore of their IPO poceeds from primry shares prior to the IPO.

The dividends paid are econmally significant in terms of rarket valuation of the
conmpany. Their nean represents 1.6% of theaket capitalization for all IPOs and 5.4% for the
subsarple of dividend paying IPOs. Mile we obseve that a large gjority of payouts represents
less than 2% (the edian for dvidend paying firms is 1.8%) in tams of narket valuation, we

observe a substantial numlmérecononncally large payouts.

INSERT Figue 2 HERE
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Is there a systematic differen ce in firm characteristics of
companies paying dividends prior to their IPO?

Both types of companies haveoughly the sam market catalization. However, dividend
paying firms are 60% larger in tesrof total assets in place. Table 2gthates the differensen the

descriiive datistics between the twypes of corpanies.

INSERT Tabé 2 HERE

Dividend paying corpanies tend to be older, larger terns of sales and assets ihape. A
striking difference is observable in tegnof profitability. While non-dvidend paying companies
have positive EPS, non-dividend paying @anmies have negative EPS, both on average and at the
median. Interestingly, we obser that both groups exhibit vergimlar cash araunts in their
balance shedteforethe IPO andfta the dividends have been paid out

In a next step and as abustness check, we maalize firm variables byassets in place. We
observe sintar trends than Table 2. Dividemmhying companies tend to have larger raized
sales, higher long-term debt and higher pamd to non-dividend paying cgmanies earnings
normelized by assets iplace,as slown in Téble 3. Conparing the normalized caé holdings, we
see that dividend paying c@anies have actilg less cash holdings #&m non-dividend paying
firms after dividends. Non digend paying cogpanies have a pher narket to book ratio and

lower, inded negatie, EPS ratio.

INSERT Table 3 HERE

Does the payout behavior change over time?
To see whether the dividend payouts are & sipecific phenorna, especially in regards to
the tax act of 2003, wenvestigate their occuerces over the past decadeeWnd them to be

closely related to the number of total IPi@®ur sample as can be seen in Figure 3.
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INSERT Figue 3 HERE

The ratio of cash dividends paying to non-payfirms prior to their IPO varies between
20% and 60% during the issuingays. As shown in Figure 1, the tax act in 2003 reduced the
dividend taxes and closed the gap between thigatgpinstax and the ididend tax. Both were set
hence at 15 percent for the upper medorackets. The effect of thisgulatory change is visible in
the data. Beginning in 2002, we observe an increasis ratio of pe-IPO dividend paying
conpanies, topping 70% in 2005. However, the pi@nsize in these yeadue to the relatively

small nunbers in IPOs is not large.

INSERT Tabé 4 HERE

In the followving we seek to answer if the aort of cash paid out is different over emwWe
split ou sanple into gartiles according to thdvidends jgid out pria its IPO, normalied by
either asdts in place at the tinof the offering oby the proceeds froprimary shares. It is hard to
see a clear pattern. However, we detect a higéngout rate in the last years qoamned to the

beginning ofthe 90s.

INSERT Figue 4 HERE

Is the size of the cash divide nd paid out before the offering
significant?

So far we have shown that the riaen of firms paying out dividends prior to the IPO is
persistent over tig and significant in tersmof IRO volume. Next we want to see whether these
money trankers to exidng old shaeholders costitue a ggnificant pecentage ofthe proceds
raised dung the ofering if these transfrs ae significant in terrs of market valuation ofthe
conpany.
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At first glance these transfer paymts seento be very large. On average, dividend paying
IPOs use pssibly 20% (nmedian 7.8%) of theirqoceed from primary shareso refinance their prior
dividends. 120 copanies, represa¢ing 10% of our saple, use 60%of their proceeds to pay for

earlier dividends.

INSERT Tabé 6 HERE

Furthernore we investigate whether or noethatio of dividend taon-dividend companies
as well as the agnitude of dvidends has changed.eMivide tre magnitude of dividend payents,
measured as the ratatividends by proceeds froprimary shares, intougrtiles. We subsequently

measure the occurrences of egclartile over ousanple period, as shown in Figure 5.

INSERT Figue 5 HERE

We find that corpanies tend to increase the @amt of cash spent in\ddends prior to the

IPO over tine. This is especially true aftéhe enactrent of the tax reform in 2003.

Testing possible hypotheses to explain dividend
payments prior to an IPO

In this section, we seek to test @ncally the hypotheses laid out theory earlier in this
paper. In particular, we seek tes whether isiders try toext as a neans to avoid sending a
negatie sighal by sdling shares in the IPO itdeto ted whether they sdeto activdy manage the
cash holdings such as to have a certainwamof cash in their balance sheet when going public or

if they try totime the narket andstrip their conpany of liquid asset.
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Do companies actively manage th eir cash holdings prior to going
public?

