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Abstract

This work provides an overview of the historical evolution, the organizational forms, and the performances of the stock
exchanges and market segments catering to small and growing companies, set up in Europe in the last thirty years. Our
analysis is mainly centered on the Alternative Investment Market, created by the London Stock Exchange in 1995. This case
study yields useful insights about the role of public and private interests in market emergence and in shaping market
architectures, the costs and benefits of light stock market regulation, and the use of stock markets to support technology-
based small firms. A review of the existing empirical evidence shows that dimensional growth of the AIM has been fueled
by companies characterized by low values of long-term returns, growth rates, R&D productivity and solvency.
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1. Introduction

Public equity represents a much desired, yet hardly attainable istathee financial policy of
technology-based small firms (TBSFs). The reasons are fairly clear:sST&%&y rich endowments of
intangible assets but lack “hard” and collateralizable asdwt#, track record is short, and their
likelihood of survival is relatively low. The products and services offeye@iBSFs largely depend on
the application of scientific and technological knowledge (Allen 1992) tlaend founders, who often
have educational backgrounds in science or technology, suffer from limitedidihand marketing
expertise. Partly to avoid the implied liquidity and valuatidfiadilties, stock exchanges usually set
listing requirements in terms of minimal capitalization, profiiahilfree float and track record
thresholds. TBSFs can rarely satisfy these conditions.
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And yet, market-based financial support to TBSFs has been high on ity qge#ndas for the
last thirty years, especially in the European Union, and market segments caterinl, tposimg, high-
tech companies have been inaugurated by virtually all European stédngrs (Bottazzi and Da Rin
2005). The apparently paradoxical attention accorded to floating compaitieow survival rates
stimulates reflections on the forces behind the emergence of new mérkdtgerests that shape their
architectures, the social desirability of their performances, aimdatdly on the very role of financial
markets as drivers and facilitators of innovative efforts — such as those carried out by TBSFs.

This work provides an overview of the historical evolution, the organizationals, and the
performances of the stock exchanges and market segments speciapedtiarequity for small and
growing companies, set up in Europe in the last thirty years. Qalysis mainly deals with the
Alternative Investment Market (AIM), created by the London Stock Exchértgfe) in 1995, but our
discussion involves, in passing, also the "feeder" markets established in the 1970s and #@80ss as
the "New Markets" created in the 1990s. In our view, the case ahadr tells a lot about four issues
that are of key importance for market-based financial support to TBSFs.

First of all, let us consider the role of private and public inter@st market emergence.
Facilitating the flotation of small and growing firms can be sasna way to solve a market
incompleteness problem that drives the economy away from Pareto dtiffiais is consistent with
the increasing reliance on incentive design as a key tool to achighie goals, or with the
"marketization" of public policy (Cerny 1992) that is driving the European iesietf capitalism
closer to the American one (Hall and Soskice 2001). Public intervetiganbecomes the necessary
trigger for private activity. For instance, in light of the complené@gtdetween stock markets and
venture capital (VC) funds, policy-makers may have promoted the emergestaclofmarkets for
growing companies as a way to enlarge the exit opportunities for VGtingsats. This would be in
line with previous evidence showing that, in setting the stage factre private equity industry, the
involvement of public bodies was essential, both in the US (Lerner E3fb6)n Europe (see the
evidence confirming the "seeding hypothesis" by public VC: Leleux and Surl&2@068f Beuselinck
and Manigart 2007).

Second issue: what shapes the market organizational forms, or, whadHied the choice of a
certain market architecture? With respect to stock markets foriggam@mpanies, key architectural
parameters concern the admission requirements, the level of inforrdettssure, and the allocation
of regulatory responsibilities. Light regulatory settings can run countemtirepoly positions of
national stock exchanges on order flow, and can harm their liquidiby imany risky companies are
allowed to go public. However, setting the entry and information requirements too high may discourage
participation by TBSFs altogether, against the public goal of providargetibased financial support
to new innovative ventures. How to solve this trade-off is an issue needing discussion.

A third issue concerns the macroeconomic consequences of stock markdtoregOlae of the



lessons that we have learned from the most recent recessionsgiifinancial stability crucially
relies on careful regulatory oversight on the financial system. Slessan has been translated by
policy-makers into tighter requirements for financial disclosure on public companies and integsedia
(e.g. the Sarbanes-Oxley Act of 2002) and stricter capital requireraerianks (as with the Basel II
Accords). However, stock market segments for growing companies create opjsrifonitegulatory
arbitrage, therefore leaving the global financial system exceedingly openstotable companies,
financial fads, and even to cash shells. The entailed riskeveme more likely to materialize if
regulatory oversight is outsourced to financial intermediaries, possibljoduenflicts of interest. At
the same time, in countries with a highly skewed firm sizeibligion, such as lItaly, facilitating the
access of small firms to public equity is seen as a way dbheahacroeconomic recession (see Cardia
2010).

A fourth and last issue of interest involves the balance betweeal sosits and benefits of
market-based financial support to TBSFs. Is the quotation of TBSFs thertiublic and social costs
associated with their large failure rates? Santarelli and Vivé2802) asked a similar question about
subsidies to new entrants, and their answer was that subsidazing might distort the learning
processes that drive the dynamics of start-ups, and may corrode the sharkstof the most efficient
firms, while the positive effects are likely to vanish once the subsidy explfed.this would result in
a waste of resources. One wonders whether the same holds when fisappat is provided through
financial markets. Furthermore, it has been observed that architechoiges often rely on the
imitation of the organizational features of foreign markets — as ithe case with European stock
exchanges “copying” the Nasdaq. Yet, it is increasingly suggestedhehatvolution of financial
systems is constrained by path dependencies, involving inertia in household saving,pattestment
behaviors, corporate ownership structures, industrial relations, welfarensystducation, and the
organization of research activities (Bianco et al. 1997; BebchukRaed1999; Holzl 2006; Vitols
2005). If so, different countries have little to learn from each other's expes, and imitative
architectural choices can impose heavy social costs if the complary institutions (in the sense of
Aoki 2001) have not adapted.

For the above mentioned reasons, it is worthwhile reviewing the n@asda the performance
of high-tech stock markets, and of AIM in particular. Section 2 eglithe historical evolution of the
second-tier markets for growing companies, while Section 3 illustsat®g taxonomies proposed in
the literature, with the aim of uncovering insights on the determiranisarket architecture. The
existing empirical evidence on the performance of AIM is reviewed in Section 3. Section 4 cancludes

2. A historical outline
Within the European context, the earliest attempts to set opdéier markets for growing firms date
back to the late 1970s and the early 1980s. The pioneering mark@é®36s were based on the so-



called feeder principle: their function was to select the mositglotéd young companies and feed them
upward to the main markets. The quotation of TBSFs was favoured by low admission requirements and
low information standards. Posner (2004, p.6) reports an exhaustive list tddkergmrkets based on

the feeder principle. Those early experiences were unsuccessful: masbrisyeerceived that feeder
markets housed only poorly performing companies and preferred to wait for sheries to be
promoted to the main market (Posner 2004, 2009). Most feeder markets didvieo¢ the 1987 stock
market crash (Mallin and Ow-Yong 1998; Weber and Posner 2000; Ritter 2003).

In 1993, the European Union passed the Investment Services Directive (ISD), legislationtaimed a
integrating national investment services, including stock exchangesxtbyding the principle of
mutual recognition to service providers. By virtue of the ISD, an exchangatedjuh one European
Union country could operate in another via electronic networks and comeurtendls. This enabled
the creation of a pan-European stock exchange for young high-tech companies, which was promoted by
the European Commission together with the European Venture Capitali#&sm (Weber and Posner
2000; Posner 2004). The new market, the Easdaq, was inaugurated in 1996. Since it took thasNasda
an organizational model, it coupled low entry requirements with strong informational standards.

