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Abstract

Although previous studies suggest that Australian resources sector firms operate in

an information asymmetric environment, few empirical works investigating the

determinants of firms’ information asymmetry and performance at initial public

offering (IPO) have been identified. This is despite the sector’s important

contribution to Australia’s gross domestic product (GDP) and employment. A better

understanding of how resources sector IPOs are evaluated should aid stakeholders in

making sound investment decisions.

This thesis investigates the influence of IPO signals on analyst perceptions of

information asymmetry, attractiveness of IPO and expected underpricing associated

with Australian resources sector IPOs. It draws on the literature from signalling

theory, reputational capital, IPO, and behavioural finance in developing its

theoretical framework. A mixed-method research approach incorporating

quantitative data collected through a completely-crossed factorial experiment and

qualitative data collected through semi-structured interviews was used to achieve this

thesis’ research objectives.

The results indicate retained ownership proportion and underwriter reputation

weighted relatively higher in influencing information asymmetry. Underwriter

reputation, retained ownership proportion, and independent geologist reputation

signals significantly influenced attractiveness of IPO. Investigating accountant

reputation signal had the lowest relative influence on attractiveness of IPO.
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Only underwriter reputation and retained ownership proportion significantly

influenced analyst perceptions of expected underpricing. There was a significant

positive relationship between retained ownership proportion and expected

underpricing implying increased issuers’ opportunistic behaviours at IPO (Bruton,

Chahine & Filatotchev 2009; Robinson, Robinson & Peng 2004).

The findings imply that Australian resources sector issuers should allocate relatively

more funds to hiring a reputable underwriter as this is the most influential and

informative IPO signal, holding retained ownership proportion constant. Significant

interaction effects between the IPO signals revealed that participants processed cues

configurally. Contrary to existing literature, investment analysts portrayed an above

moderate degree of self-insight when assessing their own evaluation.
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Chapter 1 - Introduction

1.1 Introduction and Overview

The aim of this thesis is to investigate the influence of retained ownership

proportion, underwriter reputation, independent geologist reputation, and

investigating accountant reputation on analyst perceptions of information asymmetry,

attractiveness of IPO, and expected underpricing associated with Australian

resources sector IPOs. An IPO is one of the primary options for raising equity capital

for private firms such as those in the Australian resources sector (How 2000;

Nguyen, Dimovski & Brooks 2010; Ritter 1991). The sector is important to the

Australian economy in terms of contribution to GDP and employment (Bird, Grosse

& Yeung 2013; Dimovski & Brooks 2006; How 2000). Although the Australian

resources sector has a few major companies, over the last twenty years (between

1993 and 2013) there has been a surge in the number of junior exploration IPOs

through the Australian Securities Exchange (ASX) (Kreuzer, Etheridge & Guj 2007).

Such new floats offer investment opportunities for both institutional and individual

investors and therefore warrant more attention given Czernkowski and Ferguson’s

(2006, p. 2) assertion that “this industry is, however, largely under-researched in the

capital markets context in Australia, due to the asymmetric properties of information

within the industry and lack of domain knowledge among capital market

researchers...”

There has been substantial research both in Australia and internationally focusing on

performances and characteristics of IPO firms (Barnes 2006; Carter & Power 2012;
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Finn & Higham 1988; Ritter 2003b; Ritter & Welch 2002). However, the debate on

how IPO firms are evaluated is ongoing. Certo (2003, p. 432) argues that, “[p]rivate

firms undertaking IPOs typically are unknown to potential investors and suffer from

a liability of market newness”. The “liability of newness” (Stinchcombe 1965, cited

in Carroll & Delacroix 1982) is associated with the discounts investors place on IPO

firms for not having traded publically before. To learn more about the future

prospects of resources sector IPOs, the offer documents are the starting point of the

information gathering process (Brooks, Fry, Dimovski & Mihajilo 2009). In addition,

proponents of signalling theory (Brau & Carpenter 2012; Ritter 1984a; Spence 1973)

suggest that one can learn more about issuing firms by investigating the flow of

information among the various parties involved in an IPO process (Ramsay & Sidhu

1995).

First, the issuing owners have an interest in the success of an IPO process. This is

especially the case where the issuing owners have long-term perspective of their

firms. Second, apart from issuing owners, key IPO participants have reputational

capital to protect (Carter & Power 2012; Schanz 2006). Thus, interactions between

issuing owners and key IPO participants are hypothesised to impact on

characteristics of Australian resources sector IPOs. From the IPO literature, this

study draws four measures of signalling that have an influence on analyst perceptions

of information asymmetry, attractiveness of IPO, and expected underpricing.

The four IPO signals include retained ownership proportion, underwriter reputation,

independent geologist reputation, and investigating accountant reputation. IPO offer

documents contain pertinent information about these four IPO signals for Australian

resources sector firms. This thesis extends the works of Spence (1973), Balvers,
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McDonald and Miller (1988), and Brau and Carpenter (2012) by modelling the four

signals at IPO using experimentation and semi-structured interviews.

The rest of Chapter One is organised as follows: Section 1.2 sets out the economic

context of this study. The section describes the resources sector importance to the

Australian economy followed by an industry analysis. Section 1.3 addresses IPO

literature gaps filled by this study. This study’s conceptual framework and the related

research model are also presented in this section. Section 1.4 describes the purpose of

the study and its contribution to knowledge. The research methodology is highlighted

in Section 1.5 while definitions of key terms used are contained in Section 1.6.

Section 1.7 covers the study’s assumptions and limitations. An overview of the rest

of the thesis concludes the chapter in Section 1.8.

1.2 The Australian Resources Sector

This section discusses the importance of the Australian resources sector to the

Australian economy. It highlights how the sector has helped the Australian economy

overcome global economic challenges in the past as well as the sector’s future

potential. The section concludes with a discussion on Australian resources sector

ASX listing activities.

1.2.1 Significance of the Australian Resources Sector to the Economy

Australia ranks highly among developed nations that are endowed with vast natural

resources. Although resources sector activities are spread across Australia, they are

predominantly located in Western Australia and Queensland (Barber et al. 2013).

Australia has a thriving financial sector with no visible elements of “resource trap or
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resource curse” commonly associated with resource-rich economies (Kurronen 2012,

p. 5). The Australian economy’s capability to withstand the undesirable influence of

2007-2008 Global Financial Crisis (GFC) is attributed to the economic gains of the

“resources investment boom” (Sheehan & Gregory 2013, p. 51) and “a fairly

effective regulatory system” (Wettenhall 2011, p. 77) among other reasons.

In describing the GFC’s outcome, Wettenhall notes that “Australia suffered less than

many other countries with advanced economies, and less than was anticipated when

its own recovery strategy was developed around September 2008” (p. 89).

Economic “booms” do not last forever. Since 2012, signs of a fading Australian

resources boom have started to show (Minifie, Cherastidtham, Mullerworth &

Savage 2013). Sheehan and Gregory (2013, p. 133) have indicated that the way

forward “is to manage the implications of the unwinding of the resources boom for

domestic demand and employment”. This can be interpreted as a call for continued

sound monetary and fiscal policies in the management of economic gains emanating

from the resources sector.

The importance of the Australian resources sector (Dimovski & Brooks 2006; How

2000; Nguyen et al. 2010) and its influence on other sectors, and the economy as a

whole has been demonstrated by Arsov, Shanahan and Williams (2013, p. 55) who

state:

The fact that resources investment has been such a significant contributor
to economic growth in recent years, and that very little of this investment
has been funded with bank debt, partly helps to explain why intermediated
business lending in Australia has been lower in recent years than might be
expected given the reasonable economic growth.
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The benefits reaped from the resources sector’s growth have trickled down to other

industries that support the sector. In describing the implied magnitude of effect,

Rayner and Bishop (2013, p. 38) remark that given “certain assumptions for relative

prices, the spillovers from the resource sector to activity in other industries appear to

be large”. These authors contend that the identified linkages are associated with the

high level of employment in the resources sector and the industries servicing the

sector. Despite these positive linkage implications, Gregory (2011, p. 29) has

cautioned that “the employment growth being generated today is from a construction

boom as new mines are built. This is a labour intensive activity. In the long run,

when the construction stops, mining industry exports will employ very little labour”.

Nevertheless, despite Gregory’s (2011) sentiments on employment implications, the

resources sector will continue to occupy a strategic position in the Australian

economy. To put it in perspective, the Bureau of Resources and Energy Economics

note that:

In the ten year period 2003 to 2012, around 390 resources and energy
major projects progressed to the Committed Stage with a combined value
of $394 billion, of which $268 billion are still under construction and not
yet complete. (Barber et al. 2013, p. iii)

These figures suggest that sixty-eight per cent of the projects are still in the

implementation stage implying that the sector’s potential contribution to investment

activities, job creation, and the economy is yet to be exhausted (Bishop, Kent, Plumb

& Rayner 2013). An industry analysis focusing on resources sector activities is

presented in the next section.
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1.2.2 Industry Analysis and Motivation for Listing

The Australian resources sector life cycle can be described as ‘mature’ given the

existence of a few major companies, increased mergers, and acquisition activities

(Lam 2010), as well as the performance of the metals and mining index (S&P/ASX

300) which has tracked the main index (S&P/ASX 200) for the period from 1993 to

2012 (ASX 2013). In relation to business cycles, the Australian resources sector can

be described as cyclical as it tends to track the global commodity price fluctuations

while being affected by global economic swings (Bird et al. 2013; Williams 2012).

Such swings have had a positive impact on the Australian economy which

experienced a resources investment boom between 2003 and 2012. Sheehan and

Gregory have highlighted that:

Resources booms are a recurrent feature of Australian life. As is widely
recognised, the current boom is of a scale, duration and significance not
seen before in our history, at least since the gold rush of the 1850s. The
resources boom, from its beginnings in early 2003, has had a powerful,
positive impact on Australia’s economic growth and on the incomes of
most Australians. (2013, p. 121)

On one hand, the demand for Australian resources sector products has been rising

since 2000 fuelled “by the rapid industrialisation and urbanisation of emerging

economies” (Arsov et al. 2013, p. 51). On the other hand, from the supply side point

of view, newer exploration technologies, extracting and processing resources sector

commodities have had a positive impact on profits due to reduction of costs

(Williams 2012), thus attracting new entrants (Porter 2008). Since 1993, 993 new

firms were listed on the ASX (Figure 1.1).
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Figure 1.1 Australian Resources Sector Listed IPOs

As Figure 1.1 shows the number of Australian resources listed firms fluctuated

slightly from 1993 to 1999 but have shown an upward trend since 2000. The highest

number of listed firms in the resources sector was reached in 2007, the same year as

the GFC. After 2007 there was a sharp decline in the number of resources firms

listed and the trend has not stabilised since.

The level of equity funds sought by the Australian resources sector firms at IPO is

depicted in Figure 1.2. The total amount of equity capital sought through ASX

between 1993 and 2013 was approximately $11 billion with relatively high amounts

sought in 2004 and 2010. Nevertheless, the magnitude of the amount sought and the

variations over time have tracked Australian business and economic cycles.
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Figure 1.2 Australian Resources Sector IPO Proceeds

The sources of funds for exploration, development, and production activities in the

resources sector vary depending on the nature of firms. Well-established firms fund

their operations using internally generated capital. However, within the Australian

resources sector there exist numerous junior firms with little or no established

operating history and inadequate access to debt capital (Arsov et al. 2013; Kreuzer

et al. 2007). According to the Australian Securities Exchange (2013), “[i]nvestors in

the Australian market have supported over 400 new junior resources floats in the last

5 years”. To put it into perspective, Williams has added that:

Junior explorers tend to rely almost exclusively on listed equity to finance
their operations and the boom in commodity prices over the past decade
has meant that these companies have had little trouble raising equity. The
resource boom has also resulted in a sharp rise in listings of new resource
companies – to the point where nearly half of all listed companies on the
ASX are now in the resource sector. (2012, p. 37)

In Australia, junior exploration firms have continued to perform well in resources

exploration activities in competition with well-established companies (Kreuzer et al.

2007) despite exploration activities being perceived as relatively risky.
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ASX listing rules require issuers to put together pertinent information about an IPO

in the form of an offer document which is used to promote the float to potential

investors upon registration with the Australian Securities and Investments

Commission (ASIC). Individual and institutional investors who subscribe to such

firms’ floats have varied investment motivations and perceptions of risks and returns.

For resources sector IPOs the information disclosed in an offer document which is of

relevance to this study include:

1. proportion of shares issued to the public relative to total shares;

2. independent geologist’s report;

3. investigating accountant’s report; and

4. underwriter’s details ( where applicable).

Although research has been directed towards IPO activities (Chapter Two: Literature

Review), how information disclosed in the offer documents influences aspects of

Australian resources sector IPOs remains under researched from investment analysts’

points of view.

This section has explored the Australian resources sector’s significance to the

economy in terms of contribution to GDP and employment. An industry analysis

indicates that the potential of the Australian resources sector is yet to be fully

exploited. Also presented was an overview of IPO activities from this sector.

The next section presents this study’s research problem.
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1.3 The Research Problem

To provide an understanding of Australian resources sector IPOs this thesis addresses

the following research problem:

To what extent do retained ownership proportion, underwriter

reputation, independent geologist reputation, and investigating

accountant reputation influence analyst perceptions of information

asymmetry, attractiveness of IPO, and expected underpricing for

Australian resources sector IPOs?

This section provides details of how the research problem was formulated beginning

with an overview of limitations in the current literature. It then presents the

conceptual framework, including theoretical underpinnings of this study. The section

concludes with a discussion of the research model.

1.3.1 Limitations in the Referent Literature

An IPO is an important method of raising much needed capital for exploration and

development activities for resources firms. Fama and French (2004, p. 229) state that

an IPO is a “point of entry that gives firms expanded access to equity capital,

allowing them to emerge and grow”. In order to arrive at an optimal investment

decision at IPO, both the issuers and the investors need to access all relevant

information and have the ability to process it. However, IPOs have been associated

with high information asymmetry. Barnes (2006, p. 178) provides grounds for this

argument by stating that “no prior market price is available to guide prospective

investors regarding issuing firm value, and substantial uncertainty and information

asymmetry will surround such new firms, about which little may be known”.
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The importance of mitigating information asymmetry cannot be underrated. Parties

with information advantage can use the information for their own benefits leading to

adverse selection and moral hazard problems (Bruton et al. 2009; Florin & Simsek

2007; Scott 2011, p. 21). Despite the heightened level of information asymmetry

surrounding resources sector IPOs (Czernkowski & Ferguson 2006), there is little

research that focuses on the flow of information among parties involved in an IPO

process. Although the resources sector continues to be an important pillar of the

Australian economy, no study exists which indicates how the IPO signals which are

the subject of this study influence analyst perceptions of information asymmetry,

attractiveness of IPO, and expected underpricing.

A suggested solution of knowing more about firms making an IPO is the use of

signals “when unequivocal indicators of quality are lacking or are unobservable”

(Sanders & Boivie 2004, p. 168). Reputational IPO signals that have received

considerable attention include underwriters (Logue 1973; Carter, Dark & Singh

1998) and auditors (Carpenter & Strawser 1971; Michaely & Shaw 1995; Titman &

Trueman 1986). Balvers et al. (1988) developed a theoretical model incorporating

underwriter and auditor signals while suggesting possible interactions between them.

This combination of reputational signals is empirically found to lead to lower

underpricing using archival data and regression analysis. However, the study stops

short of including other reputational IPO signals. They note that their “model can be

applied separately to either the selection of investment banker or auditor, but does

not allow for the interaction between the two” (p. 606). An Australian study that has

applied Balvers et al. model with three variables is that of How (1996). However,

How’s sample is of Australian industrial sector IPOs and excludes mining IPOs.
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While studies have analysed resources sector IPOs in Australia (Dimovski & Brooks

2006; Nguyen et al. 2010), the set of credible signals that influence, individually and

configurally, IPO aspects of such investments are yet to be explored in detail.