If companies try to avoid having toouoh cash ortheir balance sheetetause they fear that
it would send a bad signal to thenket, we expet firms with a high amunt of cash and liquid
assets por to the IPO to try to reduce this aont.In such a case we expect that thesediwmil try
not to exceed a certain threshoiccash on their balance sheet@mimic the amunt of cash non-
dividend paying comanies have. We reconstrutte cash holdings prido the IPO as ifno
dividends vould have been paid ouhdeed, the data draws a veigar picture and is consistent
with the pediction tha conmpanies activly manage their cash holdings prior to arQP

Conmaring the levels of cash if no dividendswud have been paid out, as shown in Figure
6, dividend paying companies would have a 74 §héi amount of cash, botim average and in the

median, than non-divided paying corpanies.

INSERT Figue 6 HERE

However, after the actual pagmt of dividendgprior to the IPO, bdt groups of companies
have very sintar cash holdings. This finding is castent wth the hypothesishat nanagers try to
actively manage their cash holdingsior to an IPO and to reduce tleosash holdings if they appear
too high. Even though, as we haseen fromthe discussion on sts and taxes, paying dividends
prior the IPO is rare cosly than selling secondary sharesan IPO. In a second step in this
analyss we want taegs whethe the coefficient bcash prior tahe IPO on Tobin’s Q (we take the
Market to Bok as a proxy) value is linear. If, dhe other hand, the valug cash to investors is
decreasing with the amount of baghe coefficient of cash shoulde concave. W test this
assumption in a regressional setting, where we regreash prior to the as Was its square terman

the Market to Book value #lhe tine of the offering.

INSERT Tabé 7 HERE
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Table 7 shws that, while cashrjor to the IPO has ar(significant) pogive coeficient, the
square ternof the cash variable has a at the @#el negative irpact on the Market to Book value
of the conpany. This indicates #t the positive irpact of cash othe company is decreasing with
the anount of cash in the books afconpany prior toits IPO. This helps texplain the dividend
paynents we observe and is consistent wotlr hypothesis that compniesamage their cash

holdings to naximize the wealttof pre-IPO shareholders.

Do insiders try to avoid selling secondary shares during an IPO to
avoid sending a negative signal to the market?

Brau and Fawcett (2006) showathinsiders are well aware thfe negative signal that selling
a high anount of shares during the offering sendsthe narket. CFOs believe that thearket
interprets this signal as sign that isiders ae pessimistic alout the titure performance ofthe frm.
Even if insider s#ing may be due to reass indepedent of future perbrmance, such as
diversification or liquidity, themarket will fear ths trading to be based on ¢hinformational
advantage of the insider. However, insiders #&dr counseling investent bankers rght believe
that nd the insiderselling itself, but a cetain level of indderselling is sading the bad signal. Thus
they mght aimto avoid a certain threshold, andisfhe envsioned arount an isider seels to &l
during the IPO, into two parts: a cash dividebr to the offering followed by an issuance of
secondary lsres. V& now investigate wheén insders will pay dividends to avoid seljn
secondary shares at all or in order to avoid ssipgs certain threshold secondary shares sold at
the IPO. In a first step we want to cheskether firns pay out dividends to avoid issuing
secondary shares or next igsuing secondary shares.eWomalize the prinary and secondgr
shares valued at the offer prize bgets in placend conpare these vaks if a fim issues a céis
dividend prior to its I®. As shown in Table&he \alue of the nornalized prmary aswell as
secondary shares is higher fuon-dividend paying copanies. The percentage of pramy shares

offered as the percentage of all shares offdesnieases fror81.6 % to 85.6 % for dividend payers.

- 16 -



This increase is an indication that dividend payssse dividends in addition to selling secondary

shares ding the IPO, ad not as aubstitue.

INSERT Tabé 8 HERE

However, the level of dividend payouts befare offering night influence the above table.
We thus tet if thelarge nunber of dividend paying copanies is pging out a relatie low dividend
before the IPO tends to be dian to non-dividend payers. Copanies pging out a large divided
before the IPO possibly exhibé different pattern. \& divide our sample of dividend paying
conmpanies into quartilesccading to the araunt of dividends paidnormalized ly the proceeds

raised. Additionally we add, as the fifth abiggest group, the non-dividd paying cormpanies.