The forthcoming creation of the Easdaqg was felt by national exchangetheesat: the risk that
financial activity might migrate to the new pan-European stock mig#fenost national exchanges to
set up their own versions of stock markets for growing companie atlomestic level. The London
Stock Exchange anticipated by creating the Alternative Investment Ma##kd) in June 1995. The
Paris Bourse responded in 1996 by inaugurating the Nouveau Marché, and ithd99&utsche
Boerse established the Neuer Markt. Finally, trading on the Italian Nueveak® began in June 1999.

The so-called New Markets (NM) were designed according to the Nasgiagjzational model, except

the AIM, that was closer to the old feeders. Admission anihdisequirements on NMs have been
summarized and analyzed by Clatworthy and Peel (1998), Bottazzi aRth§a002), Goergen et al.
(2004), Burghof and Hunger (2004) and Posner (2009) among others. The NMs set milder
requirements than the main markets regarding capitalization, profitapie-IPO shareholder equity,

IPO value, free float and track record, but tighter information asce rules appointing sponsors to
certify the company's compliance with the financial requirements andsaffeervision and advice in

the quotation process and in communications to the regulatory authapgsnting market makers

who match buyers and sellers; providing accounting information in litte imternational standards;

and complying with lock-up rules constraining the disposal of shares by insiders.

The historical evolution of the main European NMs is representédlae 1, reporting the
number of member companies and the capitalization (in million)u$khe AIM, the Neuer Markt,
the Nouveau Marché, the Nuovo Mercato and the Nasdaq for comparisoeebdt®95 and 2008. As
it can be easily grasped, none of the European markets comes ewetoalastching the size of the
Nasdag. The New Markets created by national exchanges in contiBand@e experienced very fast



growth only in the early years. The Neuer Markt soon came tbeb&eading high-tech exchange in
Europe, reaching a capitalization peak of more than USD 113 biHi@D00; in the same year, the
Nouveau Marché overtook the AIM in capitalization terms, with the yauNgevo Mercato almost
catching up with them. All of this urged the London Stock Exchangeake the AIM rules more
rigorous, and to set up the TechMARK segment in 1999, aiming to alleaver identification of
innovative and R&D-intensive companies within the official listingnc8ithen, the AIM has sought to
broaden its focus to SMEs in general, also outside high-teabrsectoreover, prior admission to the
LSE was an eligibility requirement in the TechMARK. In a wéese facts testify that the enthusiasm
of the British for the quotation of TBSFs dried up quite early.

As of 2001, the burst of the so-called Internet bubble hit all the magkets hard. Several
companies were forced to admit that they could not meet the earnirgaditsredeclared in the
introduction prospectuses, and the ensuing bankruptcies contributed to a gemenabrd trend in
stock prices and capitalization, resulting in numerous de-listingsnakthg new IPOs rare. Between
2000 and 2002, the drop in capitalization was dramatic: -91% in ther Ne&ar&t and -68% in the
French and Italian NMs, less so in the Nasdaq (-44%) and iAIM&-25%). The Neuer Markt and
Easdaq ceased operations in 2003. In January 2005, the Paris Bourse rbyaldastl market, the
second market and the French NM with a single official list (EurblsEuronext). The Italian NM
was replaced in September 2005 by MTAX; the relevant legislatiowsthat admission requirements
are now very similar to those in the main market.

The corporate and accounting scandals that marred the Internet bubble,imootedlicts of
interest and insufficient regulatory controls, pushed regulators post 200hftyae both the capital
requirements on banks (see the Basel Il Accords) and the requiremefiteamaial disclosure on
public companies and intermediaries - as with the Sarbanes-Oxief 2802 (SOX). The restrictions
on credit supply implied by the former may have stimulated the defeamilblic equity by TBSFs,
while European markets seem to be better suited to satisfy ggeeter demand, in light on the
opportunities for regulatory arbitrage between the US and Europe induced $@¥eAt the same
time, the process of harmonization of the investment servicessabm&uropean Union, commenced
with the ISD, was further developed by means of the Financialc@eniction Plan (FSAP) of 1999,
the Lamfalussy process, and their main offspring, namely the Marrkdtgancial Intermediaries
Directive (MIFID). Issued in 2004, and transposed into national l¢igislan most EU countries by
November 2007, MIFID challenged the dominant positions of the national si@tianges in two
ways. First, it repealed the concentration rule (Art. 14(3) of the 1998 E&cording to which retail
orders handled by financial intermediaries had to be executed gunlatesl market. Second, it allows
other trading platforms (the so-called Multilateral Trading Faedjtior MTF) to compete with
regulated markets for order flow.

Against the background of a changing financial landscape, the AIM managadvive and



experienced accelerated growth in capitalization and in the nmuofbbsted companies. NYSE-
Euronext reacted to the enhanced post-MiFID competitive environmenttiog gt Alternext, a MTF
closely modeled on the AIM (Davies 2008, Degryse 2009), while First Neath inaugurated by
Nasdag-OMX. The AIM model was "exported” also as Tokyo AIM (2009) throughn&venture
between the LSE and the Tokyo Stock Exchange, and as AIM ltaly (a6l@@yihg the acquisition of
Borsa Italiana by the LSE. After the implementation of MiFIDha UK, the stocks listed on the AIM
started to be traded on Plus, a British MTF focusing on smpdl-CEhe increasing influence of the
AIM regulatory model is witnessed also by recent developmentSistatk markets, such as the birth
of OTCQX (Mendoza 2008). Outside Europe, the TSX Venture Exchange (formerlgi@aiventure
Exchange, established in 1999) stands out as yet another long-lasting sexcamatket for growing
companies, competing with private venture capital for micro-cap firmthetpre-revenue stage
(Carpentier, L'Her, and Suret 2010).

3. Taxonomies of market organizational forms

In this section, we describe the organizational forms of stock markegsofeing companies by means
of three taxonomies proposed in the literature, and we give some insights as torthmadete of such
organizational forms.

3.1. Listing requirements, information disclosure, and regulatory responsibilities
In a rather general way, one can view the architecture of astadiet as made up of building blocks.
Specifically, a stock market features: a listing process, an infemmeisclosure process, a trading
system or price determination process, an oversight process, a sanotess, a graduation process,
and the exchange’s governance structure. Not all stock markets inclusieclalicomponents. For
instance, many MTFs are mere trading systems (e.g. Chi-X Europegyasrdde in stocks listed in
regulated exchanges. Graduation is the process through which a compatsyfomth a second-tier
market and is admitted on a first-tier market, and as such,absent from first-tier markets. The
organizational innovations brought about by feeders in the Seventies antt<Emd by the New
Markets in the Nineties mostly concerned the listing and infoamatisclosure processes. The turn of
the century has witnessed changes in the governance of stock exchahigésare increasingly
undergoing demutualization, whereas MIFID pushes the national stock exchaniggsrove their
trading systems along several dimensions, such as execution pried, kkelihood of execution,
likelihood of settlement - a goal sometimes attained by integrating the competitong) tesdinologies
into their own system - as with LSE's acquisition of Project Turquoise.

A few attempts have been made at classifying the architecture of markgtsviimg companies,
focusing on the way the above mentioned building blocks are arranged. t&Xosbmy, based on the
trading system, distinguishes between order-driven and quote-driven markétsa Sassification is



not specific to second-tier markets, and has been widely studietie literature on market
microstructure (O'Hara 1995, Spulber 1999). A second taxonomy, introduced by 08%r2009),
maps exchanges along two dimensions: barriers to listing and informattandards. Finally, the
listing, disclosure, and sanction processes can be organized acc¢orditegnative regulatory models,
inspired respectively to the rules-based approach and the principlesapgsedch (Rousseau 2007).
These taxonomies explore complementary aspects of market functioning, and are partly overlapping.