According to Ganzach (1997, p. 954), configurality refers to “the integration of

various pieces of information to arrive at an overall judgement”. From a normative

theory perspective, one would expect the reputation of the independent geologist

who verifies the prospects of resources companies at IPO to have received the

attention of many researchers in Australia. However, there is a scarcity of literature

which specifically considers such reputations in Australia. The only notable research

is How (2000). Thus there remains doubt as to whether independent geologist

reputation individually or in combination with retained ownership proportion,

underwriter reputation, and investigating accountant reputation has an influence on

analyst perceptions of information asymmetry, attractiveness of IPO, and expected

underpricing in the context of Australian resources sector IPOs.

From a market feedback point of view, an understanding of the main and interaction

effects among IPO signals is proposed to help mitigate the “liability of market

newness” identified by Certo (2003) as no study has been found to have extended the

economics of signalling in this area. The following section describes this study’s

conceptual framework.

1.3.2 Conceptual Framework

In relation to Australian resources sector IPOs, the three dependent variables of this

study: information asymmetry, attractiveness of IPO, and expected underpricing can

be explained by a set of four signals. Signalling theory has its philosophical roots in
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the scholarly works of Spence (1973) who applied signalling mechanisms in the job

market and argued that the theory is applicable for investment decisions under

uncertainty. He indicates that “[i]f the incentives for veracity in reporting anything

by means of a conventional signalling code are weak, then one must look for other

means by which information transfers take place” (p. 356). Leland and Pyle (1977)

have developed a theoretical model to explain the existence of financial

intermediaries in an information asymmetric environment. In an effort to overcome

information imbalance associated with Akerlof’s (1970) lemon problem, they argue

that issuers’ “willingness to invest in their firm’s equity serves as a signal of the

quality of the firm’s information and the assets selected on the basis of this

information” (p. 384). The use of signals in business, especially at IPO, to

communicate credible private information has gained credibility with Downes and

Heinkel (1982), Ritter (1984a), and Zheng (2006) finding evidence in support of

Leland and Pyle’s (1977) signalling hypothesis.

In situations where information asymmetry is prevalent, Cohen and Dean (2005)

have advocated the use of signalling mechanisms to reveal the quality of a firm at

IPO. Their study models the top executives of an organisation as a credible signal

which investors can rely on when making IPO investment decisions. Examples of

other signals that have been examined include debt levels (Ross 1977), dividends in

corporate finance, and the presence of a venture capitalist at IPO (Brav & Gompers

1997; Megginson & Weiss 1991).

Notably, the use of a signalling mechanism at IPO is not always supported. Some

studies have found no significant evidence to support the theory (e.g. Hartnett 2010;
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Kennedy, Sivakumar & Vetzal 2006). Nevertheless, while acknowledging these

studies’ contribution to knowledge development in this field there are still important

aspects of signalling theory that are important especially in situations where IPOs are

opaque (Carter & Power 2012; Sanders & Boivie 2004). The signals identified in the

literature review (Section 2.4 to 2.7) which are hypothesised to influence Australian

resources sector IPOs include retained ownership proportion, underwriter reputation,

investigating accountant reputation, and independent geologist reputation.

In an IPO setup, some participants can be more informed than others (Afzal, Roland

& Al-Squri 2009; Booth & Chua 1996; Rock 1986). In such situations signalling

theory asserts that issuers convey private information about the value of their

investments through certain actions such as the level of retained ownership and

association with reputable underwriters (Allen & Faulhaber 1989; Beatty & Ritter

1986). While addressing the theory of information asymmetry, Jegadeesh, Weinstein

and Welch (1993) provides an alternative explanation to signalling theory known as

market feedback hypothesis. They analyse a sample of U.S. IPOs for the period 1980

to 1986 and found evidence to suggest that “the market is better informed than the

issuer…” (p. 154). Using market feedback proposition informed investors can be

modelled using investment analysts whose role involves processing investment

information for the market (Wang, Haslam & Marston 2011).

The market feedback proposition is modelled and supported by Van Bommel (2002)

who argues that information exchange between issuers and investors at IPO helps to

reveal the firm’s nature. It also offers important feedback which guides the firm on

future investment decisions. In Van Bommel’s theoretical model the role of
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information production at IPO is done by “skilful analysts who rationally decide

whether to research the firm or not” (p. 135). In an empirical test of the market

feedback proposition, Van Bommel and Vermaelen (2003, p. 279) argue that:

An initial public offering provides the firm, for the first time in its history,
with the opportunity to retrieve information from a large pool of
knowledgeable investors. The IPO process not only gives a firm access to
public equity, but also reveals valuable information regarding the firm’s
true value.

This thesis relied on the market feedback model in using investment analysts as

expert judges for the investigation of the four IPO signals’ influence on information

asymmetry, attractiveness of IPO, and expected underpricing.

Most decisions in business can be attributed to either normative theory or positive

theory (Thaler 1980). Decisions emanating from normative theory are based on some

established standards while positive theory decisions are not grounded on solid

principles (Fama 1970; Yaqub, Saz & Hussain 2009). From the normative and

rationality principle, the higher the expected value the better for any conflicting

outcomes (Markowitz 1952a). However, when investors are evaluating alternative

investments for inclusion in a portfolio they go beyond the expected value especially

in a situation of uncertainty. This is in line with Expected Utility Theory (EUT)

(Mongin 1997; Yaqub et al. 2009). Despite its usefulness in investment decision

making, EUT has been criticised, especially when decision maker behaviour under

conditions of uncertainty is considered (Tversky 1975). The deviation from

normative theories when the decision maker is taken into consideration is due to the

fact that behaviour is purposive and goal-directed (Einhorn & Hogarth 1981).
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Behavioural finance has recently received increasing attention from researchers.

Besides the use of financial models and theories, it incorporates the reasoning pattern

of investors (Ricciardi 2006; Ritter 2003a). Attention has turned to this field to

explain persistent anomalies observed in financial markets (Grinblatt & Keloharju

2000). Ricciardi and Simon (2000, p. 27) emphasise that “behavioural finance

studies financial markets as well as providing explanations to many stock market

anomalies”. It focuses on the human aspect of the decision making processes

(Shefrin & Thaler 1988; Van der Sar 2004). In contrast, to test various financial

theories, researchers make use of archival data and inferences of correlation based on

statistical modelling. Sometimes the results provide evidence to support the theories

while other cases raise doubts on the existence of a relationship (Zheng 2006).

This thesis’ choice of decision makers rested on a belief that despite behavioural

biases (Section 2.8), investment analysts are well situated to give sound market

feedback (Van Bommel 2002) on relationships that exist between this study’s

variables as presented in the conceptual framework.

The theories and concepts applied in this study are consolidated in the conceptual

framework presented in Figure 1.3.
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Figure 1.3 A Conceptual Framework: Australian Resources Sector IPOs

The relationships between the variables presented in the conceptual framework

(Figure 1.3) are further discussed in Section 1.3.3. The section covers this study’s

research model.

1.3.3 The Research Model

This study’s research model sets out the relationships between variables identified in

the conceptual framework (Figure 1.3). From the literature reviewed (Chapter Two)

and in line with signalling theory, there were four IPO signals that posited as relevant

to Australian resources sector IPOs namely:

1. Retained ownership proportion;

2. Underwriter reputation;
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3. Investigating accountant reputation; and

4. Independent geologist reputation.

As shown in the conceptual framework (Figure 1.3), the influence of the IPO signals

was posited to impact on three aspects of the Australian resources sector IPOs

namely:

1. Information asymmetry;

2. Attractiveness of IPO; and

3. Expected underpricing.

Based on market feedback proposition and behavioural finance implications,

investment analysts were used to assess the implied influence. The model is

illustrated in Figure 1.4.

Figure 1.4 Influence of Retained Ownership Proportion and Reputational
Capital Model
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Each variable is briefly discussed next. However, more detailed description and

discussion of evidence from the literature about each of these variables is set out in

the literature review presented in Chapter Two.

1.3.3.1 Independent Variables

The independent variables of this thesis are retained ownership proportion and

reputational capital represented by underwriter reputation, investigating accountant

reputation, and independent geologist reputation. Each of these variables is briefly

described next.

The retained ownership proportion is represented by number of shares retained by

issuing owners at IPO relative to the total number of shares outstanding. According

to signalling theory, high retention may imply, amongst other factors, that the owners

have faith in the company and its future prospects. Leland and Pyle (1977) have

developed a signalling model in which entrepreneurs signal the value of their

enterprises at IPO by retaining a higher percentage of ownership. Kennedy et al.

(2006, p. 52) have argued that, “the issuer has private information about the present

value of future cash flows that is unavailable to the investors”. As highlighted by

Hensler, Rutherford and Springer (1997) the percentage of insider ownership may

serve as certification that managerial decisions will coincide with information held

by outside investors. The issuing entrepreneurs of resources firms are assumed to

know more than the investors, in line with signalling theory.
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An underwriter is the most visible and familiar element of the initial public offering

process. Titman and Trueman (1986) have shown that an owner with favourable

information about the firm can convey this information to the market through the

quality of the underwriter thus positively influencing the firm’s value.

The underwriter reputation was proposed to be of importance in an IPO process in

this thesis. For instance, a direct way to mitigate information asymmetry is to hire a

prestigious underwriter (Carter et al. 1998; Helou & Park 2001). A comparable

argument has been proposed for mitigating underpricing at IPO (Beatty & Ritter

1986; Dimovski, Philavanh & Brooks 2011).

Geologists are professionals who are conversant with the resources sector and their

engagement in the IPO process may be taken to have a certification effect on an IPO.

By verifying and lending credibility to the information in the offer document,

a geologist can help mitigate information asymmetry. How (2000) has suggested a

geologists’ report is valuable for mining investors and that geologists have an

incentive to produce genuine reports to be included in the offer documents.

This thesis proposed that an independent geologist certification at IPO helps to reveal

information about a firm going public. The implications are that geologists with high

reputations are considered to be more accomplished.

The investigating accountant’s main role at IPO is to certify the truthfulness and

fairness of the financial statement presented in the offer documents (Beatty 1989;

How, Izan & Monroe 1995; Titman & Trueman 1986). By agreeing to be associated

with an IPO, the investigating accountant, who in some cases is also the auditor of

the firm, certifies the quality of the issue. Therefore, if reputational capital is
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valuable, prestigious accountants will refrain from issuing positive independent

accounting reports for low-quality issuers (Balvers et al. 1988; Beatty 1989).

The next section presents an overview of the dependent variables of this thesis.

1.3.3.2 Dependent Variables

As discussed in the previous section IPO signals either individually or configurally

were shown to have an impact on analyst perceptions of information asymmetry,

attractiveness of IPO, and expected underpricing.

Information asymmetry is associated with risk arising from using inaccurate

information or lack of adequate information. In an asymmetric information

environment one party has more reliable information than the other (Chiang &

Venkatesh 1988; Cohen & Dean 2005; Nayyar 1990). The use of information to

improve decision making and organisational outcomes is a topic that is receiving

considerable attention with academics and consultants attempting to provide insights

into how information can better be used (Bhabra & Pettway 2003; Kennerley &

Mason 2007). According to signalling theory, firms may attempt to mitigate

information asymmetry by associating themselves with stakeholders of high

reputation and by retaining a larger proportion of share ownership at IPO.

A firm may be attractive to investors if its predicted future cash flows are positive.

Such positive net cash flows need to be identifiable and backed by a history of

profitability. In such cases, attractiveness of an investment opportunity can be

evaluated using appraisal techniques such as price multiples and discounted cash

flow methods. The investment horizon for investors at IPO is diverse. Investors
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associated with flipping activities have a short term perspective in which they

subscribe to an IPO and sell their shares on the first day of trading (Bayley, Lee &

Walter 2006; Fishe 2002). On the other hand, there are other investors with long-

term perspective at IPO (Chahine, Arthurs, Filatotchev & Hoskisson 2012; Clark-

Murphy & Soutar 2004; Fama 1998). The attractiveness of an IPO as an investment

opportunity for such diverse groups of investors is yet to be documented. Where

information about a firm is scarce or unavailable at IPO, it is postulated that investors

will turn to secondary indicators of value to infer the attractiveness of the investment

and future prospects (Sanders & Boivie 2004). Such secondary indicators include the

four independent variables of this study.

Expected underpricing refers to the perceived percentage change from the offer price

to the market price at the end of the first trading day (Allen & Faulhaber 1989;

Welch 1989). The concept of underpricing has been arguably a persistent

phenomenon in almost every capital market (Durukan 2006). It involves the issuer

forgoing some capital at IPO as the shares are normally issued at discounted prices

(Daniel 2002; Loughran & Ritter 2002), a condition which violates EUT (Machina

2004; Thaler 1999; Tversky 1975).

1.3.3.3 Decision Maker and Model’s Network of Association

The theoretical framework represented in Figure 1.3 shows that issuers of a resources

sector firm making an IPO will know more about its future prospects in line with

Leland and Pyle’s (1977) theoretical model. At the same time, parties with

reputational capital at stake who are closely related to a firm will interact during the

IPO process and therefore share the firm’s information. These parties include the
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underwriters, investigating accountants, and independent geologists. The reputation

of these participants is differentiable as each has an interest to protect. By agreeing

and lending credibility to the information in the offer documents, these key

participants help to mitigate IPO investors’ risks.

As the level of retained ownership and reputation increase or decrease it impacts on

analyst perceptions of information asymmetry, attractiveness of IPO, and expected

underpricing. A link established between the four IPO signals and each of the three

dependent variables is depicted in Figure 1.4. In this study, investment analysts were

identified as the expert decision makers as well as providers of market feedback.

In line with Slovic, Fleissner and Bauman (1972) and Leung & Trotman’s (2008)

configural information processing argument, it was hypothesised that investment

analysts use an interactive and inclusive process involving all the IPO signals to form

an opinion from the information collected about an IPO firm. In many cases, issuers

and investors subcontract the investment decision making process to investment

analysts. Thus, as depicted in Figure 1.3 and Figure 1.4, this study proposed that

retained ownership proportion, underwriter reputation, independent geologist

reputation, and investigating accountant reputation, either individually or in

combination influence analyst perceptions of information asymmetry, attractiveness

of IPO, and expected underpricing.

This section has highlighted the main literature gaps which are filled by this study

and presented the theoretical underpinnings. This section has presented the

conceptual framework and research model of the study which incorporates the

linkages between the independent and dependent variables. A dominant
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characteristic of each of the variables has been explored. Finally, the use of

investment analysts as expert judges has been described. The following section

describes the purpose and significance of the study.

1.4 The Purpose of the Study

Despite their importance to the Australian economy, resources firms operate in an

information asymmetric environment. They are therefore considered as higher risk

investments (Brailsford, Heaney & Shi 2001) and experience significantly higher

underpricing at IPO and post-issue price volatility (How, 2000). An examination of

analyst perceptions of information asymmetry, attractiveness of IPO, and expected

underpricing in relation to Australian resources sector IPOs is a further step towards

understanding the investment opportunities such firms present to stakeholders.

The aim of this section, therefore, is to present this study’s aim and objectives as well

as its significance.

1.4.1 Research Aim and Objectives

This study investigated the signalling influence of retained ownership proportion,

underwriter reputation, independent geologist reputation, and investigating

accountant reputation on analyst perceptions of information asymmetry,

attractiveness of IPO as an investment, and expected underpricing in relation to

Australian resources sector IPOs. The specific objectives of the study were to:

1. Gain an indication of the relative importance of the four independent

variables on analyst perceptions of information asymmetry, attractiveness

of IPO, and expected underpricing.
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2. Determine whether investment analysts consider the influence of retained

ownership proportion, underwriter’s reputation, independent geologist’s

reputation, and investigating accountant’s reputation individually or

configurally.

3. Examine investment analysts’ degree of self-insight in decision making

processes.