INSERT Tabé 9 HERE

The percentage of secondary shares offerecc@ses with the value of dividends paid out
before the IPO, nonalized by assets in plac@n the other hand, the noalized market value of
secondary shares offered r@ns stible over the quartiles of low tugh dividend payer. Only the
highest dividend paying quartile ekits a propensity to issueane secondary shares in tesnof
market value. This nght serve as an indicattinat conpanies try to avoid to eeed a certain
threshold by splitting up the amnt they seek to sell. They issue sdcondary shares and dividends
before the IPO is a way to circwent this threshal. The fact that we see arcrease of secondar
shares @d out leads usto the corclusion tha the dividends paid out before an IPO are not a
substitute for the offering of secondary shafesa robustness check, wecalculate the table and
normelize the narket value of the primry and seandary shares by the proceeds raised instead of
the assets iplace. Conistert with our earlier firdings, we obsee that dividend pang conpanies

tend to issue ore secondary shares. Acrose ttifferent dividend payout portfolios we see a
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similar value of secondary sharpaid out, confirrmg the assuption that firns use dividends as a
conpliment and not as a substitute the issuance of secondary shares.

We saw by descrifve datisticsthat managers use the ahné of paying out dividends prior
to the IPO as a eans to stay below a certain threll of secondary sharesigaut in the offering.
They are willing to sell secondarpaes, but will ty to split the araunt they want to sell between
dividends id out and secondanhares sold. Irsuch a setting the amount of dividends paid out
will be a g¢rong predicto of secondary shares soldan offering, but to a lessextent a predictor of
primary shares. & test this hypothesis in a regsional setting by exaning if the nunber of
secondary shares as well as @iynshares is deteined in partby the amunt of ash dividends

paid out erlier. Tabe 10 illustrates our indings.

INSERT Table 10 HERE

Consistent with our arguent, we find thatcash dividends paid out in the three years
precedhg the IPO are a strong andghly signficant predctor of the number of secondary shares
offered. These cash dividendsveaon the other hand, no pretiie power over the nuber of

primary shares offered.

Do insiders strip their companies off hard assets?

Managers conducting an equity offeringechuse theybelieve the conpany to be
temporarily overvaled, will expect the corpany torevert to itstrue value on the long run. Eh
market overvalues the cqmnies because it beleethe company has bettecurrent and future
investnent opportunities than the insiders. Thus,diess night be temted to strip the copany off
its hard and liquid assets, for example by payiagh dividends prior to going public. Afterwards
they bring the overvalued rest of the qamy pullic. Thus, we are abléo derive a testable

implication dividend payrents prio to the IPO will predict I® underperforrance.
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We calculate the three year abnaliouy and hta returns (BIRs) basd on daily returns as
reported by the Center for Research on Seciiitges (RSP). For our long-termperfomance
calculation we use BHRs as Barber and Lyd®97) suggest. As robustness we calculate
Cunulative Average Abnor@ Returns (CAAR} BHR returns are calculated byarohing the IPO
conpany to its size decile cqmsed of companies listedat tre NYSE, Anex as well as NASDAQ.
Furthernore we use as a returerichnmark the \alue weighed as well as equallyaighted narket
portfolio. For further details on thelcalation please refer to the Annex.

Conparing long-termperformance between gidend paying comanies and non-dividend
payers, we see that pre-IRflvidend paying companies perfan as well as non pre-IPO paying

dividend companies up to the first yeateathe offering, as shown in Figure 7.

INSERT Figue 7 HERE

However, after three years we find thadn-dividend paying copanies underperform
dividend paying comeanies. This contradicts the fion that insiders strip their company off hard
assets. The difference in perfmnce is signiftant if benchrarked against the value weighted
market portfolio. It is statisticallysignificant at 1% leveusing a non-paraetrical test such as the
Kruskal-WAllis test. However, the diérence in pedrmance is insigificant when bencharked
against the size ached portfolio. The observabletpan of no underperforarce in the first year
and subsequent underperf@mce #ter three yeardy our IPO smple is consistent with earlier
studies on the perforance of IPOs, sth as Ritter (1991). In a nexeptwe want to test the pact

of dividends on long-term perfimance in a regressional setting.

INSERT Table 11 HERE

As Table 11 shows, the pact of divided paynents on long-termperfomance is

insignificant. We include the issugear as well as industeffects to account fgotential variations
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on these dirnsions. Fronthese results, we caonrclude that insiders dwot use pre-IPO dividend
paynents to strip a companyfats hard asdgs prior to its PO. Using as a additi@h benchnark

size and book-to-arket natched potfolios yields similar results.
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Figures

Figure 1: Capital gainsand dividend tax rates
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Figure 2: Distribution of the value of dividend paymerts normalized bythe market valuation of the firm
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Figure 3: Number of IPOs per year paying out cash dividendsbefor e the IPO in relation to the sample
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Figure 4: The number of companies paying out dividends, perquartile and normalized by proceels raised from primary shares
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Figure 5: Distribution of the amount of cash dividend payoutsin relation to the proceedsrom primary
shares(sample restricted to companies having paid out at leagt 1 $ in dividendsprior to the IPO, no outliers)
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Figure 6: Amount of cas at time d IPO with and without dividends
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Figure 7: Long term performance by type of @mpany
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Tables