3.1.1. Order-driven vs. quote-driven markets

The explicit consideration of trading rules in the analysis of staukets highlights two major trading
systems or price-determination processes, yielding two polar msekiings: price-driven markets
(market making) and order-driven markets (where orders are stored in a bodig. former case,
prices are set by market makers and contribute to raise orders.lattéhease, the confrontation of
sell orders and buy orders generates prices. The Nasdaq, followed WyEhes Ihistorically the main
instance of a price-driven market, while countries in continental Europe dagan tend to use order-
driven systems. Nowadays almost all stock exchanges have adopteddadygbeim, combining an
electronic book with market makers. The main advantage of a markengnsystem is the high
liquidity provided by market makers (see for a synthesis Madhavan, 2002). Mzakets allow to
reduce the temporal imbalances in order flow by maintaining a pre@@nssman and Miller, 1988;
Venkataraman and Waisburd, 2007), and contribute to fill gaps from unbalancedaamidals
(Demsetz, 1968, Nimalendran and Petrella, 2003). The liquidity provided by market makds®e dan a
viewed as a public good with positive externalities (Gromb and Vay@0082). A more recent and
original argument comes from Mao and Pagano (2007), who consider the makiest asaa risk
manager who may play a crucial role during excessive volatility pertbaish beneficial effects on
liquidity can be helpful especially for low capitalization compani@a the other hand, the main
disadvantages of a market governed by prices are the high transactiothabst® contained in the
bid-ask spread (Pagano and Roell, 1990; Neal, 1992). Market making cawleel \&s favorable for
large institutional investors because they can negotiate prices withirmarket makers’ spread
(Madhavan, 1993), hence retail investors may be discouraged, limiting thet eXtthe market.
Ultimately, the discrete power of the market makers can favor ompetitive behaviors as it was the
case in the Nasdaq during the mid-Eighties (Christie and Schulz, 1994, Barclay, 1997, Huaod,and St
1996, Kandel and Marx, 1997, Dutta and Madhavan, 1997 among others). In 1994, imeBstiga
conducted by the Securities and Exchange Commission (SEC) and the Arbep@atment of Justice
on the Nasdaq reported non-competitive transactions. Nasdaq market agiqetiesd numerous illicit
practices such as price collusion and spreading of private informaticeen(@ and Revest, 2005).
Ultimately, whether TBSFs benefit from market making or not, it dependbe balance between risk
mitigation and market power exercised by the market makers.



3.1.2. Barriersto listing and informational standards

The taxonomy proposed by Posner (2005) ideally maps markets in a two-dimesisemsadefined by
the strength of listing requirements and by the degree of informatiooslisel Information disclosure
can be proxied by the accounting standards (national or international), tgatiobl to publish
quarterly reports, the ad hoc disclosure of significant news, and ¢hefuble English language in
company reports. The barriers to listing concern the minimal initiquimements in terms of
capitalization, assets, equity capital, trading history, and fos¢. fTraditional stock exchanges are
characterized by high listing requirements and tight disclosure, wheneakets for growing
companies usually impose low listing requirements. However, while iatoynal disclosure was
rather low in the so-called feeders, it was higher in the Nasdaq, Easdaq and the marketsrmNihvé E
circuit.

Posner's emphasis on admission requirements and information disclosasgyi®xplained. The
shares of small, relatively untested companies are unlikely tibodeed if the companies have to
comply with the strict admission requirements of the officialnigd. It is well understood that high-
tech small and young enterprises are informationally opaque by the verg ofatheir business. Tight
information standards are aimed to overcome such opacity. A compang®meoi submit to tight
information disclosure rules may nevertheless be interpreted as adigighl entrepreneurial quality,
possibly triggering positive selection dynamics. Further, the information disclosure prackssas an
interface between a national stock market and foreign players (beTiB&fs, intermediaries, or
investors), since the adoption of accounting standards and the use elyadiffdsed language makes
information intelligible worldwide. By attracting the quotation of foreigSFs, tight information
rules enlarge the pool of potential market entrants, thereby increasirigkalinood that the market
attracts companies with high business potential. Also, greatepl@nce with international standards
improves coverage by international analysts, possibly yielding benefipighten and risk-mitigation
effects. By the same token, low information disclosure can discourageaind@al investors, but quite
interestingly it can serve the interests of the national sharehalddrstakeholders against inflows of
foreign capital, and can shield the national stock exchanges fronalnmeimpetition, preserving their
positions as national monopolists on order flow. Instituting marketsloswthinformation standards is
in line with the European tradition of stakeholder-oriented corporate goversgatems (Charreaux
and Desbrieres 2001, Balling 2004). Whether TBSFs benefit from stock manketsthe interest of
stakeholders is an empirical question, since other stakeholders (e.garldrgstablished companies)
may have more influence on how the stock market is run.

3.1.3. Rules-based vs. principles-based regulation
A third and last taxonomy builds upon the difference between rules-baskgranciples-based



regulatory approaches (Verheij et al. 1998, Burgemeestre et al. 2009). les@ased regulatory
system, the content of regulation is made up of general, abstraatnaedsal rules, defined ex-ante,
i.e. before adoption and implementation. Neither exceptions, nor discrgtlmetaaviours are allowed.
In “producing” the rules, the legislator takes duly into account theipkascthat lay behind the policy
goals. In turn, principles give rise to reasons in favour ("pro-reasons") amdtageon-reasons”). The
legislator then assigns a weight to each reason, and eads theoutcome of a weighted comparison
between pro- and con-reasons. In a principles-based regulatory systead,itise weights to the pro-
and con-reasons are assigned by the regulator or by an auditor cassepyarwh case-specific
circumstances are taken into account when determining the weightigants in the regulative
process, therefore, hold discretionary power. Rules-based regulation psekorbbusiness should be
conducted, whereas principles-based regulation leaves companies fremdt tmv to align their
conduct to the policy goals (Walsh 2008).

Rousseau (2007) applies the rules-based vs. principles-based taxonomy tmastiets, with
reference to the admission, oversight, and disclosure processes. ltsmagksated through a rules-
based approach, the listing requirements are objectively defined, afidtéidlecompanies have to
comply with formal rules, while in the principle-based regulatory appr@assgssing the suitability of
a company is outsourced to specialized financial intermediaries heltb discretionary power in
performing their assessment (see Rousseau 2007). Such "trust intermedia@iesalled nominated
advisers in AIM and sponsors in Alternext. Nasdaq, Easdaq, the mbdtetsying to the Euro.NM
circuit, and TSXYV fall into the rules-based camp.

The case of AIM is an interesting illustration of the princigdased approach. AIM requires that
every company seeking admission appoints a Nominated Advisor (NomaNpriyad must be a legal
entity with at least two recent years of corporate finance pradiemeang at least four “qualified”
executives and at least three relevant transactions for the same=ars” (Litvintsev 2009, quoting
AIM Rules for Nominated Advisers, article, February 2007). Nomads havessies®a whether a
company seeking admission is suitable for quotation, and later to pamssdstance in order to ensure
that the companies respect their continuing obligations. Nomads havarrio aut a rigorous
examination of the applicant's business and must understand in detadpplicants’ activities:
business plan, managerial structure, financial and legal statusoafatth. AIM recommends the
Nomads to visit the applicant’s site of operation and to emplareadt experts to analyze the firm’s
business (Mendoza, 2008, p. 301). Such a suitability assessment refplacédsrmal listing
requirements set by traditional stock markets. Nomads may algaplanportant role in corporate
governance decisions, by persuading their clients to satisfy cetdaniasds. As a matter of fact, the
AIM rules do not mandate the adoption of specific corporate governance struanaesnlike LSE
companies, AIM companies are not required to comply with the UK Corporate Governance Code.