1.4.2 Contribution to Knowledge

This study makes major contributions to knowledge in three areas. First, it offers

increased understanding of the potential use of signalling mechanisms at IPO for

Australian resources sector investors which are associated with heightened

information asymmetry, providing the relative main and interaction effects of four

IPO signals. The IPO signals’ effectiveness applied on specific aspects of resources

sector offerings aids the issuers, investors, and researchers in formulating investment

assessment criteria at IPO. Signalling at IPO is a costly exercise (Bruton et al. 2009;

Grinblatt & Hwang 1989; Kennedy et al. 2006). For instance, Spiess and Pettway

(1997) have argued that underpricing is a costly signal to the issuers in form of

foregone capital. Hiring reputable underwriters, independent geologists, and

investigating accountants at IPO comes at a significant cost as “potential investors

may demand that the issuing firm hire reputable certifiers of information…” (Beatty

& Ritter 1986, p. 214). The inclusion of the independent geologist reputation variable

in the evaluation provides additional market feedback on a relevant signal that cannot

be evaluated in relation to Australian industrial or financial sectors at IPO.

The investigations undertaken in this thesis adds to knowledge regarding the
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relevance of cues and signals influencing identified aspects of Australian resources

sector IPOs, thus offering empirical support to signalling theory.

Second, the relationship between variables affecting aspects of Australian resources

sector IPOs is modelled in this thesis using both primary data and expert judgment of

the investment analysts. This thesis contributes to knowledge by addressing

Jenkinson and Jones’ (2009, p. 1477) concern that “[a]lthough investors are central

to the IPO process, little evidence has been produced as to how they assess IPOs”. It

extends the literature on resources sector IPOs beyond the normative analysis which

assumes that capital markets are efficient and investment decisions are based on EUT

(Adams, Thornton & Hall 2008; Ritter 2003a; Shiller 2003). From a traditional

finance point of view, researchers have investigated various aspects of IPOs using

archival sources and drawn conclusions based on statistical modelling, but results

have not always been conclusive (Zheng 2006). While results from such analyses are

useful (Dimovski et al. 2011; Downes & Heinkel 1982; Ritter 1984a), they fall short

of incorporating the human aspect of decision making. As behavioural finance starts

taking root in the scholarly world (Ricciardi 2006; Ricciardi & Simon 2000), it has

created an appreciation of alternative methodologies of gathering and analysing data.

This thesis extends behavioural finance knowledge by providing market feedback on

the IPO signals’ credibility using primary data (Brau & Fawcett 2006; Jenkinson &

Jones 2009). It provides direct evidence in the form of feedback on main and

interactive weights of the IPO signals based on experiment and semi-structured

interviews. These results can be compared with findings from archival sources

(e.g. Bruton et al. 2009; Carter & Power 2012; Sanders & Boivie 2004). Thus, the
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findings are of interest to both issuers and investors. Issuers will benefit by learning

which comparative IPO signals are effective from investment analysts’ point of view

and thus allocate resources appropriately. Investors gain added knowledge of relative

importance of the IPO signals which are information sources for investment

decisions.

Third, the question of how experts process information to arrive at a decision has

received researchers’ attention yet there is scope to further clarify how investment

analysts’ process IPO cues (Leung & Trotman 2008; Mear & Firth 1987).

This thesis’ results contribute to the growing body of knowledge on configural cue

processing by professionals (Ganzach 1997; Leung & Trotman 2008; Schiff & Bento

2011; Slovic et al. 1972). The findings provide support to the argument that “analysts

conduct informed analysis filtering information to make public anything of value

relevance…” (Wang et al. 2011, p. 6). To stock market operatives and policymakers,

these results provide a better understanding of how investment analysts process

information when making IPO investment decisions.

This section has presented this study’s purpose and objectives. The presentation

included how the research has extended the IPO literature by investigating the

relative main and interaction effects of IPO signals on information asymmetry,

attractiveness of IPO, and expected underpricing. A discussion on the importance of

this study to issuers, investors, researchers, and policymakers has been presented.

To appreciate how this research was conducted, the following section discusses the

methodologies employed.
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1.5 Research Methodology

This study applied a mixed methods approach of both quantitative and qualitative

data. Mixed methods research draws its strength from the compatibility proposition

in which quantitative and qualitative methods can be used together in a research

study (Johnson & Christensen 2010; Quinlan 2011). Using multiple approaches

capitalises on the strengths and offsets the weaknesses of each (Deloof,

De Maeseneire & Inghelbrecht 2009; Sekaran & Bougie 2010). This study employed

experimental design and semi-structured interviews to collect primary data.

This section provides an overview of these two methodologies and the

implementation strategies, details of which are found in Chapter Three.

1.5.1 Experimental Design

In the first part of the research, the relative influence of the four modelled signals

(Figure 1.4) on analyst perceptions of information asymmetry, attractiveness of IPO,

and expected underpricing were empirically tested using factorial experimentation.

Each IPO signal was manipulated to determine its relative influence on the

dependent variables. This was achieved by testing for main effects and interactions.

A completely-crossed (2ସ=16 cases) factorial experiment was used with three

dependent variables. Charness, Gneezy and Kuhn (2012, p. 1) state that “[i]n a

‘within-subject’ designed experiment, each individual is exposed to more than one of

the treatments being tested…”.

The procedure of Analysis of Variance (ANOVA) involved dividing the total sample

variance into two components that were of interest. These components are within-

groups variance and between-groups variance. This facilitated a test of whether the
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observed differences in the level of dependent variables across the independent

factors could be attributed to chance or whether there were true differences between

them.

1.5.2 Semi-structured Interviews

In order to substantiate and understand the four IPO signals’ influence on analyst

perceptions of information asymmetry, attractiveness of IPO, and expected

underpricing in relation to Australian resources sector firms, qualitative data was

collected through semi-structured interviews. Investment analysts based in Australia

participated in the semi-structured interviews. One of the well-established strengths

of interviews is that a researcher can freely use prompts to obtain response clarity or

additional information (Johnson & Christensen 2010).

1.5.3 Data Collection Strategies

A questionnaire was administered to a sample of investment analysts based in

Australia containing sixteen short cases for evaluation with instructions on how to

carry out the exercise. The questionnaire also included self-insight questions to aid

the understanding of how analysts perceived their own evaluation process. In the

pilot study analysts took less 20 minutes to complete the evaluation (Section 3.4.4).

Semi-structured interviews were carried out using an interview protocol with a

smaller sample of investment analysts. The sampled investment analysts had specific

experience in Australian resources sector IPOs. Copies of both case evaluation

questionnaire and the semi-structured interview protocol are found in the appendix to

this thesis (Appendices B and F respectively).
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In summary, the experimental design and semi-structured interviews were used to

enhance validity and reliability. Sekaran and Bougie (2010, p. 385) support the use

of more than one methodology, arguing that “[t]riangulation requires that research is

addressed from multiple perspectives”.

This section has highlighted the two methodologies that were selected as well as the

implementation strategies. The following section presents the definition of terms

used in this thesis.

1.6 Definitions

For easier reference and clarification, this section defines the key terms used in this

thesis.

Expected Underpricing

Expected underpricing at IPO is defined as the probable percentage change from the

offer price to the market price at the end of the first trading day (Beatty & Ritter

1986; Ritter 1987).

Information Asymmetry

This thesis has adopted the economics and contracting theory definition of

information asymmetry. Information asymmetry occurs in decisions involving

transactions where one party has more reliable information than the other (Akerlof

1970; Scott 2011; Spence 1973). This creates an imbalance of power in transactions

which can cause mispricing of securities.
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Investment Analyst

The definition adopted is that of an individual associated with investment firms

researching securities and/or taking investment action to purchase or sell securities

for client accounts or for a firm’s own account. In terms of expertise, experience, and

career development, investment analysts may have served in various capacities as

“lenders (buy-side) and borrowers (sell-side)” (Vinod 2004, p. 53).

Resources Sector Firms

The resources sector firms of this study are enterprises that are required to engage the

services of an independent geologist at IPO. ASX Listing rules require that geology,

mining engineering, and metallurgy reports be completed by qualified members of

the Australian Institute of Mining and Metallurgy. Such reports form part and parcel

of the offer document utilised by investors in their IPO investment decision making

process. The resources sector firms are in two different Global Industry

Classification Standard (GICS) industry group: energy and material. As this study

focuses is on IPOs with a geologist report in the offer document, oil and gas firms

(from the energy category (GICS 10)) and metals and mining firms (from the

material category (GICS 15)) are considered.

Reputational Capital

A firm’s reputational capital is seen as a form of non-cash remuneration in return for

credibility. This study’s reputational capital definitions of an underwriter,

independent geologist, and investigating accountant is adopted from Fombrun 1996

(cited in Carter & Power 2012, p. 487) who states that reputational capital is “[a]

perceptual representation of a company’s past actions and future prospects that
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describes the firm’s overall appeal to all of its key constituents when compared with

other leading rivals...”. Although some attempts have been made to differentiate

prestige from reputation, this study used both terms synonymously (Certo 2003;

Shenkar & Yuchtman-Yaar 1997).

Retained Ownership Proportion

As applied in this study, retained ownership proportion relates to percentage the

issuing owners hold immediately after IPO event (Carter & Power 2012; Leland &

Pyle 1977; Robinson et al. 2004). Issuing owners are taken to include issuers of a

firm prior to going public and other associates such as venture capitalists who have

private equity ownership interests in a firm. Such interests are assumed to be aligned

with those of issuers at IPO. A similar definition is used in testing fractional

ownership and underpricing variables by How and Low (1993).

Independent Geologist

Independent geologist in this study is identified as a professional who is conversant

with the resources sector, as found in Chapter Five of the ASX Listing rules. The

engagement of an independent geologist in the process of resources sector IPOs is

taken to have a certification effect about the firm’s current business.
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Underwriter

An underwriter is the organisation hired by an issuer with pricing, selling, and

organising responsibility of an issue at IPO (Mokoaleli-Mokoteli, Taffler & Agarwal

2009). In this study, the term underwriter and investment banker are used

interchangeably (Beatty & Ritter 1986).

Investigating Accounting Firm and Report

An accounting firm in this study is one that provides accounting and fee-based

auditing services. The investigating accountant’s report is taken to be in form of a

review rather than an audit (Chang, Gygax, Oon & Zhang 2008).

1.7 Assumptions and Limitations of the Study

This section covers the assumptions and limitations of this study. It also describes

how the assumptions and the limitations identified were addressed in the course of

carrying out the research.

1.7.1 Assumptions

Despite the controversies surrounding the nature of reality, two approaches have

been documented to classify ontology: objectivist and subjectivist approaches

(Morgan & Smircich 1980). These two approaches differ on whether reality does or

does not exist. Holden and Lynch (2004, p. 405) recommend that “[o]nly the

intermediate philosophical position allows the researcher room to match their

philosophical perspective, methodology, and the problem at hand”. To address the

main research question in line with Holden and Lynch’s views, this study embraced

both objectivism and subjectivism ontology. This study made the assumption that to
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mitigate the limitations that may hinder acquisition of scientific knowledge on the

identified variables, which does exist, a methodology that employ controls of

confounding extraneous variables’ influence led to limited biases. In this regard, part

of the philosophical standpoint that underpinned this research emanated from post-

positivism epistemology which led to the experiment’s design. However, this

research was also influenced by constructivism epistemology despite its weakness of

overgeneralising findings (Onwuegbuzie, Johnson & Collins 2009; Schmidt 2001).

According to Quinlan (2011, p. 13), constructivism epistemology is based on the

argument that “reality is unique to each individual and to the manner in which each

individual, given their own unique set of circumstances and life experiences,

constructs, experiences and/or interprets their world”. This reasoning influenced the

selection of a semi-structured interview design to gain a first-hand understanding of

IPO signals’ influence on analyst perceptions of information asymmetry,

attractiveness of IPO, and expected underpricing. In addition, Quinlan illuminates

that “[q]uantitative data is positivistic and qualitative data is interpretivist or

constructionist” (p. 14). This study collected both types of data to address the main

research question.

Data for the experiment and semi-structured interviews was collected from

investment analysts who provide investment advice and manage investment

portfolios for individuals and institutional investors. Analysts are expected to

research IPO securities for inclusion in their investment portfolios. This involves an

in-depth analysis of firm characteristics, offer characteristics, and market conditions

in line with rational and behavioural expectations. As experienced information

processors, analysts rely on various information sources to arrive at reporting and
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investment decisions (Barker 1998; Byard & Shaw 2003). Given their training and

professional experience (Sanders & Boivie 2004), this thesis assumed that

investment analysts who participated in the experiment were able use theoretical data

to make credible investment decisions. This assumption’s validity was evaluated

against the data collected, the results of which are reported in Section 4.2. Overall,

the results indicated that the assumption was reasonable.

1.7.2 Limitations

The following subsections present the extent of this study’s limitation and how they

were addressed.

1.7.2.1 Limitations in Scope

Professional advisers play an integral role in achieving a successful listing. These

advisers assist with a wide range of issues including legal, financial, accounting,

valuation, offer document preparation, due diligence, underwriting, and marketing of

an IPO. There are also specialist advisers such as independent valuation experts for

specific industries. This study was limited to resources IPOs given the importance of

this sector to the Australia economy (Section 1.2). The independent variables under

consideration were limited to the retained ownership proportion, underwriter

reputation, independent geologist reputation, and investigating accountant reputation

which have been found in the literature review to be applicable to resources sector

IPOs. As a robustness check, the experiment questionnaire and the semi-structured

interview protocol were pre-tested in the pilot study phase (Section 3.4.4).
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Many theories have been put forward to explain IPO performances including those

based on asymmetric information, institutional setups, control consideration, and

behavioural approaches (Ljungqvist 2007; Ritter & Welch 2002). Limiting the set of

theories considered in this study allowed the use of a unique sample to test the

application to Australian resources sector IPOs. This study investigated signalling

theory and market feedback model at IPO. However, it is possible that the results can

be different if the same analysis is extended to include seasoned equity offerings

(SEO) and long-term performance of IPOs in the resources sector.

1.7.2.2 Limitations in Design

In both the experiment and the interview phases some additional factors such as the

timing of IPO and the state of the market at the time of issue were mentioned as

having possible impact on the IPO aspects of this study. Although such factors were

beyond the scope of this study, their effects were represented by the models’ error

terms in the experiment phase. The additional factors identified are not sector

specific. To minimise the effects of extraneous variables, clarifications were sought

through the semi-structured interview process with a view to gaining insights into the

magnitude of influence. No significant systematic influence was identified.

The results, however, should be interpreted with caution as “financial perspectives

can change depending on the market conditions” (Brau & Fawcett 2006, p. 405).

The selection of a four-way repeated-measure ANOVA meant that only the relevant

factors affecting resources sector IPOs as identified in this study’s literature review

were considered. For instance, the reputation of a geologist and the inclusion of a

geologist report in the offer document are specifically relevant to resources sector
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IPOs. Inclusion of general factors affecting IPOs would have created difficulty

comparing the results of the study to the limited body of resources sector research in

Australia.

1.7.2.3 Limitations in Application

This study used Australian data as the focus was on Australian resources sector

firms. Although the single-country focus could be argued to limit the application of

this study’s findings outside Australia, resources companies have diverse operations

throughout world. This implies that the results could be generalised to other

multinational resources companies which operated in countries with conditions

similar to Australia (Arvidsson 2012; Arsov et al. 2013). Given the existence of

similar participants such as underwriters in the IPO process of other industries, it is

also possible that the findings of this study could extend to other sectors. However,

while retained ownership proportion, independent geologist reputation, and

investigating accountant reputation vary from one firm to another, it is possible to

find resources sectors IPOs which are not underwritten. Therefore caution must be

exercised in generalising the results especially when analysing IPO investment

opportunities that are not underwritten.