Table 1: Distribution of the amount of cas dividends paid out for whole sample

The sanple consistsof conpanies undert&ing an initial puldic
offering (IPO) starting Januarylst,1990until Decenfer 31st 2006
aslisted by the Security Data Corporation (SDC Platinum). Firms
included have to trade on the New York Stock Exchange (NY SE),
American Stock Exchange (AMEX) and the NASDAQ. We
excluded unit offers as well as Real Estae Investment Trusts
(REITS), American Depository Receipts(ADR), closed endmutual
funds utility companies and offerings by financial institutions.
Furthermore we restict equity offerings to common classA shares.
Issuerswith nolisted or negative book value on either Conpustat
or the SDC datbasehawe been exluded.Pre4PO Dividend Payer
is a dummy variable equaling 1 if a company is paying a ash
dividend two yearsprior up to the offering dat, as repored in
CRSP.

Cash dividends paid out before IPO in
Percentile of whole sample % of proceeds raised from primary

shares
1 0.0%
25 0.0%
50 0.0%
75 0.1%
90 20.8%
95 45.2%
99 116.10%
mean 0.78%
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Table 2: Sanple descriptive

The sanple consistsof companiesundertakingan initial public offering (IPO) staring Januarylst,

1990 unil Decenber 31st, 2006 as listed by the Security Data Corporation(SDC Platinum). Firms

included have to trade on the New York Stock Exchange(NYSE), American Stock Exchange
(AMEX) and the NASDAQ. We excludedunit offers as well as Real EstatelInvestnent Trusts
(REITS), American Deposibry Receipts(ADR), closedend mutual funds, utility conpaniesand

offeringsby financialinstitutions.Furthermore we restict equity offeringsto common classA shares.
Issuerswith no listed or negdive bodk value on eithe Compustat or the SDC datatasehave been

excluded.Pre-IPO Dividend Payer is a dummy variable equalingl if a companyis paying a cash
dividend two yeas prior up to the offering date, as reported in CRSP. The ratio measires the

differencebetweendividendpaying and nat dividend paying firms, basedon dvidend paying firms,

in percent.

Firm age was obtained from Fay Ritter's webste. Other variables are from the merged
Conpustat/CRSRdatabaseProceedsare shown in million $. Market Capitdi zation as defined as
sharesoutstandingafter IPO * Offer Price and displayed in million USD. Cash and Equivalents,
Long Term Debt, R&D, Advertisng ExpensesNon CashAssetsNet Sales,Costof Salesas well as
SGA are expressedn million USD. Cashand Equivdents before IPO if no dividendswould have
beenpaid out are Cashand Equivalerts plus dividends paid out prior to thelPO. Non-Ca$ Assetsare
defined as al assets-cash aratpivalents.

Ratio (Paying - No-

No Pre-IPO Dividend Payer Pre-IPO Dividend Payer Paying)/No-Paying
Obs Mean Median Obs Mean Median
('\c:lﬂ‘:é gf‘g;g'r'ﬁfe’; 2704 598 148 1161 668 185 105%  19.6%
Cash ng‘;iﬂ%a'ems 3015  52.79 2.64 1350  53.92 2.81 21%  6.1%
Cash and Equivalents
before IPO if no dividends 3015 52.79 2.64 1350 106.92 9.96 50.6% 73.5%
would have been paid out
Long Term Debt 3015 67.00 0.47 1374 196.08 5.61 65.8% 91.6%
R&D 3104 6.26 0.67 1374 6.71 0.00 6.6%
Advertising Expenses 3175 7.51 1.07 364 16.36 2.50 54.1% 57.1%
Non Cash Assets 920 418.12 25.42 1377 1185.64 80.60 64.7% 68.5%
Net Sales 3106 175.96 31.67 1378 551.56 105.54 68.1% 70.0%
Cost of Sales 3097 121.46 17.27 1378 393.60 63.85 69.1% 72.9%
SGA 3095 41.36 16.05 1156 84.92 20.04 51.3% 19.9%
Dilution 2633 0.04 0.00 449 0.06 0.00 42.3%
EPS 1191 -0.50 -0.03 1370 0.48 0.60 203.2%  104.2%
Firm Age 3000 13 7 1313 22 12 43.1% 41.7%
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Table 3: Sanple descriptive by dividend payer, nomrmalized

The sanple consistsof companiesundertakingan initial public offering (IPO) staring Januarylst,
1990 unil Decenber 31st, 2006 as listed by the Security Data Corporation(SDC Platinum). Firms
included have to trade on the New York Stock Exchange(NYSE), American Stock Exchange
(AMEX) and the NASDAQ. We excludedunit offers as well as Real Estatelnvestrent Trusts
(REITS), American Deposibry Receipts(ADR), closedend mutual funds, utility conpaniesand
offerings by financialinstitutions.Furthermore we restict equity offeringsto common classA shares.
Issuerswith no listed or negdive bodk value on eithe Compustat or the SDC datatasehave been
excluded.Pre-IPO Dividend Payer is a dummy variable equallingl if a companyis paying a cash
dividend two yeas prior up to the offering date, as reported in CRSP. The ratio measires the
differencebetwenndividerd paying and not dividend paying firms, basedon dvidend paying firms,
in pecent.