All in all, Nomads act as gatekeepers, advisers and, ultimateglators of AlM-listed



companies. Consistent with such decentralization/privatizatisagaflatory oversight responsibilities,
the securities traded on AIM are not regulated by the UK Listintpdyity (UKLA), and they do not
need to be consistent with the EU directives implemented in the UK. Admission eltsusne not pre-
vetted by the exchange or UKLA in most circumstances. The dscaeyi power of the Nomads is
compensated by the investors’ ability to prosecute Nomads if teayialed. Yet, reputation seems to
be the most effective tool to limit the Nomads’ arbitrary power.

The main advantages and disadvantages of a principles-based regularge euite vividly.
With a faster admission process and customized oversight and disgloempanies going public on
AIM save on transaction costs, that otherwise are born disproportionateiydlycompanies. On top
of this, the Nomads can perform certification and coaching roles fauibied companies, much alike
venture capitalists. Yet, with decentralized, discretionary adnissad monitoring, the viability of the
market ultimately rests on the competence and integrity of the @gémsminated advisers. For one,
applying principles requires greater case-specific knowledge than applyiisg aslevell as deeper
understanding of the interdependencies between different, possibly conflichngples. Outsourcing
the regulatory responsibilities to financial intermediaries may prdvgie powered incentives towards
building such necessary competences, but knowledge tacitness (NhyiPb®67) and bounded
rationality (Simon 1972) could seriously compromise the effectivenesseqiflatory oversight,
however tailored. Moral hazard may arise, too, since Nomads areahidgobid by the companies that
they monitor, and can at the same time act as brokers and audittherfo(Gerakos et al. 2011).
Social ties between market participants are likely to be ratheng, since the majority of the AIM
investor’'s base turns out to be made of “sophisticated investors”, maisgbyanstitutional investors
and investors specialized in the AIM companies (Mendoza, 2008, Geragabs2011). Institutional
investors and the Nomads usually know each other well: the admis&ohanism often involves
private placements, where few institutional investors are inviteddaire shares in the applicant firm
before the IPO. This mechanism points out the case of a market not really open to the public.

In rules-based regulation, it is the policy-maker who needs competence and iforimalesign
general, abstract, and universal rules, and he/she needs themnioeadbedore actual implementation.
Subsequent, unforeseen events may make those rules ineffective visaa-\astainment of the
underlying policy goals. Moreover, political economy considerations maydoasts on the efficient
collection and use of information by regulators and policy-makers - andquogrgly, on the adequacy
of the rules. Therefore, uncertainty and government failure are the maatsttok rules-based
regulation.

3.2. Insights on the deter minants of market organization

In line with Fligstein’s (1996, 2001) approach of markets as social anticgokonstructions,
historical works in the fields of Sociology and Economics have underireedonnections between



politics and the rise of financial markets (Carruthers, 1999, Neal ands,D2005). The former
contribution insists on the continued interactions between the poklites, public finance and the
stock exchanges in the rise of financial markets in UK during thetesigth century. The latter
contribution emphasizes the impact of the rules that governed membaeiships the emergence of
the LSE, the NYSE and the Paris Bourse, from 1792 to 1914. The autitevedsto what extent
incentives for innovation depended on the sources of income of the tradech, iwhurn were
determined by the institutional context and memberships rules. Whitetzs' analysis is really
close to Fligstein's (1996) proposal that markets should be viewedisapabnstructions (Preda,
2007), both historical works share the view that national regulation and pogeriyds of actors play
a role in the design of a financial market. Yet, regulatory charoges produce unexpected
consequences as it was illustrated in the case of the Pagls Btchange, through the 1893 and 1898
reforms (Hautcoeur et al., 2009).

Consistently, the history of European stock markets for growing companies gravikeuliar
view-point on how the organizational forms can be described by the adapspenses and
interactions of public and private actors to the threats and opporsupidieed by ever changing
macroeconomic and technological environments. In particular, one can iderdifyain tendencies:
on the one hand, the role of supranational financial reforms in the ememfestek markets for
growing companies, and on the other hand, the role of the national stcit&nges - as parent
organizations of the newly instituted markets - in shaping their market architectures.

Posner's (2005) account of the emergence high-tech stock markets in EBuspightening.
Second-tier markets were established in the Seventies and &ightler political pressure to help
SMEs garner access to public equity. The design of such marketsydrowas left to national stock
exchanges, and is revealing of a misalignment between the policyaj@hthe private interests of the
exchanges. As a matter of fact, in the design of their seconahdidiets, the national stock exchanges
had to satisfy only one constraint for compliance with the policy goals: thebamtrgrs had to be low,
in order to allow flotation of young small caps. Given that, ttehanges had considerable degrees of
freedom in designing the other "building blocks". Such architectural chaiees made in order to
avoid two main risks. First, quoting small and untested compamggs have scared investors, due to
the implied information asymmetries, harming in turn the liquiditiaoje caps. Second, although the
opacity of TBSFs might have been mitigated through tight informationlogisre rules, tight
information standards were incompatible with the positions of the exchanges as natiooablines on
order flow. Markets such as the USM (UK) and the Second MaFaladice) adopted lax information
standards, and pro-actively used the graduation process (or feeder mechamsaikg sure that the
best second-tier companies would feed upwards to the main market.

The birth of Easdaq and the ensuing flurry of New Markets can bedtia@mek to public
influence, too, through at least two channels. For one, the projeettioigsup a pan-European stock



market would not be feasible without the Investment Service Diredinee Easdaq exploited the
principle of mutual recognition and the enhanced opportunities for electrading permitted by the
ISD. This highlights the role of the European legislature as enableradfet emergence. But, as
reported by Posner (2005), public actors did more. In particular, the EuropeanisSmmn(EC)
officials from DG13 (Information and Innovation) and DG23 (SMEs, Enterprisijety promoted
Easdaq. The interests of European Commission officials were aligtte#tey private actors, such as
the EVCA. The EC officials pursued the goal of integrating the natioraicial markets, and at the
same time were eager to find solutions to the structural unemployandntechnology slow-down
problems incurred by the European economies. EVCA sought wider exit opportdoitigbe
investments made by their associates, and believed that megppartunities could best be provided
by a broad, international, liquid stock market tailored to the nektgih-tech companies with little
trading history but high growth potential. The European Commission promotédgbaliscourse
linking job creation to venture capital investments, used its res®amd encouragement to convince
EVCA members that were against the Easdaq project, provided fingaopdrt to two preliminary
studies to the non-profit organization EASD, and gave subsidies for Esasdalg' times of operation
(Posner 2005). Private initiatives by the national stock exchanges feuppé/ of new markets only
surfaced when the threat of a publicly-subsidized pan-European stock matestalzed. The
national stock exchanges would probably have been better off without higkdgotents housing
risky ventures, but because the other national exchanges set up théiigbwech segments, it was in
their own interest to respond. One may envisage a sort of strategpiementarity between the stock
exchanges' decisions to supply new markets, with the entailed multiple equilibria problems

Interestingly, all of the so-called New Markets but AIM adopted aketadesign tailored to
closely follow the Nasdaq approach (tight information standards, low leatriers). The reason why
Nasdaq was chosen as the reference model is still disputed. Althcwghbeen viewed through the
lens of efficiency by economists, explanations rooted in the quest foicgloionsensus have been
advanced, too (see Posner 2005). Nasdaqg was publicized as a \otainfalse American success with
new technologies, such as biotechnology (see Coriat, Orsi and Weinstein, 2003).

However, given the feeders' inability to perform, Nasdaq must have appsdatezionly credible
alternative design regardless of its purported macroeconomic effects, thateallows for an adaptive
learning perspective. In line with a knowledge-based approach taiostél change, Easdaq and the
New Markets could be thought of enacting imitation strategies taggehe Nasdaq market
architecture. Not by chance, Posner (2005) speaks of "Nasdaq copiesiifglRivkin (2000), the
likelihood of success of an imitation strategy is tuned by caoxipleof the targeted market
architecture. The relevant definition of complexity, here, is that provige®imon (1962): market
architecture is complex if it consists of many components and thosgonents are highly
interdependent, so that novelties imply an extensive reorganizatiomeofwhole architecture.