1.8 Structure of the Thesis

This rest of the study is organised as follows: Chapter Two reviews the theoretical

and empirical literature which has a direct relevance to asymmetric information

theories and behavioural finance explanations. Relevant literature on all the variables

of this study is also reviewed. Chapter Three sets out this study’s methodology with a

presentation of research questions and hypothesis. Detailed explanations of designs
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and the statistical analysis that were used to test this study’s model (Figure 1.4) are

provided. Chapter Three also describes this study’s data source and sample’s salient

features. Chapter Four contains the research findings. It also includes a series of

robustness checks on the inferences obtained. Chapter Five presents a discussion on

the major findings of the study, conclusions, and implications for future research.
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Chapter 2 – Literature Review

2.1 Introduction and Overview

Once a firm decides to make a public issue it must also be ready to share information

with potentially diverse stakeholders. Chapter Two of this study is dedicated to a

review of the literature relevant to IPO signals. Studies of retained ownership

proportion and reputational capital are generally considered in the context of

underpricing of new issues. Most studies use archival data and multiple regression

analysis to infer the determinants of over and underpricing of issues (Gregoriou &

Kooli 2006; Loughran & Ritter 2004; Ritter 1991). One area that has received

minimal research attention is behavioural explanations of IPO activities.

Retained ownership proportion and reputational capital of key IPO participants are

identified in this study as the IPO signals that have an influence on firms that operate

under an information asymmetric environment. This study sought expert opinion on

how these IPO signals influence IPO aspects as hypothesised in the conceptual

framework (Figure 1.3). This chapter addresses the research gaps in the current IPO

literature. No studies have been found which give any indication of the relative main

and interaction effects of the IPO signals on analyst perceptions of information

asymmetry, attractiveness of IPO, and expected underpricing with a focus on the

Australian resources sector IPOs.
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The rest of Chapter Two is organised as follows. Information asymmetry theories

relevant to this study are reviewed in Section 2.2. The environment where

information asymmetry is prevalent is discussed followed by the implication of such

an environment on financial markets. Signalling and market feedback explanations

which are part of the information asymmetry propositions are discussed in Section

2.3. Here, the use of signals at IPO is explored to aid the identification of IPO signals

that have been used in the past to communicate a firm’s value. Sections 2.4 to 2.7 are

dedicated to a literature review of the four IPO signals of this study: retained

ownership proportion, underwriter reputation, investigating accountant reputation,

and independent geologist reputation. Each section is accompanied by a summary

subsection which identifies previous research and the gaps in the research filled by

this study in regard to each variable respectively. The literature on behavioural

finance is covered in Section 2.8. Section 2.9 contains literature that relates to the

investment analyst’s role of processing investment information. Research on the

dependent variables of this study: information asymmetry, attractiveness of IPO, and

expected underpricing is discussed in Section 2.10. As a way of filling the gaps in

current research literature, Section 2.11 discusses this study’s research model

presented in Section 1.3. A summary of the chapter is contained in Section 2.12.

2.2 Asymmetric Information Theories

The most prominent theories explaining IPO activities are those based on asymmetric

and symmetric information (Kennedy et al. 2006; Ljungqvist 2007; Ritter & Welch

2002). This section is dedicated to literature on asymmetric information propositions.

The discussion first explores the association between IPOs and information

asymmetry. It then continues with the implications the association has on financial
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markets. The section concludes with an introduction of the asymmetric information

theories which are a basis of this study’s model.

2.2.1 Asymmetric Information Environments and IPO Activities

Information asymmetries are prominent in financial markets (How et al. 1995;

Leland & Pyle 1977; Nayyar 1990) despite economic theories assuming that the

capital markets are characterised by perfect information (Beaver & Gonedes 1976;

Malkiel 2003; Modigliani & Miller 1958). For example, the capital asset pricing

model (CAPM) of Sharpe (1964) assumes that investors have homogeneous

expectations on various investments and therefore information is freely available

with no transaction costs. Similarly, Fama’s (1970) Efficient Market Hypothesis

(EMH) assumes that information relevant to investors is at the same time available at

low costs. Block (1999, p. 90) argues that, “EMH was initially postulated in the

1960s, and it has been under severe attack ever since as researchers claimed to

identify anomalies in almost every area of investments”. In regard to information

provision for presumed efficient markets, Barker (1998, p. 4) has questioned EMH

effectiveness by arguing that:

… if the market for information fails to make information available to the
stock market, and if the information that it does provide is incorrectly
processed, then even an informationally efficient stock market would fail
in its primary function of efficient resource allocation.

In commercial transactions some individuals or organisations have private

information that other parties do not have (Afzal et al. 2009; Healy & Palepu 2001).
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In order to optimise their investment decisions investors search for information on

each available investment alternative. They process this information using various

techniques before finally selecting the best opportunity. This search for information

comes at a cost. This is especially the case for young firms where according to Florin

and Simsek (2007, p. 128) “investors lack the codified knowledge typically available

for more established firms to reduce information asymmetry regarding the inherent

quality of a stock...”. The consequences of information asymmetry therefore can be

severe for financial markets especially at IPO and may have a profound effect on

EMH and normative theories (Tresch 2002). For private firms, there are no

obligations to disclose any privately held information. Andrews and Welbourne

(2000, p. 94) note that:

In a private company, members of the management team usually drive
decisions, and their performance goals focus on revenues or earnings.
The stock market, and accompanying demands to continually raise stock
price, need not enter the equation. Private firms often distribute their
stocks, but these firms control the distribution of shares and the shares are
not traded on public market. The first time the management team truly is
subjected to stock performance pressures is when it prepares for an IPO.

This notion is supported by Certo (2003) who argues that the transition point marks

an important stage in the firm’s development regarding information sharing with

stakeholders. At the conversion point (from private to public) initial owners equipped

with private information may engage in opportunistic behaviours leading to market

failure (Clarke & Shastri 2001; Healy & Palepu 2001). At the same time

opportunistic lower quality firms can enter the IPO market thus subjecting investors

to “lemon” market problems. Akerlof (1970, p. 495) demonstrates the problem as:
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The Lemons model can be used to make some comments on the costs of
dishonesty. Consider a market in which goods are sold honestly or
dishonestly; quality may be represented, or it may be misrepresented. The
purchaser's problem, of course, is to identify quality. The presence of
people in the market who are willing to offer inferior goods tends to drive
the market out of existence –as in the case of our automobile ‘lemons’. It
is this possibility that represents the major costs of dishonesty –for
dishonest dealings tend to drive honest dealings out of the market.

According to Rock (1986), the IPO market is composed of informed and uninformed

investors (Koh, Lim & Chin 1992; Ritter 1984b). Michaely and Shaw (1994, p. 280)

indicate that investors without information “lack special knowledge about the firm’s

future cash flow. This information asymmetry may lead to a ‘lemons problem', where

the uninformed investors end up primarily with the less successful IPOs”. If this state

of affairs is left unchecked, Forsythe, Lundholm and Rietz (1999) argue that sellers

of all but the lowest quality assets are likely to pull out from the market.

The relationship between asymmetric information and the valuation process has been

explored by Afzal et al. (2009) using a survey method on product valuation with one

group having symmetric information and the other having asymmetric information.

They report that participants with asymmetric information value products

significantly different from participants with symmetric information. They suggest

(p. 199) that “symmetric information may have provided more relevant cues to

subjects and thus had reduced the uncertainty, a probable effect of the availability of

information”. This thesis affirms the need to mitigate information asymmetry

especially in the process of valuing IPOs in order to give investors a level playing

field. On the other hand, Nayyar (1990) argues that information asymmetry gives a

competitive advantage to one of the transacting parties in an exchange.
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Researchers have varied views on information asymmetry explanations to IPO

anomalies. In a review of IPO activities, Ritter and Welch (2002, p. 1796) indicated:

…asymmetric information theories are unlikely to be the primary
determinant of fluctuations in IPO activity and underpricing, especially
the excesses of the Internet bubble period. Instead, we believe that
specific nonrational explanations and agency explanations will play a
bigger role in the future research agenda.

Loughran (2008, p. 2) similarly asserts that, “current literature has not reached a

consensus as to whether information asymmetry is a main driver of equity issues”.

This supports the need for further examination into this area in order to understand

which factors influence IPO activities.

2.2.2 Implications of Information Asymmetry

Two commonly known forms of opportunistic behavioural problems in commercial

transactions are adverse selection and moral hazard (Nayyar 1990; Sanders & Boivie

2004; Tresch 2002). These behaviours may also be viewed as manifestations of

information asymmetry (Afzal et al. 2009). Stiglitz (1985, p. 23) differentiates the

two, indicating that:

…while in models of adverse selection, there is imperfect information
concerning the characteristics of what is being bought or sold in the
market (labour, loans, or products), in moral hazard models there is
imperfect information concerning the action which the individual
undertakes...

While theories on moral hazard are centred upon governance (Bruton, Filatotchev,

Chahine & Wright 2010), monitoring, and control (Bergemann & Hege 1998; Jensen

& Meckling 1976) within an established organisation, of importance to this thesis are

explanations emanating from adverse selection as the focus is IPOs (Amihud, Hauser
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& Kirsh 2003; Michaely & Shaw 1994; Su 2004). Moral hazard problems emanating

from information asymmetry are prevalent in circumstances where investors, who are

regarded as buyers at IPO, are unable to observe issuers’ actions. For instance, Zheng

(2006, p. 306) states that “agency hypothesis suggests that entrepreneurs have better

incentives to work hard and add value to the firm when they retain more shares”.

Nayyar (1990, p. 514) has noted that, “[a]dverse selection problems arise when the

buyer is unable to observe either the seller’s characteristics or the contingencies

under which the seller operates”. At IPO, adverse selection has been associated with

a firm’s ex ante risk in relation to hidden information (Afzal et al. 2009; Sanders &

Boivie 2004). As an example of an adverse selection problem, Bruton et al. (2010)

indicates that managers may not reveal all private information about a firm. lauBoth

private and institutional investors need proper information at IPO to correctly make

sound investment decisions. The existence of informed and uninformed investors in

an information asymmetric environment is first described by Rock (1986) who has

formulated a “winner’s curse” hypothesis. This has been further tested by Benveniste

and Spindt (1989) and Aussenegg (2006) among others. Uninformed investors

having no information about the firm at IPO can find themselves bidding for shares

that are overpriced while informed investors bid for shares that are underpriced.

The former investors therefore face “winner’s curse” (Beatty & Ritter 1986; Koh

et al. 1992; Rock 1986).

A suggested solution to attract uninformed investors to an IPO is to underprice an

issue. Adverse selection and signalling propositions have been tested by Michaely

and Shaw (1994) using 947 U.S. IPOs issued between 1984-1988. The study derived
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a scenario in which underpricing, the main anomaly associated with IPOs, disappears

when there is no competition for information among investors. Michaely and Shaw’s

study found empirical evidence to support an adverse selection proposition but not

signalling theory. Similarly, Amihud et al. (2003) found evidence of adverse

selection in IPOs using 284 firms in the Tel Aviv Stock Exchange that made an issue

between 1989 and 1993.

From a buyer’s point of view, prices may be used to differentiate companies in

commercial transactions. High prices are charged by good companies with good

future prospects. Nayyar (1990, p. 515) has contended against the use of price alone

as an indicator of quality by stating that this “is insufficient to reliably signal quality

because of the existence of adverse selection problems”. In a laboratory experiment

examining communication with asymmetrical information, Forsythe et al. (1999,

p. 481) argued that:

Because of the efficiency gains that can be achieved by eliminating
adverse selection and because of the obvious incentives sellers have to
provide misleading information, regulators have focused considerable
attention on communication between sellers and buyers.

This can also be true for issuers and investors of IPOs in the resources sector where

the exploration and reserve disclosures are potential indicators of a firm’s quality

(Williams 2012).

2.2.3 Assessment

Free disclosure of private information is not always forthcoming even for highly

controlled industry sectors such as insurance and resources. Sanders and Boivie

(2004, p. 168) argue that “[d]etermining the value of new firms in emerging
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industries is a vexing problem for investors because of asymmetric information and

its associated risks of adverse selection and moral hazard”. As a way forward, Tresch

(2002, p. 19) has commented that, “[a] major research agenda in social decision

theory is the mechanism design problem: how to design preference-revealing

mechanisms such that the dominant, utility-maximizing strategy is for people to

reveal their true preferences”. There is therefore a need to identify signals used by

analysts in establishing economic value of an investment (Carter & Manaster 1990;

Cohen & Dean 2005; Leland & Pyle 1977). This agrees with Ritter and Welch’s

(2003) argument that non-rational explanations can provide future directions of IPO

research activities.

Theories of information asymmetry are many and diverse with some competing

explanations (Faugeron-Crouzet, Ginglinger & Vijayraghavan 2002; Kennedy et al.

2006). These theories include signalling theory (Allen & Faulhaber 1989; Brau &

Carpenter 2012; Cohen & Dean 2005; Grinblatt & Hwang 1989), market feedback

hypothesis (Jegadeesh et al. 1993; Van Bommel & Vermaelen 2003), and

information production and momentum models (Aggarwal, Krigman & Womack

2002; Chemmanur 1993). Kennedy et al. (2006) have evaluated models of

information asymmetry separately using a sample of 2,381 U.S. IPOs for the period

between 1991 to 1998. Although the various information asymmetry theories in

Kennedy et al.’s study are linked, their overlap is apparent. Regarding categorisation,

they argue (p. 51) that “[t]he theories are not mutually exclusive and some may be

more or less relevant than others depending on the circumstances of particular IPOs”.
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Organisations use diverse signals to communicate information and to mitigate

asymmetries of information (Afzal et al. 2009; Spence 1973). This study aims to

build on the IPO literature by evaluating signals that investors perceive as credible in

mitigating information asymmetry at IPO. Such signals also have an influence on

attractiveness of IPO investment opportunities and expected underpricing.

This section discussed asymmetric information theories as they relate to various

financial markets. It has built a framework to help understand the implication of

information asymmetry in relation to IPO aspects forming the building blocks of this

study’s conceptual framework (section 1.3). The following section reviews literature

on signalling and market feedback models.

2.3 Signalling and Market Feedback Models

In asymmetric information environments decision makers use a combination of cues

and available information to make optimal investment decisions. Investors who rely

on credible signals at IPO can be in a position to distinguish attractive investment

opportunities from unattractive ones. However, to what extent do investors make use

of signals and how effective are the signals? To explore this question further, the

literature review of this section begins with an evaluation of signal utilisation in

business and explores how signals have been used at IPO. The discussion then moves

on to explore reputational capital signals and market feedback proposition before

concluding with an assessment of the linkages between asymmetric information

theories and the research model of this study.
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2.3.1 The Role of Signals in Business

Brav and Gompers (1997, p. 400) state that “CFOs especially of large firms, view

strong historical earnings as the most positive signal in the IPO process”. Signals are

described by Downes and Heinkel (1982, p. 3) as “observable firm characteristics

which are directly controllable by the firm at the time of the equity issue and convey

information about the distribution of future cash flows”. Signalling models

presuppose that firms have informational advantages and therefore signals are used

to indirectly communicate a firms’ quality at IPO (Downes & Heinkel 1982; Ritter

1984a). Signal usage allows owners of firms to communicate information to

investors. Although some signals can be relatively expensive to generate they are

usually accompanied by anticipated benefits (Kennedy et al. 2006; Spiess & Pettway

1997). In valuing securities, investors and analysts rely on signals and cues to

estimate expected future cash flows. The expected cash flows form the basis for

investment valuation.

For valuation purposes, the use of signals is closely associated with fundamental

analysis. Lev and Thiagarajan (1993, p. 190) indicate that this “is aimed at

determining the value of corporate securities by a careful examination of key value-

drivers, such as earnings, risk, growth, and competitive position”. Their study

supports the relevance of fundamental signals in explaining earnings with respect to

excess returns. Fundamental analysis has also been found to be the most valuable

assessment method used by financial analysts (Pike, Meerjanssen & Chadwick 1993;

Wang et al. 2011). Financial statements are the most widely available source of

information on a firm’s economic activities. Financial statements are therefore used
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by investors and stakeholders as the initial point of investment evaluation for

established firms (Healy & Palepu 2001).

The shift towards reliance on non-financial information such as a firm’s board

composition has been demonstrated by Filatotchev and Bishop (2002) and Certo

(2003). These researchers support the use of signalling with board structures at IPO.