All below variables are from the mergaedl Compustat/CRSPdatabase Total Asstesare in million
USD. Market Capitalisationas defined as sharesoutstanding after IPO * Offer Price and then
normalized by Total Assets.Cashand Equivalens, Long Term Debt, R&D, AdvertisingExpenses,
Non CashAssetsNet Sales Costof Salesas well as SGA are normalized by Total AssetsCashand
Equivalents before I1PO if no dividerds would have been pd out are Cashand Equivalerts plus
dividends in the twoyeas pria paid out prior to théPO

Ratio (Paying-Not-

No Pre-IPO Dividend Payer Pre-IPO Dividend Payer Paying)/Not-Paying
Obs Mean Median Obs Mean Median
Total Assets 3110 497 61 1378 1263 107 60.7% 42.8%
Market Capitalisation 2631 3.98 2.40 1151 2.41 145 -65.2%  -65.7%
normalized by Assets
Cash and Equivalents
before IPO normalized by 2967 0.08 0.04 1341 0.05 0.02 -52.3% -65.8%
Assets
Cash and Equivalents
before IPO if no dividends 2967 0.08 0.04 1341 0.15 0.09 455%  54.2%
would have been paid out,
normalized by Assets
Long Term Debt normalized
3104 0.10 0.01 1374 0.16 0.06 38.5% 81.4%
by Assets
R&D normalized by Assets 3090 0.08 0.03 1363 0.02 0.00 -290.7% #DIV/O!
Advertising Expenses 919 0.06 0.02 363 0.06 0.02 49%  27.3%
normalized by Assets
Net Sales normalized by 3092 0.78 0.57 1377 1.16 096 32.7%  40.8%
Assets
Cost of Sales normalized by 3092 0.52 0.31 1377 0.79 059 33.9%  47.5%
Assets
SGA normalized by Assets 2630 0.35 0.28 1155 0.29 0.23 -19.8% -20.4%
Dilution 1191 0.04 0.00 449 0.06 0.00 42.3%
EPS 3090 -0.50 -0.03 1370 0.48 0.60 203.2% 104.2%
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Table 4: Number of companies payirg / non-paying dividends before undertakirg anIPO 1990-2005

The sanple consistsof comparies undertaling an initial public offering
(IPO) startingJanuarylst,1990until Decenter 31st,2006 aslisted by the
Security Data Corporation (SDC Platinum). Firms induded hawe to trade
on the New York Stock Exchange (NYSE), American Stock Excharge
(AMEX) and the NASDAQ. We excludal unit offers as well as Real
Estate Investrment Trusts(REITS), American Depositay Receipts(ADR),
closed end mutual funds utility comparies and offerings by finandal
ingtitutions. Furthemore we restrict equity offerings to common classA
shaes.Issuerawith no listed or negative book value on either Compugat
or the SDC databasehawe beenexcluded PreiPO Dividend Payer is a
dummy variable equaling 1 if a cmpanyis paying a cashdividend two
years prior ugo the offeringdate, aseported inCRSP

Issue Year No Pre-IPO Pre-IPO Ratio Paying / Non-
Dividend Payer Dividend Payer Paying
1990 71 26 0.37
1991 180 71 0.39
1992 234 122 0.52
1993 318 155 0.49
1994 257 128 0.50
1995 276 128 0.46
1996 418 177 0.42
1997 267 153 0.57
1998 189 75 0.40
1999 335 76 0.23
2000 255 50 0.20
2001 52 17 0.33
2002 45 26 0.58
2003 43 23 0.53
2004 116 61 0.53
2005 97 68 0.70
Total 3153 1356 0.43
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Table 5: Distribution of amount of cash dividends paid out in relation to proceedsaised (subsanple of
cash payingcompanieg

The sanple oonsists of companiesundertakng an initial public offering

(IPO) starting Jantary 1st, 1990until Decenber 31st,2006 aslisted by the
Security Data Corporaion (SDC Platinum). Firms included have to trade on

the New York Stock Exchang (NYSE), American Stock Excharge

(AMEX) and the NASDAQ. We excluded unit offers aswell asReal Estate
Investment Trusts (REITS), American Depository Recépts (ADR), closed
erd mutud funds, utility companiesand offerings by financil institutions.