Complexity implies causal ambiguity, namely the difficulty to fullyderstand the causal connection
between architectural features and market performance (liquidity,eetffigi viability). Therefore,
highly complex architectures can withstand successful imitattempts even when information about
them is open to public scrutiny, or when several ingredients are conmrgttyduced by the imitators.
If such intuition is correct, the historical record of collapsingvNdarkets provides circumstantial
evidence that the building blocks of high-tech stock markets are mdleldependent, and shows that
much knowledge required to imitate market architecture is tacit. tNeless, interactions between
economic agents are framed not only by formal rules, but also by informataiotss The informal
practices and routines that have materialized in a particuldkein@an hardly be codified, let alone the
social relationships that lay behind the networks of actors (see \\M8te Baker 1984, Granovetter
1985 on financial markets). The broad, country-specific institutional contexeveheew market is
implemented matters, too, with all its complementarities iwHiowever, may be rather elusive. With
hindsight, the perspective of complexity could have warned the EC andtibeal exchanges against
setting up Nasdag-like high-tech segments.

The recent trend of AIM imitators (see Alternext) and of AlM-ingthtmarkets (as with AIM
Italy and Tokyo AIM) can be best understood by means of Winter anldi&ki's (2001) concept of
replication strategy, and Rivkin's (2001) analysis of the comparative difgdiaced by imitators and
replicators at various levels of complexity. Although AIM possessaafarmational advantage with
respect to its imitators, in the form of a better assessofdhe original "template”, Rivkin's (2001)
analysis indicates that with high complexity, replication of market architecture by AIM casalyg as
difficult as its imitation by competitors. It is only at moderatamplexity levels that the replicator
reaps the benefits of its superior information on the template.

A concrete illustration of the difficulties to replicate a finahomarket has been provided in the
case of the French New Market by Revest (2010). The French Market Aethdrd not give enough
weight to the Paris Stock Exchange history and to the skills andiexpe of the intermediaries. For
instance, market making was a completely new function in Badsintermediaries were not able to
perform it in an effective way.

4. The AIM: Success and threats

Since its inception, the AIM market capitalization has evolved from B@llibn pounds in 1995 to
81,276.8 million pounds in April 2011, and money raised by companies hassedtrgam 96.5 to
2,088.2 million pounds during the same period (Table 2). The number of listeganies has
increased from 10 in 1995 to 1,165 in April 2011. The AIM underwent troublethédsurst of the
Internet bubble, as well as during the current financial crisis, y@bited more resilient than most
other markets for growing companies. Examining the listing, one finds thig most companies are
based in the UK, some of them have significant assets outsid&lKkhand can be viewed as



international companies (Bauer and Boritz, 2006). In addition, a growing number of foreign firms — and
notably, US firms - have entered the market in the last decadewntiger of international companies
quintupled between the end of 2003 (60) and August 2006 (304). Between 2004 artie2@0&ber

of new listings was higher on the AIM than on the LSE main mankéton the Nasdaq (Gerakos et al.
2011, see Table 3). Quite interestingly, AIM was also able tacatteanpanies from the Main Market,
which outnumbered the companies graduating from AIM to the Main Marketa{se Jenkinson and
Ramadorai 2008, Gerakos et al. 2011). We have already mentioned in S2aiwhs that AIM has
replicated its market architecture in Italy and Japan, and its ¢tingperessure has spawned imitation
efforts by NYSE-Euronext (Alternext) and by Nasdag-OMX (First North).

All these figures and facts testify to the success of AIM if seen irstefroapitalization growth
and increasing market participation (i.e. dimensional growth). One gdaikafection is to review the
main theoretical reasons behind such “popularity”. Yet, the processmansional growth of the
market can threaten the achievement of a satisfactory “quality” of the listed mies)pad the market's
ability to support TBSFs. We explore this issue by reviewing the sesuémpirical studies about the
performance of AIM companies.

4.1. Why isthe AIM so popular?

How comes a market catering to relatively untested small mapsiged to survive across nearly two
decades constellated with financial bubbles, to experience donahgrowth, and even to attract an
increasing flow of international companies? To date, this questiomdiaget been subjected to
empirical scrutiny, but a number of theoretical explanations can be faemulacluding regulatory
arbitrage, sector diversification of the listing, and location advast&eh explanations should by no
means be viewed as strict substitutes, since the underlying msuoksamay be at work at the same
time, and may even reinforce one another.

4.1.1. Regulatory arbitrage
The concept of regulatory arbitrage refers to the fact that companiesxphnit differences among
regulatory regimes in order to increase their profits. The migraifolPO activity from tightly
regulated to lightly regulated markets, and the AIM’s abilityttoact companies previously listed on
the LSE Main Market and US companies, look like outcomes of regylarbitrage. In this view,
regulatory arbitrage was triggered by factors that increased the comgpadvantage of AIM as a
provider of liquidity and trading services. AIM’s low fees, fast afioin procedure, and customized
oversight may have increased its attractiveness, whereas théva@gs of other stock markets may
have been diminished by regulatory changes, such as the Sarbanes-Oxley Act (SOX) in 2002.

To begin with, AIM offers low admission costs and listing feepublic equity for small firms.
The total cost of an AIM initial listing appears to be lowemtl@aNasdaq initial listing. The cost is



equal to 3,426,300 US$ for the AIM against 4,472, 000 for the Nasdaq, baskee premise of a
company seeking to launch a $50 million IPO on both AIM and Na@dagdoza, 2008, p. 307). The
direct ongoing listing costs are also limited for the AIM ($ 147,300)paoed to the NASDAQ ($
3,515,500), in the case of a completed $50 million IPO. In additiohetdotv admission and listing
fees, the AIM guarantees a rapid introduction procedure. The standard procedure takes between three tc
six months to complete (Rousseau, 2007). It involves the production of an iadnidssument (a
prospectus) that is not appraised by the LSE authorities. Since 20Q&rgemcan also use the fast-
track route, available for issuers that are already listed on reeagforeign exchanges. In that case,
the company does not have to produce an admission document. Further sevinglated to the
customized regulatory oversight guaranteed by the Nomads (see Section 3.2 for more details).

The cost advantages implied by the peculiar AIM model are reinforcedduatory reforms
affecting the competitiveness of other markets. The purported role ofis@» erosion of the US
financial markets competitiveness and the migration of IPO actwiyards non-US financial markets
is a hotly debated topic. Opponents of SOX blame it for increasingdbes of listing on US
exchanges, and are favorable to a lighter approach to securities ceg(Bdtimberg-Schumer Report,
2007; Mendoza, 2008). In their view, US companies after SOX feel the presence oatorgduirden
and prefer to go public on lightly regulated markets, such as the(Riddroski and Srinivasan, 2008;
Coates, 2007; Leuz, 2007; see also the Report of the Committee on Géguitet Regulation, or
Paulson Report, 2006). Since the higher regulatory costs are imposed vatfardtto firm size, SOX
seems to particularly stimulate the migration of smaller difflendoza, 2008). Consequently, the
post-SOX improved attractiveness of AIM is rooted in novel US regul#t@indoes not discriminate
between small and large firms (Mendoza, 2008; Jenkinson and Ramadorai, H2@&:, 2011;
Doidge, Karolyi and Stulz, 2008).

In an alternative perspective, the US companies attracted bymsiMbe unable to comply with
strict information requirements, and their move to a lighter regulaetting would signal their lower
chances of survival. Indeed, supporters of SOX claim that its higherazesisore than offset by the
long-term benefits related to positive selection effects. In pdaticSOX may exert a dissuasive effect
on fraudulent behaviors. Moreover, and consistent with the regulatory bonding hygpatbegpanies
that do submit to high regulatory standards signal higher quality toinkestors (Coffee, 1999, 2002;
Stulz, 1999; Reese and Weisbach, 2002; Doidge, Karolyi and Stulz, 2004,e8ing@07). Also,
controlling shareholders find it more difficult to extract value from mindantyestors under the SOX
legislation (Duarte et al., 2011).