Analysts also use non-financial information in valuing investment opportunities

(Flöstrand & Ström 2006). Regarding new economy firms, Sanders and Boivie

(2004, p.168) state:

In circumstances characterized by significant uncertainty, markets may
sort firms based on observed social and economic structures, which serve
as secondary sources of information that may be used to reduce
information asymmetry. The secondary sorting characteristics markets use
are likely to be observable, have perceived correlations with true, but
unobserved, drivers of value, and vary across firms.

Using multiple regression analysis based on archival data they find significant

empirical evidence to conclude that in an information asymmetric setup, corporate

governance profiles can help distinguish a firm’s quality. Their study focused on a

sample of 184 U.S. Internet IPOs for the period 1993 to 1999. Apart from being

associated with “hot issues” (Günther & Rummer 2006) the period is also known for

information technology breakthroughs and thus “relatively high market values for

internet firms during the internet bubble...” (van der Goot, van Giersbergen &

Botman 2009, p. 548).

Supporters of signalling hypothesis therefore argue that despite IPOs being opaque in

regard to information, interested parties can still learn about them by observing their

distinct characteristics and behaviour (Bruton et al. 2010; Jegadeesh et al. 1993).
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Further, Almeida and Duque (2006, p. 326) state that “signaling hypothesis implies

the issue’s management has a high value reference for the company. In order to

signal this value over time, they underprice the IPO”. Although Spiess and Pettway

(1997) have a similar argument on underpricing, using a sample of 172 industrial

enterprises that made an IPO between 1987 and 1991 followed by a seasoned offer,

they do not find significant evidence to support a signalling hypothesis. This is an

indication that signalling explanations are not conclusively supported (Garfinkel

1993; Kennedy et al. 2006).

For firms operating in new markets (Sanders & Boivie 2004) financial signals are not

applicable if the firms have not operated before. This is also the case for exploration

firms with no credible operating history in the resources sector. The next section

reviews research on key participants’ reputational capital at IPO.

2.3.2 Importance of Reputational Capital Signals

The reputation of a firm or a professional may be regarded as a credible non-

financial signal in business transactions. Jackson (2005, p. 675) in a study of

professional financial analysts has provided empirical evidence that “reputation

matters in the market for professional advice”. The definition of reputation differs

according to disciplines, with the main focus being on communication, public

information, trust, and opinion. Various expressions, in practice, refer to exactly the

same idea, so a short detour to mention them is warranted. To differentiate reputation

from related terms such as prestige, image, and goodwill, Shenkar & Yuchtman-Yaar

(1997, p. 1361) state that, “[i]n sociology, prestige is the preferred term, in

economics, it is the reputation, in marketing, image, and in accountancy and law,
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goodwill”. Although their study prefers to use the term as a generic substitute, they

elaborate from a financial point of view that:

Economists focus on the potential buyer of a given product or a firm.
This buyer is assumed to be willing to pay a premium for reputation as an
imperfect substitute for direct knowledge, particularly in uncertain
situations where it is difficult to ascertain quality... (p. 1365)

While contributing to the importance of reputation in relation to insurance

companies, Schanz (2006, p. 377) has described reputation as, “a comprehensive set

of enduring stakeholder perceptions, opinions and expectations”. The importance of

reputation from a business perspective is also emphasised by Carter and Power

(2012, p. 487) who assert that, “[w]hile a good reputation is earned, a reputation can

be damaged very quickly and the repair process is usually long and expensive as

public trust is difficult to regain”. Using a sample of 76 insurance IPOs that went

public in the period 1996 to 2006, they propose that, “[u]sing reputation to signal

value, reduce costs and increase transparency may be especially important when

changing an insurance company’s organisational form to acquire capital by taking it

public” (p. 488).

Damaged reputation may have severe consequences for an organisation. Stansfield

(cited in Carter and Power 2012, p. 487) indicates that the repercussions of damaged

business reputations include “stock price declines, bank runs, sales declines, rating

downgrades, regulatory interventions and increased litigation among others”.

In relation to banks, Berndt and Gupta (2009, p. 726) have explained that:
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In a perfect market, reputation concerns should prevent a bank from
cherry picking and/or selling lemons on a systematic basis. If it is still
happening, it is perhaps an indication of a market failure, where the
investors have not (yet) recognized the adverse selection that they are
facing in the secondary syndicated loan market.

The discussion above illustrates that reputation is an important signal for both

publically quoted firms and firms intending to make IPOs. Unlike the accounting-

related fundamental signals identified and discussed in Section 2.3.1, reputation is a

non-financial variable. To support this point, Cohen and Dean (2005, p. 688) argue

that “information asymmetry between current owners and potential investors creates

the potential for owner opportunism and the need for convincing signals of firm

value”. However, there is a need to understand how parties in a commercial

transaction perceive the credibility of signalling mechanisms.

The next section presents a discussion on market feedback proposition. Literature on

the reputational capital of key IPO participants is further explored in Sections 2.5 to

2.7.

2.3.3 Market Feedback Proposition

Signalling theories are commonly attributed to parties with information advantage

(Akerlof 1970; Spence 1973) and in context where the market is composed of

informed and uninformed participants (Rock 1986). Parties with information

advantage at IPO include the issuers, underwriters, and other insiders such as the

board of directors and managers (Certo 2003; Helou & Park 2001; Jegadeesh et al.

1993). Jegadeesh et al. (1993) investigated signalling theory by analysing 1,985 U.S.

IPOs made from 1980 to 1986. Their research found no significant evidence to

support signalling theory. Instead, they prefer a market feedback proposition which
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proposes “that the market is better informed than the issuer and hence a higher return

on the IPO date implies that the issuer has underestimated the marginal return to the

project” (p. 154).

Van Bommel and Vermaelen (2003) have empirically investigated the market

feedback proposition. They argue that issuers tend to reflect on the market opinion

when making capital investment decisions about a firm. Their sample included 1,543

U.S. IPOs made from 1987 to 1995. They found strong evidence to support the

theory arguing that “companies that receive average positive feedback will spend on

average 16.9% more than companies that receive average negative feedback”

(p. 302). The results imply that the market reacts to feedback it receives through the

firm’s signalling activities.

Using a sample of 288 French IPOs made from 1983 to 1994, Faugeron-Crouzet

et al. (2002) have contrasted market feedback proposition with signalling theory

using an IPO and a seasoned equity offering (SEO) setup and different issue price

mechanisms. Apart from equity offerings, the study included other types of securities

such as debt instruments. Faugeron-Crouzet et al. have argued that negative feedback

at IPO implies that the issuing firms will switch from equity capital to other forms of

financing the next time a decision is made to raise capital. Nevertheless, they found

insufficient evidence to support the market feedback proposition. In relation to

underpricing at IPO, Kennedy et al. (2006, p. 50) have also reported “limited

support” for the market feedback proposition using U.S. IPOs and SEOs for the

period 1991 to 2001.
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2.3.4 Assessment

Studies evaluating signalling and market feedback theories are skewed towards the

U.S. market and are predominantly based on archival data. The market feedback

proposition initially identified by Jegadeesh et al. (1993) has been evaluated using

secondary data in which the price reaction and market demand at IPO have been used

as indicators of what the market thinks about floats (Faugeron-Crouzet et al. 2002;

Van Bommel & Vermaelen 2003). There is a need to investigate the application of

these two models using primary data from analysts who act as information

intermediaries for financial markets as hypothesised by Van Bommel (2002).

Fundamental financial signals like those utilised by Lev and Thiagarajan (1993), and

Abarbanell and Bushee (1997) are all important cues in an effort to estimate the

intrinsic value of investment opportunities. However, such fundamentals may not be

readily available for IPO firms that are in the early stages of establishment especially

if they operate in information asymmetry environments (Florin & Simsek 2007;

Sanders & Boivie 2004). Cohen and Dean (2005, p. 684) have noted that “investors

will rely inordinately on signals of economic value that they perceive as more

genuine, and disregard those factors deemed suspicious or manipulable”.

Resources sector disclosures are heavily regulated in a similar manner to insurance

sector firms studied by Carter and Power (2012). To overcome the ‘lemon’ problem

in regard to low quality cars, Akerlof (1970) suggests that a competent independent

mechanic can correct market failure by making reliable information on a used car’s

true worth available to buyers (Healy & Palepu 2001). Similarly, this study seeks for

IPO market feedback from investment analysts who in some cases independently

provide information on various investment opportunities. Research has yet to
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investigate IPO signals’ validity in terms of main and interaction effects on

information asymmetry, attractiveness of IPO, and expected underpricing from a

decision maker’s perspective. This study’s objectives address this gap.

This section has extended the review of asymmetric information theories by focusing

on signalling explanations as a useful way to disseminate information about a firm.

The use of signals has been explored in relation to IPOs and SEOs. The section has

evaluated the concept of reputational capital as a credible signal at IPO and the

application of market feedback hypothesis. To develop the variables incorporated in

the research model (Section 1.3.3), the next sections are devoted to a literature

review of this study’s IPO signals.

2.4 Retained Ownership Proportion

This section is dedicated to the literature review on company structure focusing on

issues related to initial owner’s retention levels at IPO and possession of a firm’s

private information. First, the section examines the background literature on process

and motivation for going public. Secondly, it focuses on impetus for communicating

private information to potential investors. Literature on retained ownership and

pricing of an IPO is then reviewed followed by other relevant signals that have been

used in combination with retained ownership. The section concludes with a review of

studies focusing on retained ownership proportion in Australia and an assessment of

the gaps filled by this study.
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2.4.1 Going Public

Although a corporation has its limitations in relation to taxes, this form of business

has more relative merits than demerits. Merits includes continuity of the enterprise,

no restriction on number and type of shares to issue, and shareholder protection from

personal liability for any activity of the corporation (Kleeburg 2005). For these

benefits to be realised, the capital market needs to be active in line with

Subrahmanyam and Titman’s (2002, p. 1075) assertion that, “[t]he benefit from

going public is greater in a large, liquid public market”.

In their study on the reasons behind firms going public, Ritter and Welch (2002)

suggest that firms are driven to raise equity capital and create a public market in

which founders and other shareholders can convert some of their ownership into

cash. Günther and Rummer (2006) have also suggested similar motivations for a firm

making an IPO. Brau and Fawcett (2006) have added that public shares can be used

for future acquisitions. This view had earlier been identified by Zingales (1995) who

argues that it is much easier for a potential acquirer to spot a potential takeover target

when it is public. Using data from Italy, Pagano and Panetta (1998) empirically

found that going public enabled companies to borrow more cheaply due to

“improved public information associated with stock exchange listing…” (p. 29).

Initial public offerings of stocks are the most important channel of new capital flow

for companies which do not have access to debt capital. The issuer’s primary

objective is to raise as much capital as possible thus maximising expected utility of

wealth as well as sharing risk with new investors (Datar, Feltham & Hughes 1991;

Dimovski et al. 2011; Mandelker & Raviv 1977; Stoughton & Zechner 1998).
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To potential investors, the motivation is to minimise the initial cost of investment in

a new issue subject to high returns. Therefore, a market-clearing price should be set

via the market system or through the help of investment bankers. However, the initial

intrinsic value of new entrants in the market is never known with certainty, leading to

underpricing. This is an anomaly that has proven pervasive throughout the world

(Loughran & Ritter 1995; Rajan & Servaes 1997; Ritter 1991).

In his study on the differences between European and American IPO markets, Ritter

(2003b) highlights the three main mechanisms used in an IPO process which are

fixed price, auction, and bookbuilding (Barnes 2006). Fixed price mechanisms refer

to contracts where the offer price is set relatively early before much information

about the state of demand is known. Loughran, Ritter and Rydqvist (1994) have

shown that fixed price mechanisms result in a high level of underpricing and have

become relatively uncommon in recent years. In Australia this is the preferred

method of issuing shares although researchers such as Dimovski and Brooks (2006)

have already questioned its relevance. Stock exchanges like Taiwan’s auction price

system- where IPO prices are based on investors’ bids- are popular. In the

bookbuilding process, underwriters collect information about demand for an IPO

from interested investors (Cornelli & Goldreich 2003). However, in the U.S. and

some European countries where bookbuilding is the norm, the offer price is set

slightly before trading and thus market movements between pricing and trading are

ignored while computing the level of underpricing (Barnes 2006). As stated by

Günther and Rummer (2006, p. 217), “one of the controversial features of

bookbuilding is that underwriters might allocate shares to investors on the basis of

favouritism”.
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The issuers of a private firm need to decide how much of the company is to be sold

to outsiders and how much is to be retained at IPO. They may also make a

subsequent offering at a later date especially if the IPO is successful (Aussenegg

2006; Carter & Manaster 1990; Spiess & Pettway 1997). If a company has promising

future prospects and the issuers have an interest in long-term success they may

decide to retain a higher proportion of the company instead of diversifying their

wealth. However, if the owners desire to exit the venture, they will sell their

proportion of ownership, thus endeavouring to maximise their return at IPO

(Markowitz 1952b). Using U.S. IPOs for the years 1991-1998, Kennedy et al. (2006,

p. 50) found that, “[t]he more shares insiders sell, the greater their incentives to incur

the costs of promoting the issue and generating information to minimize their

underpricing-related wealth losses”.

2.4.2 Private Information and Valuation at IPO

As highlighted in Section 2.4.1, one of the motivations for going public is to finance

viable investment projects with positive net present values. For private firms going

public such information is usually in the hands of the issuing shareholders and

management. The signalling theories discussed in Section 2.3 can be applied in

practice to convey this information to outside investors. Myers and Majluf (1984,

p.188) argue that:

…if managers have inside information there must be some cases in which
that information is so favorable that management, if it acts in the interest
of the old stockholders, will refuse to issue shares even if it means passing
up a good investment opportunity. That is, the cost to old shareholders of
issuing shares at a bargain price may outweigh the project’s NPV. This
possibility makes the problem interesting: investors, aware of their
relative ignorance, will reason that a decision not to issue shares signals
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‘good news’. The news conveyed by an issue is bad or at least less good.
This affects the price investors are willing to pay for the issue, which in
turn affects the issue-invest decision.

One of the outcomes of the model developed by Myers and Majluf is that, managers

have superior information which may therefore influence investment and financing

strategies of the firm (Rauterkus & Song 2005). However, the model is meant to

work under stringent assumptions such as the capital markets being informationally

efficient.

Unlike business ventures which are based on new innovations, resources companies

are normally start-up firms with mainly green field exploration programs (Kreuzer

et al. 2007; Williams 2012). The initial owners of these projects may be motivated by

recent discoveries of resources in a certain location or other forces such as an

increase in commodities’ world prices (Bird et al. 2013). Owners of these firms who

are considered “insiders” possess superior information about their own programs

which is not available to prospective investors (Menon & Williams 1991). In their

capital structure and financial equilibrium theoretical model, Leland and Pyle (1977)

show that an entrepreneur’s willingness to invest in their own project signals a

project’s quality. They argue that:

…information on project quality may be transferred if the actions of
entrepreneurs (‘which speak louder than words’) can be observed.
One such action, observable because of disclosure rules, is the willingness
of the person(s) with insider information to invest in the project or firm.
This willingness to invest may serve as a signal to the lending market of
the true quality of the project; lenders will place a value on the project that
reflects the information transferred by the signal. (p. 371)
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Thus, issuing entrepreneurs with superior private information will retain a higher

proportion of the firm if they believe their venture will eventually have a high value

(Bruton et al. 2009; Courteau 1995). By implication, it can be argued that high

ownership retention at IPO would have a direct negative influence on information

asymmetry and thus increase the value of the firm (Grinblatt & Hwang 1989). It is

also possible to assume that the level of retained ownership may have an influence

on the suitability of an IPO from an investor’s point of view.