Furthermore we restrictequity offerings to common classA shares.lssuers
with no listed or negtive bodk value on either Compustat or the SDC

databasehave been exluded. The anpunt of procced is obtainedfrom

SDC. Pre{PO DividendPayer is a dummy variable equalingl if a company

is paying a cas dividerd two yearsprior up to the offering date,as reported

in CRSP.

Percentile of cash dividend paying Cash dividends paid out before IPO in

companies % of proceeds raised
1 0.0%
5 0.2%
10 0.5%
25 1.9%
50 0.0%
75 29.9%
90 59.9%
95 78.4%
99 117.2%
mean 20.50%
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Table 6: Ratio of cash dividends paid out before IPO in relation to market valuation of IPO for whole
sample respedively for the sub-sample of companies whch paid out cash dividends

Cash dividends paid Cash dividends paid out

Percentile of out before IPO in % of before IPO in % of

whole sample

market valuation market valuation
1 0.00% 0.00%
5 0.00% 0.00%
10 0.00% 0.02%
25 0.00% 0.00%
50 0.00% 0.15%
75 0.00% 6.56%
90 0.04% 15.36%
95 10.78% 21.24%
99 26.20% 42.63%
mean 1.64% 5.40%
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Table 7: Impact of Cashbefore thel PO onthe Valuation of the Company

Robust OLSregression. The sample conssts of companies undertaking an Initial Public Offering (IPO)
starting Januay 1st, 1990 until December31st, 2006 as listed by the Security Data Corporation (SDC
Patinum). Frms included have to trade on the New York Stock Exchang (NYSE), American Sock
Exchang@ (AMEX) and the NASDAQ We exduded unit offers as well as Real Estate Invegment Trusts
(RETS), AmericanDepasitory ReceiptyADR)closedend mutual funds, utility companiesand offeringsby
financialinstitutions. Futthemmore we restrict equity offerings to common classA shares. Issues with no
listed or negative bookvalue on either Conpustat or the SBCdatabase have beenexcluded

Financialvariables are from the merged Compustat/CRSRIatabase and are normalizedby assets(data
item 6) in place. (Syuared) Cash and ShortTerm Assetsbefore IPO is the (squared)amount of cashand
shat term assetsprior to the IPO. Dividendspaid up to 3 years prior the IPO is the sum of the cash
dividends paid by the company prior to going public (data item 127 from Compustat). Market
Capitalization as defined assharesoutstandingafter IPO* Offer Price. RDis data item 46, Salesdata item
12 and Cost of Sales datad41 from Conpustat. Year founded is the founding year of the company as
reported by JayRitter on his webpage. Venture backed is a dummy variable equding one if the company
was backed by a verture capitalist, and issueyear the year of the IPO as reported by SOC. We included
two digit SIC codesto accountfor industty effects, dummy variables for the exchang at which the
companyis listedaswell asoffer yeardummiesto accountfor year effects

Ca$ and Short TermAssés before IPO ggg
Squarel Cashand Shat Tem Asses r10.779*
before IPO r1.71
- . ) 3.374
Dividendspaid up to 3 yearsprior the IPO 12
. . 0.575**
Market Capitaisation 535
20.616**
Lorg TermD
org TermDelx 2.99
*k
RD 9.28
211
r2.53
NonrCashAssé 1107
2.471*
Sles 177
rl1.781
Cost of Sales 121
: r0.164
Earningsper Share 113
0.044
Yer Faun
er Faunded 078
Exhange Liged yes
issueYear yes
Year Effects yes
Industry Effects yes
Canstant 0.98
Rrsquard 0.173
N 3937

* p<0.10, ** p<0.05*** p<0.01
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Table 8: Desai ptive gatistics d seondary and primary sharesoffered in an IPO in relation to whether
a firm paysout cash dividendsin the two years prior to its offering

The sample consists of companies undertaking an initial public offering (IPO) starting January 1st, 1990 until December 31st, 2006 as listed by the
Security Data Corporation (SDC Platinum). Firms included have to trade on the New York Stock Exchange (NYSE), American Stock Exchange
(AMEX) and the NASDAQ. We excluded unit offers as well as Real Estate Investment Trusts (REITS), American Depository Receipts (ADR),
closed end mutual funds, utility companies and offerings by financial institutions. Furthermore we restrict equity offerings to common class A
shares. Issuers with no listed or negative book value on either Compustat or the SDC database have been excluded. Pre-IPO Dividend Payer is a
dummy variable equaling 1 if a company is paying a cash dividend two years prior up to the offering date, as reported in CRSP. The ratio measures
the difference between dividend paying and not dividend paying firms, based on dividend paying firms, in percent. Market Value Primary
(Secondary) Shares Normalized by Assets is the ratio of number of primary shares (secondary) shares offered valued at the offer price (both as
recorded ba SDC) and divided by the total assets (data item 4 in CRSP).