4.1.2. Sector diversification of thelisting

The diversification of the listing across sectors has presumablyealléMM to avoid the collapse
undergone by the European New Markets in 2000-2002. The composition of the Adlyliisty have
diluted an otherwise overly risky listing based on TBSFs, thergfacting companies, intermediaries,



and investments. Even during the Internet bubble, the AIM listing was dnaesified than the other
European NM, which housed mainly companies from a narrow set of R&D-irgesectors. By the
end of 1999, more than 80% of the Easdag companies belonged to technokmygdisrs, such as
software, electronics, IT, biotech and medical equipment, telecomations, and specialized
equipment (Charlesworth, 2000). On the Nuovo Mercato, telecommunications accountedafgetite
emission share (over 40%); biotech and IT had relevant weights toeli@et001). Conversely, high
technology firms on the AIM have never accounted for more than 25% of markewér (AIM
Statistics; see also Mallin and Ow-Yong 2009), and over tintast broadened its scope including
companies from traditional sectors, such as mining, oil, gas andstatd éMlendoza, 2008). AIM has
extended its scope including firms engaged in a wide variety of activAie®ng them, the three most
represented sectors are Financials (24%), Industrials (19%), and Consumes$&bdice(Mallin and
Ow-Yong, 2009).

4.1.3. L ocation advantages

Location-specific advantages provide yet another set of explanatory factpestibular, AIM seems
to enjoy positive reputation spillovers from the London financial centre andtfie relatively large
size of the UK venture capital industry. London attracts a large posbptiisticated institutional
investors, who build close links with both the companies and the d&rraaddition, it hosts a large
number of specialists, such as investment banks, underwriters, and pbesidgEreed with cumulated
experience and competencies. Previous studies on cross-listing havetsbamportance of analyst
coverage and experienced specialists, as well as “be with yous” peféects for young high-
technology companies (Blass and Yafeh, 2001, Pagano et al., 2002). Thevetieas of AIM is also
related to the UK venture capital being the main venture capdastry in Europe, representing about
21% of the European venture capital industry in 2009 (EVCA statisticssRand Sapio, 2010). On
top of this, it must also be noted that UK venture capitadiges time slightly improved their attitude
towards young and small firms, while in the early Nineties thegee to give priority to large deal
sizes and large companies (Murray 1999, Jeng and Wells 2000, Lockete@dZ Mayer, Schoors
and Yafeh 2005). A robust venture capital industry such as the oneliKtheay have supported the
growth of AIM: AIM offers exit opportunities to venture capital investrser@nd in return venture
capitalists supply AIM with high potential companies that benefited from their advices.

4.2. The existing empirical evidence: Contrasting views on the performance of AIM

The increasing number of domestic and international firms listed otitehaed capitalization growth,
the replication and imitation of the AIM model around the world testify to the popularity of AIM.
At the same time, one may envision a trade-off between dimengiomath of the market and the
average “quality” of the listed firms. Indeed, there are reasongptecethat the marginal entrant will



be significantly worse than the extant firms in terms of long-term retgursjval rates, solvency,
growth rates, R&D productivity. Conflicts of interest between the Nonaadisthe companies they
supervise, rooted in AIM’s discretionary screening and oversight approaclatiraay companies that
struggled to survive on the official listing, as well as cashshEherefore, a question naturally arises:
Is dimensional growth of the market achieved at the expense ofjligtiality? And what are the
consequences for the market’s ability to support TBSFs? Recent and on-gpingatrstudies shed
light on two main issues: the characteristics and performanct® dirms listed on AIM, and the
influence of the level of regulation on IPO migrations between AIM #ed LSE Main Market
(Jenkinson and Ramadorai, 2008, Campbell and Tabner, 2010, Hoque 2011).

4.2.1. Characteristicsand performances of the listed companies

A number of empirical works have examined the performance of the comjiatgdson AIM, with
respect to dimensions such as operating performances, stock returnsgl sateis, and corporate
governance structures. The insight behind those works is that facilitating the acces< tecuuiylican
stimulate unsuitable companies to go public - and as those compawieperform and leave the
market, small investors suffer losses, and the public resources spent to support TBSFsdjet waste

Operating performances and stock returns. Hoque (2011) examines the operating
performances of firms listed on the AIM and on the Main List. Qer period 1995-2010, the
operating performance in the 5 years after IPO, on average, is nefgpatixéV for all years, and
positive for the main market. Stock returns are lower on the AIM trarthe Main List. AIM
companies are less likely to make acquisitions, produce lower dividandsare more likely to be
cancelled. Yet, the probability of Seasoned Equity Offerings (SEEdsyiher on the AIM than on the
Main List. Relatively bad operating performances by AIM firms anelerlined by Gerakos et al.
(2011), too, who perform a comparison between the AIM, the LSE Main thistNasdag and the
OTCBB. AIM post-IPO share prices are found to under-perform IPOs on other makkdtsirms
tend to under-perform even when they are accompanied by Nomads wheoaseolaers and auditors,
and more generally, the choice of Nomads does not have an influencefmmapece. Another test
performed by the authors concerns the ability of the AIM to support the mossp@rirms. AIM’s
fast growing firms do not receive extra-returns: they are less likely to have extra positive gtittame
firms listing on other exchanges. Finally, the performance of AIM companies appéarsather close
to that of Pink Sheet companies as regards liquidity and informational asymmetry.

Survival rates. “I'm concerned that 30 per cent of issuers that list on AIM are goaeyear.
That feels like a casino to me”. This statement by Roel CangpoSEC commissioner (Bawden and
Waller 2007), has triggered two empirical studies, asking whethesstiraated survival rates of AIM
companies are as low as suspected. Espenlaub et al. (2008) havehtduatMt IPOs exhibit high
survival rates over the short-term (1 to 2 years after IPO), controllingider age, initial returns,



country of incorporation, VC-backing, sector and time dummies. Over therlon¢five years post
IPO), the probability of surviving is positively related to age @,IBize, and UK incorporation.
Lastly, IPOs in information technology tend to have higher probabilifiaibfre (over 5 years) than
IPOs in other sectors. Consequently, the results by Espenlaulslebwalthat AIM cannot be seen as a
casino. Such optimistic results are contradicted by Gerakos @0afl), who show that AIM firms
have higher instantaneous failures rates than firms listings on sdadlaLSE Main Market, or the
OTCBB: 24,8% of the AIM sample firms fail within a year of listing, tqustrikingly in line with
Campos' prediction. It must be said, however, that Gerakos et al. (201Xpoiiyl for market value
at listing, sector fixed effects, and year fixed effects, therefore raising robustness issues.
Corporate governance. The topic of company quality is approached by Mallin and Ow-Yong
(2009) through the analysis of the determinants of corporate governance volusttogule on the
AIM. Based on the examination of 300 financial reports, voluntary corpgoatrnance disclosure is
positively associated with company size, board size, positive turnand is higher for companies
coming from the main market. At the same time, young companieslitiighor no trading history
display a high commitment to corporate governance practices. Tworemilts can be emphasized:
firstly, corporate governance practices largely depend on the internaktehigtecs of the AIM
companies. Secondly, among the companies that are involved in good cogoseteance practices,
two different groups emerge. One group includes recently-established and youngjsfiesh on the
AIM which want to produce a positive signal toward investors. The giioaip contains mature firms
that are used to corporate governance practices or that have the required internal competencies.