Using the idea of observable and unobservable features of a firm going public,

Downes and Heinkel (1982) argue that an entrepreneur’s actions are valuable to an

investor who is evaluating a new venture. The key features of their study are

dividend policy and retention of ownership. In their sample of 449 firms that went

public between 1956 and 1969 in the U.S., insiders retained on average over

70 per cent of the original firm. In support of Leland and Pyle (1977), they assume

that entrepreneurs (insiders) possess more information than investors. In respect of

retained ownership, Downes and Heinkel use Leland and Pyle’s theoretical model to

support the hypothesis that “[f]irms in which entrepreneurs retain high fractional

ownership do indeed have higher values” (p. 9). Thus, in line with these findings it is

plausible to link the level of retained ownership and asymmetric information in

relation to valuation of new ventures. On the dividend signalling model they

conclude that there was no effect on the firm’s valuation and therefore attributed

their findings to possible omitted variables.
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Given the high level of uncertainty in exploration activities and fluctuating global

commodity prices, it is difficult for an outside investor to utilise observable

characteristics to assess expected future cash flows as argued by Downes and

Heinkel (1982) and Lee, Stokes, Taylor and Walter (2003). Exploration firms lack

evidence of past performance and therefore performance features such as dividend

policy are difficult to anticipate (Carter & Power 2012; Florin & Simsek 2007;

Sanders & Boivie 2004).

The level of retained ownership has been linked to underpricing of IPOs using

analysis based on archival data. Although this linkage is supported by Leland and

Pyle (1977) and Downes and Heinkel (1982), other scholars have not supported the

proposition. Ritter (1984a) does not find evidence of a relationship between the level

of retained ownership and firm value at IPO. He attributes the lack of evidence to,

among other problems, misspecification of tests. Similarly, Krinsky and Rotenberg

(1989), although hypothesising that the entrepreneur is believed to signal the firm's

true value through the proportion of ownership retained in the firm, conclude (p. 513)

that they “could not support the notion that the level of shareholdings retained by the

entrepreneur reveals his private information and thus increases issue value”. Notably,

most of the firms included in these studies have direct accounting disclosures such as

sales and earnings contained in the prospectus as evidence of past performance.

Extending the idea that entrepreneurs possess private and credible information about

their firm at IPO, Allen and Faulhaber (1989) advance the signalling model by

assuming that the best information about a new firm’s prospects is held by the firm

itself. They argue that before implementation, the firm’s founders have private
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information about the quality of their innovation. Investors are unable to directly

observe the quality and success or failure of the firm at IPO. However, they assert

that investors are likely to observe the price, dividends, and proportion of the firm

sold in the IPO in line with Downes and Heinkel (1982) idea of observable and

unobservable features of a firm going public. In their theoretical model of signalling,

Allen and Faulhaber deviate “from previous theories of underpricing by assuming

that the firm is better informed about its prospects than anybody else” (p. 319).

They argued that a firm’s favourable prospects could be communicated through

underpricing.

2.4.3 Pricing of New Issues

The signalling model asserts that issuers may elect to use signals to communicate the

firm’s quality to outside parties and thus reduce underpricing (Bruton et al. 2009;

Sanders & Boivie 2004). Beatty (1989) argues that underpricing transfers wealth

from owners to new investors and thus the issuing owners of a firm have incentives

to minimise underpricing by correctly pricing the offer. Grinblatt and Hwang (1989)

suggest that the value of a firm is positively related to the fractional ownership of the

issuer. They argue that an entrepreneur is assumed to have better information about

their firm’s future cash flows than outside investors. Therefore, to overcome the

asymmetric information problem, they signal by retaining a portion of the original

shares. Grinblatt and Hwang’s model is based on the premise that there is

information asymmetry about the expected value and variance. Their model shows

that two important signals that relate to a new venture’s value are the portion of

shares retained by the issuer, and the level of underpricing (Courteau 1995).

Grinblatt and Hwang model permits the existence of firms with negative net present
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value projects. This implies that their model can be used for resources companies

with no immediate cash flows during exploration periods.

Robinson et al. (2004) empirically tested the signalling relationship between

retention and underpricing. They note that the nature of the relationship remains

unclear. They indicate that past “empirical analyses of retention and underpricing

always specified linear functional forms and always concluded that underpricing was

not significantly related to retention” (p. 142). However, they assert that underwriters

and the investment public react differently to various proportions of ownership

retention thus influencing the level of underpricing. Underwriters in Robinson et al.’s

study are perceived to prefer a higher proportion of retention in order to protect

themselves “from the need to fulfil their contractual obligation for aftermarket price

support” (p. 142). This high level of retained ownership can induce fears of

entrenchment from the public’s point of view aggravating the agency problem

(Bruton et al. 2009; Jensen & Meckling 1976). Using archival data from a sample of

3,075 U.S. IPOs offered between 1988 and 1999, Robinson et al. use parametric and

nonparametric investigations to predict that underpricing is a hump-shaped

curvilinear function of retention. The findings of their study do not support the

argument of a positive linear relationship between firm value and retention (Jain &

Kini 1994; Keasey & McGuinness 1992). The question of how the level of retained

ownership influences the expected underpricing therefore remains unanswered.

Bruton et al. (2009) used a sample of 275 firms in the U.K. that were floated by their

issuing owners between 2000 and 2003 with a view of integrating adverse selection

and moral hazard agency conflicts as they relate to underpricing. They argue that
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entrepreneurs, having superior information about their firms, can use costly signals to

mitigate agency problems such as retaining significant ownership at IPO in line with

Leland and Pyle’s (1977) signalling theory. They derive a curvilinear relationship

between retained ownership by issuing owners and underpricing. By implication they

assert that founders’ retained equity may create a trade-off between incentives

alignment and entrenchment effect (Jensen & Meckling 1976; Robinson et al. 2004;

Shleifer & Vishny 1989).

2.4.4 Related Signals

The ownership debate is extended by Datar et al. (1991) who argue that issuers with

private information will be motivated to communicate this information to investors

so that the firm’s shares are not undervalued. They focus on owners of firms who are

presumed to be risk-averse. The issuing owners’ main aim at IPO is share the risk

with new investors and at the same time to raise equity capital. In their theoretical

model, Datar et al. argues the choice of auditor combined with the audit report only

provide a portion of issuer information. However, to resolve on investor’s risk, the

issuer can signal a firm’s value via the retained ownership proportion.

Copley and Douthett (2002) have tested Datar et al.’s (1991) model using a sample

of 1,023 U.S. IPOs issued between 1990 and 1997. They found a relationship

between the choice of auditor, retained ownership, and firm’s risk. They support the

proposition that issuers use auditor’s quality as a substitute to ownership retention to

signal their private information. Copley and Douthett conclude that “retained
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ownership and audit quality are chosen with consideration of private information

regarding expected earnings in a manner to minimise the overall cost of signalling”

(p. 53).

In a related analysis, Mayhew, Schatzberg and Sevcik (2004) question Copley and

Douthett’s (2002) findings due to the use of a restricted sample and inclusion of

variables omitted in other models, for example audit fee. To test Datar et al.’s (1991)

model, Mayhew et al. used experimental markets in which robot investors were used

in the baseline treatment. Human participants were used to play the role of

entrepreneur to illustrate the complexity of choices among multiple signals in IPO

valuation. Their study is motivated by the mixed support for Datar et al.’s model

tested using archival data. Their baseline market treatment using robots supports

Datar et al.’s theory that entrepreneurs at IPO will signal a firm’s quality by retaining

more ownership and contracting reputable auditors. However, when they

implemented the human-investor treatment the strategic interaction between owners

and investors made it difficult to reach a signalling equilibrium, thus failing to

support signalling theory.

Other signals that have been used to reveal information about a firm at IPO include

corporate governance mechanisms (Cohen & Dean 2005; Filatotchev & Bishop

2002). Using the underwriter reputation model developed by Carter and Manaster

(1990) and a random sample of 221 U.S. IPOs issued between 1998 and 1999, Cohen

and Dean (2005) found evidence that the “ TMT [top management team] is a valid

signal of firm value to investors” (p. 688).
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The issuing owners of a firm will not only decide on how much of the firm they want

to retain at IPO but also the length of period they will hold such proportions.

However, the issuers’ holding period will depend on the lockup period (Brau &

Fawcett 2006; Bruton et al. 2009). The lockup period is either stipulated in the offer

document or mandated by regulatory authorities (Courteau 1995). Leland and Pyle‘s

(1977) signalling model is extended by Courteau (1995) who includes the length of

the holding period as one of the signals for communicating the value of a firm at

IPO. The model advocates for a longer holding period. This is perceived to convince

investors of the issuers’ commitment to a firm and thus reduce risks. Courteau (1995,

p. 507) adds that:

Longer holding periods may also be necessary when the information
content of the financial reports released by a firm is low and very little
uncertainty is resolved at the end of the minimum retention period… This
is the case of firms going public very shortly after their formation, before
operations really begin. While they are in the development stage, their
financial reports contain very little information about their future
performance or their long-term prospects.

The above findings are relevant to Australian resources sector firms which have been

found to go public while relatively young compared to firms in financial and

industrial sectors (How et al. 1995; Williams 2012).

2.4.5 Retained Ownership in Australia

In support of the signalling theory, How and Low (1993) argue that firms seeking to

issue equity for the first time are faced with asymmetric information and therefore

tend to use underpricing and retained ownership proportion to signal their value.

They test Leland and Pyle’s (1977), Welch’s (1989), and Allen and Faulhaber’s

(1989) signalling proposition using 523 IPOs made in Australia between 1979 and
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1989. Using a multiple regression model they conclude that fractional ownership is a

significant explanatory variable of firm value despite evidence that linearity

assumption may not be appropriate for all firms. These findings support Robinson

et al.’s (2004) conclusions. A further implication of How and Low’s findings

relevant to this thesis is that IPOs in the mining industry have a higher firm value

relative to those in the non-mining industry.

In a related study, Lee et al. (2003) bring together the quality of the auditor, the

extent of voluntary disclosure, and signalling mechanisms which includes proportion

retained by the issuing owners. They used a sample of 266 Australian industrial firms

that listed between 1976 and 1989 arguing that Australia is a low litigation

environment (Clarkson & Simunic 1994). A notable characteristic of the market

within their period of study is that reporting firm’s forecast financial data in the offer

documents at IPO is voluntary. In relation to retained ownership at IPO they

conclude that holding litigation costs and underwriter’s reputation effect constant,

there is weak evidence of Datar et al.’s (1991) proposition that issuers trade-off the

signalling role of retained ownership and audit quality. They also challenge validity

of the Clarkson and Simunic’s (1994) test of Datar et al.’s (1991) model due to the

inclusion of mining companies arguing that:

Mining companies, which are often characterised as relatively risky,
provide prospectuses that typically focus on geological, rather than
financial data. We believe that confining the focus to industrial IPO firms
provides a more robust test of the DFH model, and this is supported by
subsequent tests that demonstrate the sensitivity of Clarkson and
Simunic’s results to the inclusion of IPOs by mining firms. (p. 381)
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2.4.6 Assessment

The debate on retained ownership proportion at IPO is extensive but not conclusive.

However, there is a consensus among scholars that the issuing owners of a company

can be in possession of superior private information. Disclosure of private

information to the public may not be forthcoming without resulting to adverse

selection costs (Bruton et al. 2009). This institutes the problem of information

asymmetry among stakeholders (Akerlof 1970; Rock 1986). There is little or no

explanation in the IPO literature on how information asymmetry, attractiveness of

IPO, and expected underpricing are influenced by retained ownership proportion for

resources sector IPOs.

While many variables have been used to explain underpricing at IPO, research on the

relationship between ownership retention and underpricing has yielded mixed

findings (Robinson et al. 2004). Contrary to the belief that a high level of retained

ownership reduces information asymmetry, Bruton et al. (2009, p. 921) have argued

retained ownership “greater than 32%” can lead to opportunistic behaviours that

increase moral hazard problems associated with entrenchment and conflicts with

other investors. Entrenchment implies that initial owners increase their stake of a

firm at the expenses of other interested parties (Bruton et al. 2009). At the same time

there is little documented evidence of interaction and simultaneous effect between

the level of retained ownership at IPO and other key participants’ reputational

capital. Most studies have used archival data to assess initial issuers’ signals and

neglect behavioural implications (Ricciardi 2006; Ritter 2003a). Thus, there is a

methodological deficit in the literature on the relationship between retained

ownership and information asymmetry, attractiveness of IPO, and expected
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underpricing. An understanding of how retained ownership proportion influences

such IPO aspects therefore needs to be addressed in line with this thesis’ research

objectives.

If the issuing owners and management possess private information about the future

potential of a firm it is proposed that such information will be shared with other key

participants who have an interest in the IPO process. The key participants are those

whose reputational capital is at stake at IPO and have a concern over a firm’s

success. The sections that follow review research on these key participants, starting

with the underwriter to an IPO followed by investigating accountants, and

independent geologists respectively.

2.5 Underwriter Reputation

A key participant in the IPO process is an underwriter. Courteau (1995, p. 490)

argues that underwriters:

…are in the market on a long-term basis. They have a reputation to
uphold so it is in their interest to restrict trades by insiders that would
make investors wary of the future offerings they will underwrite.

Similarly, Vos and Cheung (1992) have highlighted that underwriters have a

reputation and money at stake when they opt to underwrite an issue. In order to

comprehensively present related research on underwriter reputation, this section

begins with a review of underwriters’ functions. A review of a firm’s risk in relation

to underwriter quality is presented next. A review of an underwriter’s information

production role at IPO is then presented followed by underwriting practices in

Australia. Finally, an assessment of the literature gaps identified is presented.
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2.5.1 Underwriter Role and Classification

As a firm prepares to make an IPO it is common practice to engage underwriting

services. The dual role of underwriter for unseasoned offerings is discussed by Helou

and Park (2001, p. 29) who argue that to potential investors point of view

“the service reduces uncertainty about the true value of an issuing firm. To an issuing

firm on the seller side, the service reduces uncertainty about the market demand for

the stock”. The functions that underwriters perform at IPO are diverse. Underwriters

are responsible for pricing, selling, and distribution of an issue.

Underwriters can also provide additional services such as aftermarket price

stabilisation (Cornelli & Goldreich 2003; Mandelker & Raviv 1977). In some cases

the underwriter may underwrite an issue individually while in others the underwriter

participates in a consortium (Corwin & Schultz 2005; Krigman, Shaw & Womack

2001). Underwriter consortiums involve strategic alliances:

Underwriters may be included in the syndicate because they have loaned
money to the issuer, because of relationships with the customers of the
issuer, or because of personal ties between people at the issuing firm and
the underwriter. Others get a place in the syndicate because they clear
through or purchase research from the book manager, or because the book
manager and issuer want minority-owned firms participating in the IPO.
(Corwin & Schultz 2005, p. 446)

In a study on ownership composition and IPO mechanism, Stoughton and Zechner

(1998, p. 47) developed a model in which “the firm’s investment banker plays two

key roles: (1) identifying investor classes and enforcing differential treatment; and

(2) transferring value from the investors to the issuer”. Mandelker and Raviv (1977,

p. 683) have added that underwriters “underwrite the risk of fluctuations in the

market price of the securities being issued…”. A literature review on this risk and
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uncertainty involving equity offerings is explored in more detail in Section 2.5.2.

McDonald and Fisher (1972) assert that when pricing a new issue underpricing at

IPO is a result of “rent” distributed by the underwriter to the investors. Underpricing

is supposed to disappear as soon as relevant information about the firm is made

public in line with efficient market hypothesis. They indicate that underwriters reveal

diverse behaviour in setting offering prices. They find evidence of market

information efficiency based on a sample of 142 U.S. IPOs issued in the first quarter

of 1969. In regard to distinction between underwriters they conclude that “[s]ome

evidence was found as to a significant difference in the initial price adjustment of

offerings of two underwriters, implying a difference in their behaviour in pricing new

issues” (p. 102). While commenting on the work of McDonald and Fisher, Logue

(1973) highlighted that underwriters were not identified by class in the study.