Market Value Primary Primary Shares as Market Value Secondary ~Secondary Shares as  Ratio MV Prim
Shares Normalized by ~ Percentage of Shares  Shares Normalized by ~ Percentage of Shares  Shares / Sec
Assets Offered Assets Offered Shares
. N 3086 3172 3114 3201
gi?/izzﬁg Cash mean 0.61 92.55 0.58 8.07
median 0.54 100.00 0.16 0.00 3.34
Prior Cash N 1269 1280 1329 1340
Dividend mean 0.45 89.78 0.39 13.97
median 0.39 100.00 0.12 0.00 3.21
N 4355 4452 4443 4541
Total mean 0.56 91.75 0.52 9.81
median 0.49 100.00 0.15 0.00 3.33
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Table 9: Primary and secondaly sharesoffered per dividend siz portfolio normaliz ed byassets in place

The sample consists of companies undertaking an initial public offering (IPO) starting January 1st, 1990 until December 31st, 2006 as listed by the
Security Data Corporation (SDC Platinum). Firms included have to trade on the New York Stock Exchange (NYSE), American Stock Exchange
(AMEX) and the NASDAQ. We excluded unit offers as well as Real Estate Investment Trusts (REITS), American Depository Receipts (ADR),
closed end mutual funds, utility companies and offerings by financial institutions. Furthermore we restrict equity offerings to common class A
shares. Issuers with no listed or negative book value on either Compustat or the SDC database have been excluded. Pre-IPO Dividend Payer is a
dummy variable equaling 1 if a company is paying a cash dividend two years prior up to the offering date, as reported in CRSP. The ratio measures
the difference between dividend paying and not dividend paying firms, based on dividend paying firms, in percent. We divide the amount of cash
dividends paid out, normalized by the proceeds raised in the offering, into four portfolios. Market Value Primary (Secondary) Shares Normalized by
Assets is the ratio of number of primary shares (secondary) shares offered valued at the offer price (both as recorded by SDC) and divided by the
total assets (data item 6 in CRSP).

Market Value Primary Primary Shares as Market Value Secondary Secondary Shares as  Ratio MV Prim
Shares Normalized by ~ Percentage of Shares  Shares Normalized by =~ Percentage of Shares  Shares / Sec
Assets Offered Assets Offered Shares

No Prior Cash 3086 3086 3114 3115
Dividend megn 0.61 92 0.58 8

median 0.54 100 0.16 0 3.34
Low Prior Cash N 322 322 333 333
Dividend mean 0.37 89 0.29 13
Quartile median 0.26 100 0.07 0 3.92
Medium Prior N 319 319 332 332
Cash Dividend mean 0.44 91 0.40 12
Quartile median 0.37 100 0.11 0 3.34
High Prior N 322 322 331 331
Cash Dividend mean 0.44 91 0.42 11
Quartile median 0.38 100 0.12 0 3.19
Highest Prior N 306 306 333 333
Cash Dividend mean 0.55 87 0.44 19
Quartile median 0.51 100 0.20 0 2.59

N 4355 4355 4443 4444
Total mean 0.56 92 0.52 10

median 0.49 100 0.15 0 3.33
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Table 10: The predictive power of dividend paymerts prior to the offering onthe amount of primary
and secadary sharesoffered in an IPO

Rdoust OLSregression.The sanple consists of companies undertakingan Initial Public Offering
(IPO) starting January 1st, 1990 until Decemier 31st, 2006 as listed by the Secuity Data
Corporation (SBC Patinum). Frms included have to trade on the New York Sock Bxcharge
(NYE), American Sock Exchage (AMEX)and the NASDAQ. We excluded unit offers as well as
RealEstte InvestmentTrusts(REITS)YAmericanDepository Receipts(ADR) closedend mutual
funds, utility companies and offerings by financial institutions. Furthermore we restrict equity
offerings to common class A shares. Issuerswith no listed or negatve book value on either
Compustator the SBCdatabase have been excluded.

Finandal variables are from the merged Compustat/ CRSPdatabase. Dividends paid upto 3 years
prior the IPO is the sum of the cashdividerds paid by the company prior to going public.
Proceeds are defined as primary and seconary shares times the offer price. Market
Capitalization as defined as sharesoutstanding after IPO * Offer Price. Year founded is the
founding year of the company as reported by Jay Ritter on his webpage. % of Insder Ownership
prior IPOisthe percertageof insider ownershp asreported by SDC.Venture backedis adummy
variable equaling one if the company was backedby a venture capitalist,and isste yearthe year
of the IPO asreported by SBC.Weincluded two digit SICcodesto accownt for industry effectsas
well asoffer yeardummiesto account for yea effects.