4.2.2. Who arethe switchers?

A comparison of the firms’ listing changes between the AIM andvihm List of the LSE and their
determinants has been performed by Jenkinson and Ramadorai (2008) and Cantgpbidbner
(2010). Assessing the characteristics of the switching companidsecaseful in order to understand
whether attracting main market companies is beneficial or harmfulhe average quality of the
companies quoted on AIM. The quality of the companies switching froruide Market to AIM can
be inferred by exploring the reasons behind the switches or, alternativedgtitmating the effect of a
listing change on the switchers’ stock returns.

Concerning the determinants of the switches, the reasons quoted byndmgensao explain why
they switch from the Main market to the AIM appear to be ctemsisvith the specificity of the AIM’s
model: lighter regulation, low listing costs, and a market design rfawerable to small firms
(Campbell and Tabner, 2010). Among other reasons, it is worth mentioningllihgness to attract
new shareholders. A particular firm profile emerges: companies titahdwom the LSE main list to
AIM are rather small and credit constrained, do not generate enougHavashnd suffer from a too
rigid and costly regulation. In other words, their expected reward ftaging in the main list is



negative. A shift to the AIM allows them to raise equity througls&eed Equity Offerings, which are
more numerous on the AIM, partly because firms on the AIM do not neecheltmes approval for
these transactions (Hoque 2011).

When the movements come from the AIM toward the main market, tedominant
explanatory factors can be split in two interdependent categ@aspbell and Tabner, 2010). First,
companies may desire to increase their shareholders base. Thecamguridence shows that
ownership concentration is declining when there is a switch from INetéd the Main Market. In
addition, being listed on the main market may be synonymous of a aesimble profile and
reputation in order both to attract new investors and talented pers@®wond, the market for
corporate control seems more dynamic in the main market than inithéHoque 2011, Campbell
and Tabner 2010). Consequently, companies may believe that they will lmageopportunities to
realize mergers and acquisitions in the main market. CampbelTaloder (2010) shape also the
agency-based hypothesis that managers can choose to go to theam@nhanthe end of a period of
good performance in order to maximize their personal wealth.

Jenkinson and Ramadorai (2008) and Campbell and Tabner (2010) have examined tivbether
decision to change listing status between the LSE Officidingisand the AIM affects stock returns.
Even if the two studies exhibit a few technical differences (Tabliady,converge to the same results:
firms that shift from the Main List to the AIM exhibit negative abndrneéurns at the announcement
and positive abnormal returns after the implementation. The reverse movemes¢rved when firms
move from the AIM to the main list: they are characterized by igesdabnormal returns at the
announcement and negative abnormal returns afterwards. A switch from Ahd kain List signals
that the company is ready to face higher standards of disclosure and teogomernance, justifying a
lower cost of capital - in line with the bonding hypothesis. The asa@en the bonding costs is
outweighed by a lower cost of capital, and the switchers’ gtocks rise. After the implementation,
expected returns fall because the risk premium for investors is lowigg @gency risk into account
(Campbell and Tabner, 2010). In the case of a switch from the main List to then&Bdtors estimate
that the agency risk will be higher in the AIM than in the Offitist (because of a decrease in the
bonding costs and a higher cost of capital), so the switchersk gioces fall. Then, after
implementation, the abnormal positive returns can be interpretedrewaad to shareholders for
bearing increased levels of agency risks. Overall, agency risk playscial role in explaining the
differential returns of firms in two regulation regimes, in the spiriSkaife et al. (2004). Jenkinson
and Ramadorai (2008) insist particularly on the role of institutional iokesthey observe a small
increase in aggregate institutional holdings in the six months followswgtah to the AIM, from 23%
to nearly 25%. This suggests that institutional investors are not abandamgardes once they
switch to the segment with lighter regulation. The conclusiotihas there exist particular investor
clienteles for the two markets.



Overall, switches from AIM to the Main Market may deprive AIM of dyimaoompanies, while
companies that switch from the Main Market to AIM are rather low-quality.

4.2.3. Voluntarily delisted companies and cash shells

As we have previously mentioned, the dimensional growth of a stock ntarkebme at the expense
of the quality of the listing. The positive trend in market admorssican threaten the AIM functioning
inasmuch as an increasing number of foreign entrants is made up of offshmles and cash shells.
If investors perceive the market as increasingly risky, many promising TBSH#nehéyconvenient to
delist.

Cash shell through reverse takeover operations and under the guise of investment companies have
abused the market, as shown by the scandals involving Regal Petrole@haaiat. In an attempt to
fix this problem, in 2006 AIM introduced a new rulebook for Nomads in ordendmease their
eligibility criteria, to fix their responsibilities, and to keathem more accountable for the companies
they introduce (Mendoza, 2008). A new rule was also implemented, according kocasicshells that
raise less than 3 million pounds on listing and do not complégalawithin a given time receive a six
month trading suspension since April, 2006. Because of this, 38 comparessuspended from
trading in 2006 (Bauer and Boritz, 2006). In 2007 a new scandal alteredNh&Actioning. The
Langbar International Fraud which represents the biggest fraud discovered until now. Enquiries showed
that this company had none of the assets it declared (375 million £).

Pour and Lasfer (2011) estimate the impact of firm’s capital structuréhe probability to
voluntarily delist, using a sample of AIM listed companies. Thdifigs suggest that the firms that
choose to delist had, at the time of IPO, a higher leveraggharhshare of intangible assets, less
growth opportunities and lower capital expenditure than those choosiray tisgtd. Such evidence is
in line with the theoretical expectations about companies that goadd companies that go private,
included among voluntary delisting in the paper. Companies that chimgseprivate feel a necessity
to change: they may be inefficiently managed, under-leveraged or underbgltizel market (see for
instance Lehn and Poulsen, 1989, Lichtenberg and Siegel, 1990, for studies on other financigl markets
On the other hand, going dark appears as an answer to financial dg$iarid distress. Companies
that choose to go dark are usually small companies characterized by poor performdoeegaowth,
whose difficulties are worsened by stock market regulation. Accordingetz ket al. (2008), the
decision to go dark may also be motivated by agency problemssidérs interests. For instance,
managers can avoid dismissal due to poor performance by going dark. Also, managers can choose to ga
dark in order to extract private benefit or protect themselves against regulatory actions.

5. Conclusion
Our main objectives in this paper were to explore the historicalgmolof European stock markets



for growing companies, to illustrate their organizational forms, amdatuate their performances. We
focused on the AIM because of its long-lasting dimensional growthetiat to be recognized as a
possible organizational model of a financial market able to bridge the equity gap of TBSFs.

What have we learnt from the history of the European financial marketsatktiito TBSFs? A
first result refers to the variety of the market architecturegtwbucceeded one another. There is no
unique model for the stock market for growing companies, but several onegjiagdo different
criteria such as listing requirements, information disclosure and regulegsponsibilities. Each
organizational architecture displays both advantages and drawbacks for. B@861dly, the different
forms of market organization result from adaptive responses of public anceotats to the threats
and opportunities posed by the changing macroeconomic and technological envisorudic
bodies at the national and supranational level (especially the E@)elasas the national stock
exchanges have played a crucial role in shaping market architecturgh&efariety of the actors
involved may induce conflicting views and the market design may rfesaltsevere negotiations, or
appear as a compromise. Thirdly, the emergence and development ofafimaadiets dedicated to
TBSFs have to be examined through the regulatory changes that couldtgtimubt the opposite
slacken a market’'s expansion. Regulatory changes produce unintended consegbaicesn be
judged as positive or negative for a particular market, such as théclareffects of SOX on the
AIM. Fourthly, the history of financial markets dedicated to TBSFshght on the issue of
replicating a market. In the case of the “New markets” credueidg the 1990s in continental Europe,
“copying” Nasdag turned out to be a failing strategy. The complexitynafket architectures,
compounding many highly interdependent elements, combined together throughvthedesaf tacit
knowledge, makes the replication of a market a very difficult taskk(ii2001). More broadly, if we
consider markets as institutions, imitation of market organizationalsf@sralso viewed as a delicate
issue because of the presence of informal rules and the continued imnsréetween formal and
informal rules.