Underwriters’ objectives may be aligned to the issuers’ or investors’ goals with the

possibility of multiple objectives. Logue (1973) argues that prestigious underwriters

are expected to price closer to the true value of an issue. Logue expects a difference

in the performance of IPOs underwritten by investment banks of different

reputations. In order to support this claim he divided a sample of 250 U.S. firms that

went public between 1965 and 1969 into those associated with prestigious

underwriters (83) and those associated with non-prestigious underwriters (167).

The study found evidence that, on average, issues underwritten by high quality

underwriters performed better than those by underwriters of low quality.

The difference is partly attributed to the nature of the issues and how each segment

responds to various stimuli suggesting there is a difference in pricing behaviour by

individual underwriters. Logue’s study is supported by Block and Stanley (1980).
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One limitation of Logue’s (1973) study, as highlighted by Neuberger and Hammond

(1974), is that it fails to consider the individual underwriter’s performance.

In advancing the underwriter pricing behaviour concept, Neuberger and Hammond

argue investors will consider the underwriter variable when evaluating prospective

new issues. They evaluate the performance of forty-eight underwriters using analysis

of variance. Their evaluation supported Logue’s idea that prestigious underwriters

are involved with large issues and fringe underwriters come to the market during IPO

hot periods. They conclude that prestigious underwriters’ portfolios appreciated in

value less than those of non-prestigious underwriters. The sample is taken from IPOs

for the period 1965 to 1969. Reilly (1977, p. 28) states that, “[d]uring the late 1960s

and early 1970s there was substantial interest in initial public offerings of common

stock” implying that it was a hot issue market (Ritter 1984b).

In a study distinguishing between pre and post 1970 IPOs, Reilly (1977) selected a

sample of 228 firms that made an issue between 1972 and 1975 in order to ascertain

levels of underpricing. He associates underpricing to underwriters pricing strategy,

arguing that new issues are risky and therefore investors should be compensated with

an above-average rate of return. The study concludes that underwriters underprice an

IPO to compensate investors with an excess return immediately after the issue.

Studies on underwriter roles and behaviour so far reviewed indicate that underwriter

reputation is important at IPO but are silent on the firm and its issuers who are

presumed to have private information. Neuberger and La Chapelle (1983) argue in

favour of small investors preferring reputable underwriters. They indicate that small

investors have limited accesses to IPO markets and would rely on underwriters
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associated with the highest average rate of return. They also link financial decision

makers to underwriter behaviour, stating that, “[t]he ability to identify pricing

behaviour by class of underwriter would facilitate financial managers in their

evaluation of financing alternatives” (p. 23). Unlike the market studied by Neuberger

and Hammond (1974), the study used a random sample of 118 underwriters that were

associated with an issue between 1975 and 1980, a market period that displayed both

bearish and bullish characteristics. Neuberger and Hammond’s study differs from

others studies as it incorporates three levels of underwriter prestige instead of two.

The top level is subdivided into prestigious and non-prestigious underwriters as is

common practice (Almeida & Leal 2010; Neuberger & Hammond 1974; Reilly

1977). The third category is composed of underwriters associated with low price

issues and offers issued on a best efforts basis.

An implication of Neuberger and La Chapelle’s (1983) findings which is relevant to

this thesis is that:

Investors should concentrate their new issue purchases from Tier III
underwriters, unless other available information regarding the issue's
attributes not quantified by this study indicate otherwise. These other
attributes not identified could include extra risk, inside information
belonging to others, etc. (p. 27)

Apart from confirming underwriter’s different pricing strategy, the presence of

asymmetric information can impact IPO valuation with underwriters of higher

reputations underpricing less. Using a sample of 1,182 U.S. IPOs for the period

between 1981 and 1985, Balvers et al. (1988) finds that when other influences are

controlled “the use of a prestigious investment banker reduces underpricing by

roughly ten per cent and the effect is significant at a p-level of less than 0.001”
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(p. 618). It is worthwhile noting that underwriter spread is “the compensation paid to

the underwriter for selling the firm’s security issue, as a percentage of the capital

raised” (Altinkilic & Hansen 2000, p. 191).

Regarding uncertainty at IPO, Carter and Manaster (1990) argue that low risk firms

attempt to reveal their low risk characteristics to investors by hiring prestigious

underwriters. They develop an underwriter ranking system on a scale of zero (lowest

prestige) to nine (highest prestige) and assert (p. 1056) that, “the reputation variable,

based on the tombstone announcements, provides a prestige ranking system that can

be used to empirically examine our model”. The sample of 501 U.S. IPOs

underwritten on a firm commitment basis issued between 1979 and 1983 is

subdivided into two portions. Testing for variable differences, one portion is

composed of 262 IPOs that were taken to market by prestigious underwriters.

The other group of 239 were IPOs taken to market by non-prestigious underwriters.

Carter and Manaster’s study concludes to maintain their reputation prestigious

underwriters identify themselves with low risk IPOs thus providing an effective

signal to investors. To gain a better insight of the risk and uncertainty at IPO, the

next section is dedicated to a review of the literature with a focus on underwriters’

activities.
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2.5.2 Uncertainty of Equity Offerings

Underwriter’s role at IPO is explored by Beatty and Ritter (1986) who argue that

underpricing equilibrium is imposed by underwriters and is directly related to the ex

ante uncertainty about the firm’s value at IPO. They argue that underwriters enforce

underpricing equilibrium because they have a reputation to keep and would therefore

not be tempted to engage in opportunistic behaviour (Courteau 1995). Their

reputation can enable them to reduce distribution costs and charge higher

underwriting fees. Contrast this to Chemmanur and Fulghieri (1994) who argues that

“lower reputation leads to lower market values for equity sold in the future, and in

turn, to lower future fees” (p. 58). To test the study’s propositions, Beatty and Ritter

use 1,028 U.S. firms that made an issue between 1977 and 1981. The sample is split

into subsamples based on timeframe to account for changing market shares and

industry effect. They argue that “there was a pronounced ‘industry effect’ for natural

resource issues from January 1980 to March 1981, as documented by Ritter (1984)”

(p. 219). Their analysis supports the argument that a market penalises underwriters

who take advantage of an underpricing equilibrium by underpricing too much or too

little. Their findings imply that firms making an IPO have an incentive to reduce

information asymmetry by voluntarily disclosing information.

In a related study, Johnson and Miller (1988) cast doubts on underwriters’ role at

IPO. They indicate that underpricing is positively related to uncertainty regarding a

security’s value, and not related to underwriter prestige. Their study acknowledges

the problem of measuring underwriter prestige by stating that “prestige does not

readily lend itself to unambiguous calibration” (p. 21). Using a sample of 962 U.S.

firms that made an offer between 1981 and 1983 they obtained evidence supporting
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the hypothesis that prestigious underwriters are associated with less relative

underpricing. However, based on the analysis they refute the role of underwriter

prestige and attribute low underpricing to differences in equity issues and not to risk

alone. Using proxies for ex ante uncertainty they indicate that issues underwritten by

prestigious underwriters are less risky. Schadler and Manuel (1994) have reached

similar conclusions using a sample of 334 negotiated seasoned offerings between

1977 and 1982. They add that markets respond differently to the announcement of

issues underwritten by prestigious and non-prestigious underwriters.

For firms with an existing borrowing relationship with established financial

institutions, information asymmetry between insiders and investors can be low.

A credit relationship with a financial institution can reduce underpricing and a

related firm’s value uncertainty given the due diligence performed by lenders before

granting a loan. James and Wier (1990) investigate this relationship with the aim of

establishing its effect on IPO costs. Using a sample of 549 IPOs that made an issue

between 1980 and 1983 in the U.S. the study concludes that IPO firms with an

established borrowing relationship reduce investor uncertainty about the market

value as well as increase IPO proceeds. However, the study found no significant

relationship between underpricing and the ranking of underwriters established by

Carter and Manaster (1990).

Megginson and Weiss (1991) use the relative market share of underwriters as a proxy

of their reputation with the assumption that the higher the average market share of

the lead underwriters, the higher is the reputation. The study compared venture

capital backed IPOs with non-venture backed IPOs that made an issue between 1983
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and 1987. They argue that venture capitalists are in a position to attract higher quality

underwriters and auditors. This would lower due diligence related costs as well as

protect reputational capital. The assumption is that venture capitalists will also

associate themselves with low risk firms as well to attract institutional investors

(Bergemann & Hege 1998; Brav & Gompers 1997).

Carter et al. (1998) use a sample of 2,292 IPOs to empirically test if a relationship

exists between short and long-run returns and underwriter reputation. They also test

the validity of reputation measurement. Using multiple regression analysis they

found that underwriters market less risky established IPO firms. Prestigious

underwriters are associated with less negative long-run market adjusted returns.

Of the three measures of underwriter reputation (Carter & Manaster 1990; Johnson &

Miller 1988; Megginson & Weiss 1991), they conclude that only Carter and

Manaster’s is significant when evaluated simultaneously both in the short and long-

run analysis.

2.5.3 Information Production

Given the relationship identified between a firm going public and an underwriter

reputation, it can be argued that there is substantial exchange of information between

the two parties. Using the three parties to an IPO (entrepreneur, underwriter and

investors), Chemmanur and Fulghieri (1994) model underwriters as intermediaries

for information production helping to reduce the adverse impact of information

asymmetry in financial markets. An implication of their study is that underwriters of

high reputation are more effective in reducing the impact of information asymmetry

in the equity market. One of the conditions for underpricing equilibrium as
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highlighted by Beatty and Ritter (1986) is that underwriters are not accurate

forecasters of aftermarket prices. However, Chemmanur and Fulghieri add that:

…while the investment bank may obtain more accurate information than
ordinary investors about the true value of the firm selling equity, typically
it does not have as much information as the entrepreneur. (p. 59)

This implies that entrepreneurs initially possess a firm’s superior private information

which is then communicated to investors through underwriters. They conclude that

acquisition of reputation is important in enabling underwriters to act as credible

information producers.

For unseasoned equity offerings, not all necessary information is incorporated in the

pricing process. The bookbuilding process can be a channel in which most

information about the firm is gathered and used to value firms (Benveniste & Spindt

1989; Cornelli & Goldreich 2003). Barnes (2006, p. 178) articulates that:

The fundamental assumption underlying the use of this mechanism is that
the underwriting firm has the best understanding of market conditions and
access to potential investors. The underwriter will research the issuing
firm; the firm and underwriter will subsequently engage in a roadshow to
elicit non-binding indications of interest in the new issue from investors,
many of which will be large institutions with formidable financing
potential.

Using a sample of fifty-five firms that went public in France between 1999 and 2001,

Barnes finds evidence supporting a combination of bookbuilding with other issuing

methods which may lead to more efficient price setting (Derrien & Womack 2003;

Sherman 2000). In a similar study, Cornelli and Goldreich (2003) carry out research

on sixty-three international equity offers for the period between 1995 and 1999.
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They conclude that bookbuilding does help in information extraction which is then

used in pricing an issue. The sample used in Cornelli and Goldreich’s study includes

both seasoned and unseasoned equity offerings.

2.5.4 Underwriting in Australia

Investment banks in Australia form part of financial institutions that support firms

wishing to sell new securities to investors through underwriting. However, as

Dimovski et al. (2011, p. 410) report, “Australian companies seeking to list on the

Australian Stock Exchange do not need to be underwritten to list”. The three forms

of underwriting arrangement are: firm commitment; best efforts; and stand-by

contracts (Mandelker & Raviv 1977). In their study focusing on information costs

and underpricing, Booth and Chua (1996, p. 309) have argued that “[b]est-efforts

IPOs are, on average, more underpriced than firm-commitment issues. Underwriter

reputation plays a more important role in firm-commitment IPOs than in best-efforts

IPOs”. Stand-by underwriting is a common practice in Australia (Lee, Taylor &

Walter 1996) where:

…the investment banker will purchase any securities that are not sold from
the issue at the offer price, less a spread, and will resell the shares later in
the market at the prevailing market price. (Parrino et al. 2011, p. 33)

On quality of information at IPO, How et al. (1995) used Australian data to carry out

a study incorporating the reputation of underwriter, investigating accountant, and

related industry experts. They argue that “the reputation of these advisers affect the

quality of the information provided, which, in turn, affects ex ante uncertainty and

thus the degree of underpricing of the IPO” (p. 88). In line with other studies, they

hypothesise that high reputation underwriters underprice less (Almeida & Leal 2010;
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Beatty & Ritter 1986). How et al.’s study uses frequency of engagements in the

sample and underwriter’s fees to measure underwriter reputation. Frequency of

engagement is justified by the fact that Australia does not have a ranking of

underwriters equivalent to that which is applicable in the U.S. (Carter & Manaster

1990; Johnson & Miller 1988; Megginson & Weiss 1991). Using a sample of 340

industrial IPOs over the period 1980 to 1990, the analysis based on multivariate

regressions finds evidence to support the hypothesis that firms underwritten by

prestigious underwriters are relatively less underpriced. The authors acknowledge

that the results hold particularly when reputation is measured by a percentage

underwriting fee.

Using a sample of 130 mining firms that made an issue in Australia between 1979

and 1990, How (2000) reports an initial average return of 107.18% calculated using

the first day of trading ending price and subscription price. Time delay between

registration and listing as well as the state of the market are the main explanatory

variables. However, the study’s univariate tests show that an underwriter’s

reputation, among other variables, has limited influence on underpricing at IPO. In

line with other research How’s study measures underwriter reputation using various

proxies such as underwriter fees and underwriter frequency of engagement within the

sample.

Australian researchers have used different methods to measure underwriter

reputation. Dimovski and Brooks’ (2006) study on gold mining IPOs adopts Carter

and Manaster’s (1990) ranking methods with a value of one (1) if the issue is

underwritten by a prestigious underwriter and zero (0) if otherwise. Of the 114 gold
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mining firms under investigation, 54 per cent were underwritten. Also included in

their study is the existence of the underwriter option which is used to evaluate the

underwriter sentiment. They assert that:

If underwriters are willing to accept options to buy more shares, then they
are likely to be more certain about the value of the IPO before listing
hence [sic] the lower the level of underpricing expected. (p. 6)

This variable is found to be significant in explaining underpricing of gold mining

IPOs although only twelve per cent of the sample offered options to the underwriters.

In an earlier study based on Australian industrial sector IPO secondary data,

Dimovski and Brooks (2004a) compared initial performance of underwritten IPOs

for the period 1994 to 1999 with those not taken to market by underwriters.

They report that issues underwritten are more underpriced compared to those not

using the services of underwriters.

Dimovski et al. (2011) evaluate an underwriter’s reputation in relation to

underpricing using 380 Australian unseasoned equity offerings from the industrial

sector for the period 1994 to 2004. They find evidence suggesting prestigious

underwriters are associated with a greater degree of underpricing. To proxy the

reputation of the underwriters, they use frequency of engagement and magnitude of

amount raised by each underwriter within the study’s period. The study concludes

that:

The regression results from the two reputation proxy variable models,
excluding outliers, suggest that the explanatory variables that significantly 
determine the level of underpricing return are the two reputation variables
(Reputation by Issues and Reputation by Capital Sought), market
sentiment, share options, capital sought and underwriter options. (p. 424)
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Although the study’s finding supports Loughran and Ritter’s (2004) argument that

entrepreneurs are likely to engage underwriters who favour investors by underpricing

more, there is room for more research on why the relationship is not the reverse.

Faced with a challenge of ranking underwriters, Firth and Smith (1992, p. 250) use

an appraisal to establish which underwriters are considered prestigious arguing that

“there is no published ranking of investment bankers/underwriters in New Zealand”.

Such a challenge is bound to be faced in Australia as well.

2.5.5 Assessment

An underwriter plays a vital role in pricing IPOs. The underwriter role at IPO

warrants closer scrutiny in line with Johnson and Miller’s (1988, p. 19) claim that

“the finding of differential underpricing is unsettling, since it implies an inherently

unstable situation”. The role of the underwriter in mitigating information asymmetry

at IPO remain unclear (Cohen & Dean 2005; James & Wier 1990). To study the

signalling effect of underwriter reputation Helou and Park (2001) used a sample of

543 industrial issues made in the U.S. between 1977 and 1988. They argue that

“underwriter reduces the extent of asymmetric information and therefore mitigates

the negative announcement effect of seasoned equity issues” (p. 42). There is a need

to verify these findings using IPOs issued by resources sector firms. This thesis

differs from Helou and Park’s (2001) study in that the focus is on resources sector

IPOs in Australia.