dependent variable: primary shares offered secondary shares offered

Dividends paidup to 3 years prior r1620502 20990.154**
the IPO r0.25 227
CahandShat Tem Assets r1.10e+04*** 6329.009***
before PO r4.87 3.38
1935924*** r1283.478***
Total Assets 4.09 332
Yea Founded r6394892 r63.019
r1.43 r0.02
0 . L
Yoof InsiderOwnershipprior IPO 250 33 (2714 205+
152 r1.87
Proceedsof IPO 31824 430*** 9793.871***
10.13 3.79
o r0.001**
Market talizat
arket Capitalization 232
2.75e+05** r1.70e+G*
Venture Backed 25 184
Issie Yea yes yes
Industry Effect yes yes
Corstant r3.01E+08 r5.15E-07
r0.08 r1.59
Rrsquared 0.817 0.464
N 2422 2844

* p<0.10,** p<0.05,*** p<0.01
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Table 11: Impact of Pre-IPO dividend paying companis on longterm performance

Rdoust OLS regresson. The sanple conssts of companies undertaking an Initial Public Offering (IPO) starting January 1<, 1990 until

December31st, 2006 as listed by the Security Data Gorporation (SBC Platinum). Firms included have to trade on the New York Sock

Exchange (NYSE)American Sock Bxchange(AMEX) and the NASIAQ. We exduded unit offers as well as Real Estate Investment Trusts

(REITSAmericanDepositoryRecepts (ADR), closedend mutual funds, utility companiesand offeringsby financial institutions. Furthermore
we redrict equity offerings to common class A shares. Isslers with no listed or negative book value on either Compustat or the SDC
databasehawe beenexcluded.

Financialvariables are from the merged Canpustat/CRSRiatabase. Dividends paid up to 3 years prior the IPO is the sum of the cash
dividends paid by the company prior to going public. The log of the firm size as defined as the log of the shaes outstanding after IPO *
Offer Price. Log Market to Book ratio is the log of firm size divided by assets in place Year foundedis the foundingyear of the companyas
reported by JayRtter on his webpage.Venture backed isa dummyvariable equalingone if the companywasbacled by a venture capitalist,
and Isaue year the year of the IPO asreported by SDCWe included two digit SICcodes to accaunt for indudry effects aswell asoffer year
dummiesto account for yeareffects.

Benchmak: matched site decile Benchmalk: valueweighted market portfolio

6 month BHR 12month BHR 36month BHR 6 month BHR 12month BHR 36 month BHR

Dividendspaidupto 3 0 0 0 0 r0.000* r0.000*
yearsprior the IPO 0.18 r1.6 ri.4 0.26 r1.83 r1.75
r0.068*** r0.114*** 0.035 r0.066+** r0.109+** 0.049
Log Marke BookVal
@Market to BookValue 136 4.62 0.58 13.47 4.3 0.81
Log FirmSize 0.073*** 0.142%** 0.303*** 0.064+** 0.129%** 0.2@9%**
5.06 8.9 5.99 4.44 7.32 5.3
Venture Backed 0.016 0.048 0061 0.014 0.048 0.059
0.58 142 0.75 0.52 1.43 0.73
FirmA 0 0 0.002 0 0 0.002
& 10.33 0.51 1.39 10.31 0.61 1.42
ExhangeListed r0.077 r0.085 10.13%6 r0.0% r0.081 r0.08
g r1.14 0.7 [0.62 10.86 0.67 0.37
Yea Effects yes yes yes yes yes yes
Indugry Effeds yes yes yes yes yes yes
Rrsquared 0.043 0.048 0.05 0.05 0036 0.039
N 3567 3568 3571 3567 3568 3571

* p<0.10, ** p<0.05, *** p<0.01
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Annex

Long Ter m Perfor mance Calculation

We calculate the three year abnalriouy andchold returns (BIRs) baed on ronthly returns
as reported by the Center for Research on Sechrites (CRSP). The retwrare calclatedas
follows:

r(t) = [(pP(OF(D)+d(D))/p(t)]-1

For time t (a holdng period), let:

t’' = time of last available price < t

r(t) = return on purchase at t’, sale at t

p(t) = last sale price or clwgy bid/ak average at timt

d(t) = cash adjustemt for t

f(t) = price adjustrent factor for t

p(t') = last sale price or closy hid/ask average at tierof last avdable price < t.

For our long ternmperformance calculation weise BHRs instead of cuwtative abnorral

returns (CAARS) as Barber and Lyon (1997) suggest.

The Abnornal Returns are calculated as follows
AR, Ry E(Ry
with R, = Buy and Hold ReturBHR) of firm i for period2 (one or three years or till

the conpany is delisted)

E(R,) = Expected=referenceBHR of firm i for period2 (one or three years)

BHR is hereby defined by the following faula
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BHR |n Pi (T)'pi (t)
lI 1 plndex(r) plndex(t)

with p = price of stock i
t = month afer Issue

T = end of time period (one / thrgears) or delisting date of the issuing firm

=42 -