In this context, how can we explain the expansion of the AIM? TMedbes not arise from the
European wave of Nasdaq copies. We have suggested that the AIM's pppelas on regulatory
arbitrage induced by some regulatory changes (e.g. SOX) that made thelalively more attractive
- at least for those companies that view tight regulation not as a signal of financial soundgnegker
as a heavy burden. AIM's ability to expand also relies on diversification of its listing acrass,dbet
dilutes the risk attached to companies in high-tech industmek,has allowed the AIM to better
withstand the consequences of the Internet Bubble crash. Finally, the ABitbalso from location
advantages, i.e. from positive externalities coming from the London financial center.

Nevertheless, a detailed analysis of the empirical performances of the Al especially relating
to the characteristics of the firms listed, reveals contraseadsvand shadow zones. On the one hand,
for some scholars the AIM is not as risky as a casino, and AIN BX@ibit quite a high survival rate



over the short term (Espenlaub et al., 2008). Several arguments are dditaegplain the AIM’s
attractiveness both from the viewpoints of firms and investors. Fiteye exists a specific class of
investors for this market, who are rewarding for bearing increasing lefzagency risk - compared to
the main market (Jenkinson and Ramadorai, 2008; Campbell and Tabner, 20kdndhSetfferent
reasons may push firms to be listed on the AIM: because firena small and credit constrained,
they do not expect rewards from being listed on the main market. TMeo#ers to this particular
profile of firms a less rigid and costly regulation, and the opportunitgise equity through Seasoned
Equity Offerings (Campbell and Tabner, 2010; Hoque, 2011). Hence, the existeheeAd¥ and its
popularity is justified by the argument “one size does not fit to(ME&ndoza, 2008). On the other
hand, the empirical evidence raises the issue of the firms’ qualitgrative performance and stock
returns on the AIM are shown to be negative over the medium term (HBQL&, Gerakos et al.,
2011). The performances of AIM’s companies are worse than those on the LSE main market and on the
Nasdaq (Gerakos et al., 2011).

The low quality of the firms appears as a major threat for the fututeechlM, and especially
through cash shells and reverse takeovers. Scandals and anomaldbs teig@ened, but regulatory
concerns increase with its growth. Will a market characterized by a principle basedrggpatoach
be able to control and sanction fraudulent behaviors, if the number af fistes continues to
increase? In other words, the characteristics of the AIM’s market mdueh were at the origin of its
success - few rules, close relationships between few actorsaddoand institutional investors,
reputation effects - can be transformed in harmful features for thetdomgstability of the market.
This debate is all the more necessary as the AIM model sprredlls world. The role of the policy
makers is to take the measure of the threat in order both t avew financial crisis as the Internet
bubble crisis and in order to allow these markets to finance the promising and high quality companies.

In our view, future studies on the AIM should focus on two topics: the profile of the investors and
the operations conducted by the firms listed on the AIM. Although the W8l tailored to a certain
extent for retail investors, institutional investors are in majorityn@éza, 2008, Gerakos et al., 2011).
The related question is: who are really these investors? Whtiedr@rofiles? Why do they invest in
companies that generally underperform with respect to firms in other sfarkethe same time, in
order to better understand why firms choose the AIM, one could explorssines of takeovers,
acquisitions and mergers. One hypothesis is that this market can be seen moeagkas tor corporate
control than a market that allows firms to raise capital.
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Table 1. Historical evolution of high-tech stock markets in Europe, 1995-2008, compared to the
NASDAQ: end-of-year listed companies and capitalization (in Million USD).

Listed companies AIM Nouveau M. Neuer M. Nuovo M. NASDAQ
1995 121 -- -- -- n.a.

1996 252 18 -- -- 5556

1997 308 38 17 -- 5487

1998 312 81 64 -- 5068

1999 347 111 201 6 4829

2000 524 118 339 40 4734

2001 629 164 327 45 4063

2002 704 153 264 45 3649

2003 754 137 -- 43 3294

2004 1021 128 -- 40 3229

2005 1399 -- -- 38 3164

2006 1634 -- -- -- 3133

2007 1694 -- -- -- n.a.

2008 1550 -- -- -- n.a.
Capitalization ($ MIn) AIM Nouveau M. Neuer M. Nuovo M. NASDAQ
1995 3670.3 -- -- -- 1519939.8
1996 8809.8 956.7 -- -- 1511824.4
1997 9420.8 1655.9 n.a. -- 1737509.7
1998 7411.7 5069.5 46636.0 -- 2243734.0
1999 217409  15261.1 74571.8  6996.9 5204620.4
2000 21824.8 227913 113596.8 20811.2 3597085.9
2001 16731.8 13604.3 29942.1 11120.0 2739674.7
2002 16262.2 7243.8 10341.7  6706.0 1994494.0
2003 32162.3 10267.4 - 10425.3 2844192.6
2004 612333 10753.0 - 9071.8 3532912.0
2005 98816.3 -- -- 8615.1 3603984.9
2006 177978.1 -- -- -- 3865003.6
2007 196917.1 -- -- -- 4013650.3
2008 56113.5 -- -- -- n.a.

Sources: AIM Market Statistics, World Federation of Exchanges. AIM data have been converted in USD using
the average December USD-GBP exchange rates (source: New York Federal Reserve website). “n.a.”: not

available.



Table 2 Historical evolution of the AIM, 1995-2011. Capitalization and money raised in £m. The number of

companies takes into account the number at the beginning of each year .
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Table 3: Comparison of new listings: firms that listed and raised capital on the AIM, the LSE Main
Market and the NASDAQ over the period June 1995 through December 2008, and on the OTC Bulletin
Board over January 1999 to December 2008.

AIM LSE Main Market NASDAQ 0)[q: ;]

Year

1995 14 10 165 0
1996 66 38 358 0
1997 45 38 296 0
1998 17 31 240 0
1999 38 19 379 135
2000 120 51 269 36
2001 68 9 62 37
2002 53 17 72 47
2003 54 9 66 33
2004 208 20 170 46
2005 280 23 135 75
2006 29 41 142 77
2007 179 50 137 74
2008 40 11 22 53
Tod 1,461 367 2,513 613

Source: Gerakos, Lang and Maffett (2011).



Table 4: Decision to change listing status: a comparison between Jenkinson and Ramadorai (2008) and
Campbell and Tabner (2010).

Authors (year)

Jenkinson, Ramadorai (2008)

Campbell, Tabner (2010)

Markets

Data

Years
Source

Methodology

Research
question

Main results

Interpretation

LSE, AIM

210 firms down from MM to AIM
53 firms up from AIM to MM

1997-2006

LES, Datastream

Event study methodology
Use weekly returns plus a Carhart
(1997) four factor model

How much do equity investors valuate
regulation?

Main to AIM: negative abnormal
return in the 3 weeks surrounding the
announcement and positive abnormal
returns in the six month period
following the switch

AIM to Main: positive abnormal
return in the 3 weeks surrounding the
announce and negative abnormal
returns in the six month period
following the switch

There exist particular investors
clienteles for the two markets

LSE, AIM

245 firms down from MM to AIM 86
UK firms up from AIM to MAIN

1995/1996-2008

LES, Datastream

Event study methodology

Use daily returns plus a benchmark
returns model that control for industry
residual returns and the possible
interaction between market risk and
change of listing status

Does the regulatory environment
influence the cost of capital?

Main to AIM: negative abnormal returns
at announcement, between announcement
and implementation; positive abnormal
returns after implementation

AIM to Main: positive abnormal returns
at announcement, between announcement
and implementation and abnormal returns
after implementation

Agency risk responsible for changes in
firms returns over the announcement and
implementation period