Resources firms form the bulk of Australian listings in terms of capitalisation (Arsov

et al. 2013; Williams 2012). Chemmanur and Fulghieri (1994) argue firms that face

an asymmetrically informed equity market should prefer to make underwritten equity
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offerings rather than market themselves directly. There is little in the IPO literature

to indicate the role of the underwriter for resources firms which have difficulty

attracting prestigious underwriters, have no borrowing relationships, or even venture

capitalist backing (James & Wier 1990; Megginson & Weiss 1991). Such firms in

early stages of establishment lack track records. Carter and Manaster (1990, p. 1046)

have argued that:

If investors have scarce resources to invest in information acquisition,
they specialize in acquiring information for the most uncertain
investments. Since informed investor capital migrates to the highly
uncertain IPOs the underpricing and subsequent price run-up for these
firms are greater.

There is need to conduct more research in this area to understand whether the trend

identified by Carter and Manaster applies to Australian resources sector IPOs from

an investment analyst point of view.

Whilst there is evidence to support that underwriters help mitigate information

asymmetry between insiders and investors for established firms, the evidence does

not extend to consideration of the effect of underwriters on IPO attractiveness. It is

not clear how the interaction of an underwriter with other key IPO participants given

different levels of retained ownership influences information asymmetry,

attractiveness of IPO, and expected underpricing. The relationship between

underwriter and expected underpricing needs further investigation to shed more light

on Barne’s (2006, p. 184) argument that “too much power in the hands of

underwriters may result in substantial underpricing”.
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This section has reviewed research on underwriters because of the role they play at

IPO in assisting firms to achieve their objective of raising capital and overseeing the

entire listing process. The question of whether there is an interaction between

retained ownership proportions (Section 2.4), underwriters’ reputation and the nature

of the relationship remains unexplained. Also not clear is how an underwriter’s

quality influences analyst perceptions of information asymmetry, attractiveness of

IPO, and expected underpricing. Another important key participant whose reputation

is also at stake in an IPO process is the investigating accountant. The following

section reviews research on the investigating accountant at IPO.

2.6 Investigating Accountant Reputation

Unseasoned firms usually also employ an investigating accountant at IPO.

Accounting firms are known to perform accounting and auditing roles as well as

other related consultant services in their daily activities. In support of the role played

by auditors, Mansi, Maxwell and Miller (2004, p. 756) highlight that, “the auditors’

dual characterization, as both insurance providers and information intermediary,

suggests that audits provide value to the capital markets”. This section reviews

literature concerning the engagement of auditors and investigating accountants (here

forthwith used synonymously) as information providers at IPO. Research on services

offered by investigating accountants is reviewed first followed by an insight into how

investigating accountants are classified. This is followed by research on interaction

between underwriters and investigating accountants. A review of literature on

investigating accountants’ role in pricing of IPOs is presented next. The last sections

contain a review of Australian auditing and accounting practice and an assessment of

identified research gaps.
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2.6.1 Audit Services

Accounting firms provide both consulting and audit services at IPO. In such a

situation a conflict of interest may arise. Parrino et al. (2011, p. 21) argues that:

…many large accounting practices provided both consulting services and
audits for companies. This dual function may compromise the
independence and objectivity of the audit opinion, even though the work
is done by different parts of the accounting practice.

To minimise conflict of interest they suggest that the conflicted party should consider

withdrawing their services. Another recommended practice is to completely reveal

any conflict of interest. This gives the parties involved in a transaction an

opportunity to evaluate the conflict of interest’s consequences before an engagement.

On transitioning from private to public a company is required to have its financial

reports audited. Included in the offer document are audited financial statements

especially for firms that have been in operation for some time. Datar et al. (1991,

p. 4) state:

The audited report on the firm’s current financial status is an important
element in a prospectus. The fact that firms often change auditors at the
time they go public provides evidence to support this contention. In
particular, these changes suggest that there is some benefit from switching
to what may be called ‘higher-quality’ auditors.

An auditor’s duty at IPO is to express an opinion on projected financial reports.

However, audit firms do not offer a standardised service (Balvers et al. 1988; Beatty

1989). Balvers et al. (1988, p. 607) in reporting Simunic and Stein’s (1987) study,

highlight that “[t]hey provide empirical support for the proportion that auditor

reputation is not homogenous”. Auditing firms differentiate themselves through the
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quality of services they provide (DeAngelo 1981; Firth & Smith 1992). Large

accounting and audit firms are of high quality as they have a reputation to protect

(Chang et al. 2008; Rauterkus & Song 2005). Consequently, auditing firms

associated with high quality services have invested resources in reputation building.

The have an incentive to preserve high standards to maintain their reputation.

The duty of such auditors is to screen their clients ensuring they only associate with

firms whose prospects help them maintain their high reputation.

Michaely and Shaw (1995) have indicated that “[b]eing associated with poorly

performing IPOs is likely to have a negative effect on their reputations” (p. 15).

This negative effect culminates in the loss of future clients and possible lawsuits.

To compensate for any losses, auditors screen their clients thoroughly, charging

higher fees for “risky” clients. In this regard, Beatty (1993), using a sample of 1,194

U.S. firms which made an issue between 1982 and 1984 found evidence suggesting

that auditors charged higher fees for clients that were de-listed, filed for bankruptcy,

or were the focus of a shareholder lawsuit.

Well-established private companies have a solid performance which is audited on an

annual basis. Therefore the role of auditor at IPO is clearly one of information

verification provided in line with generally accepted auditing standards (Datar et al.

1991). However, for newly established firms information asymmetry is high, creating

demand for information to help establish their value (Willenborg 1999). This idea

has been elaborated by Firth and Smith (1992, p. 248) who argue that enterprises

“with little or no prior operating history are characterised by substantial information
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asymmetries between managers and potential investors and this will lead to a

signalling demand for reputable auditors”.

2.6.2 Investigating Accountant and Auditor Classification

There is no universally accepted ranking of investigating accountants and auditors.

Using a sample of unseasoned New Zealand equity offerings for the period 1983 to

1986, Firth and Smith (1992) classify the issues into those audited by Big Eight and

non-Big Eight firms. They conclude that there is a significant difference in service

quality offered. In another related study, Balvers et al. (1988) use a binary variable of

Big Eight compared to non-Big Eight audit firms and auditor compensation (in the

form of fees) to measure auditors’ reputation. However, Beatty (1989) indicates that

the classification of audit firms into Big Eight and non-Big Eight to measure

reputation is associated with significant measurement error.

Michaely and Shaw’s (1995) study evaluated the relationship between the an

auditor’s prestige and the long-term characteristics of firms issuing equity. They

hypothesise that less risky firms are associated with auditors with high reputation, as

in the case of Beatty (1989). The market perceives these firms to, indeed, be less

risky. They extend the performance to include the long term period by indicating that

such IPOs are likely to experience future certainty. Their study uses a sample of 884

U.S. firms that made firm-commitment IPOs between 1984 and 1988.
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To measure an auditor’s reputation Michaely and Shaw (1995) assign zero (0) to the

largest auditor and fourteen (14) to the smallest. They state (p. 19) that:

Instead of relying on a two-way (Big Eight and non-Big Eight) or a three-
way (Big Eight, second-tier, and small firm) split, we rank all Big Eight
and second-tier auditors from zero to 14, based on their 1988 total clients
sales.

Their study finds evidence supporting the argument that reputable auditors are

associated with less risky larger IPO firms. The market also perceives such firms to

be less risky based on the level of underpricing. In regard to long run performance,

Michaely and Shaw indicate that regardless of the reputation of the auditors, firms in

their sample underperformed the market. Those firms allied with less prestigious

auditors performed worse in the long run. Other research has found similar findings

in relation to long run performance (e.g. Brav & Gompers 1997; Carter et al. 1998;

Ritter 1991). One implication of Michaely and Shaw’s research is that IPO firms

hiring reputable auditors can ‘leave less money’ on the table in form of underpricing.

Following the fall of Enron in 2001, Rauterkus and Song (2005) embarked on

research to investigate the influence of auditor reputation hypothesising that

“[b]ecause Arthur Anderson lost its reputation as the Enron saga developed, we

expect that its clients might have been negatively affected at issue of equities during

that time” (p. 121). Their study compares seasoned equity offerings performance of

sampled firms audited by Arthur Anderson and other firms audited by Big Five audit

firms within the period October 2001 and August 2002. The authors assert that the

Big Five audit firms controlled the audit market during the 1990s. They find



90

evidence to conclude that worsening reputation affects users of audit services

although the market was efficient enough to absorb this information thus preventing

underpricing.

Other classifications observed include Big Six and non-Big Six. Copley and Douthett

Jr (2002) use this classification in their study on the association between auditor

choice, retained ownership, and earning disclosures in relation to IPOs. Using a

sample of 1,023 U.S. IPOs between 1990 and 1997 they find (p. 60) that “[f]irms

engaging Big 6 auditors are larger and have higher audit fees”. In commenting on the

work of Copley and Douthett Jr, Mayhew et al. (2004, p. 99) argue that:

…non-Big 6 auditors audited only 6 percent of their sample. This is
important because CD [Copley and Douthett Jr] use a probit model to
predict audit quality that is based on the Big 6 versus non-Big 6
designation, but probit models do not predict well at extreme percentages.
This is especially troubling given that CD use predictions from the probit
model as part of their simultaneous equations.

Mansi et al. (2004) used Big Six and non-Big Six classifications in their sample to

find significant evidence of a negative relationship “between auditor quality and

tenure, and the return investors require on corporate bonds” (p. 759). Other

classifications that have been observed includes Big Four and non-Big Four auditors

(Chang et al. 2008).

2.6.3 Interaction between Auditor and Underwriter

In Section 2.5, the role of underwriter at IPO was discussed in detail. Apart from

setting the offer price, underwriters are also involved in marketing and distributing

the issue. This means that the relationship between the issuing owners and the

underwriter is a close one with mutual sharing of information. The quality of auditors
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a firm associates itself with at IPO is, arguably, determined through consultation

between an entrepreneur and underwriters. In a survey study focusing on Certified

Public Accountants (CPA) firms displacement at IPO in the U.S., Carpenter and

Strawser (1971) note that underwriters prefer auditors with a national outlook rather

than local or regional outlook. This is because of an auditor’s reputation.

Management think that a high auditor’s reputation gives a positive market reaction

and an assurance that the firm will meet its stated objectives. As highlighted by

Menon and Williams (1991), Carpenter and Strawser’s work does not provide direct

evidence about whether small audit firms were replaced with large high-quality audit

firms and whether the change took place before or after the IPO.

Titman and Trueman (1986) developed a theoretical model to describe how an

auditor’s quality selected at IPO can be used by investors in estimating the value of a

firm. They assert that entrepreneurs with superior information about their own firms

are more likely to select high-quality auditors. They define auditor quality in terms of

information accuracy supplied to investors. Thus, by observing the quality of auditor

hired at IPO the investor is able to infer the nature of the entrepreneur’s information.

Titman and Trueman’s theoretical model indicates that firms with less favourable

information will not find it useful to imitate firms with favourable private

information by hiring high-quality auditors. They argue that:

…while it is worthwhile for the entrepreneur with more favourable
information to invest in a high-quality auditor who will confirm that the
firm really has a high value, it is not profitable for an entrepreneur with
less favourable information to do so”. (p. 166)
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Reputable auditors are preferred because of their ability to uncover and disclose

adverse information about a firm (Menon & Williams 1991). They also reduce ex

ante uncertainty in the course of their appraisal of an issuing firm's earnings (Balvers

et al. 1988). Titman and Trueman’s model can be applied to either auditor selection

or any other IPO participant who can provide information about the firm, assuming

no interaction effect (Balvers et al. 1988).

Menon and Williams (1991) argue that the underwriter depends on the audited

financial statements in certifying a firm’s value and deciding whether to underwrite

an issue or not. They hypothesise that when firms are about to make new issues to

the public they switch from low to high quality auditors. As a consequence, Menon

and Williams also point out that underwriters charge lower fees for firms hiring high

quality auditors. Using regression analysis and a sample of 1,320 firms that filed a

final offer document with SEC between 1985 and 1986, they find evidence to

suggest that the few firms that changed auditors at IPO replaced small audit firms

with more reputable ones. Firms that employ high-quality auditors had also engaged

prestigious underwriters. They conclude that:

Despite uniform certification requirements and generally accepted
auditing standards, it appears that users of audited financial statements
perceive auditors as having different levels of credibility and make
economic decisions on this basis. It is likely that the importance of auditor
credibility is contingent upon the credibility of the client's management
and the availability of other sources of information about the firm.
(p. 330-331)

Balvers et al. (1988) argue that there is an interaction between the choice of auditor

and underwriter at IPO. However, it should be noted that auditors are meant to be

independent. The selection of an underwriter should not interfere with the
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verification process of an auditor. A firm should select the auditor although the

underwriter has a vested interest in the choice. They argue that:

The firm frequently has already made this choice and obviously has their
own agenda for such selection. However, the investment banker
subsequently decides whether this auditor is acceptable for taking the firm
public. (p. 608)

In conclusion, Balvers et al. find evidence of interaction between underwriter and

auditor. They assert that as either of the underwriter or auditor reputation increases,

the impact of the other diminishes.

2.6.4 Investigating Accountant Reputation and IPO Pricing

The lack of credible financial performance reports for newly established firms

presents a challenge to investors trying to estimate the appropriate price for an IPO

(Brau & Carpenter 2012; Sanders & Boivie 2004). These firms only have projected

financial statements in their offer documents and therefore establishing their

prospects can be difficult. Due to a lack of credible operating history, new firms use

underpricing as a market signal for risk mitigation. However, as noted by Michaely

and Shaw (1995), lower uncertainty reduces the need for underpricing. Firms

associated with reputable auditors are arguably those with reduced uncertainty and

should therefore be less underpriced. These firms are also willing to pay a premium

for auditors as they reveal their quality to the market.

Beatty (1989) hypothesises that there is a negative relationship between an auditor

reputation and the initial return earned by unseasoned equity investors. He asserts

that:
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Since owners of the IPO firm choose an auditor from a set of competing
CPA firms, value-maximizing owners will choose to employ a particular
CPA firm's reputational capital when the marginal benefit equates to the
marginal cost. (p. 707)

Given that at IPO all firms are motivated to report low ex ante uncertainty regarding

their future prospects, Beatty argues that to reduce misrepresentation a reputable

auditor should verify the information supplied. Reputable auditing firms protect their

reputational capital by thoroughly verifying the information supplied. This in turn

reduces information asymmetry between the firm and investors. Using a sample of

2,215 U.S. IPOs for the period 1975-1984, Beatty’s study finds empirical evidence to

suggest that an auditor reputation has a negative impact on underpricing. They make

use of both auditor compensation fees and Big Eight and non-Big Eight to measure

an auditor reputation.

2.6.5 Audit and Accounting Practice in Australia

The offer documents of IPOs in Australia contain financial statements which

illuminate a firm’s future performance and thus aid investors in their decision

making processes. Also included are forecasted financial reports which are checked

by investigating accountants to verify their truthfulness. This is in line with Lee

et al.’s (2003, p. 384) assertion that “IPO auditors have been expected to be satisfied

with all of the prospectus contents, not just the historic financial statements”.

Similarly, “[i]n New Zealand such forecasts, if provided, have to be ‘audited’ as

regards accounting policies and conventions” (Firth & Smith 1992, p. 249).

To evaluate whether an audit firm’s quality is linked to disclosures made in the offer

documents, Lee et al. (2003) studied Australian IPOs before the year 1990. They

observed that “[s]ince 1991 most Australian industrial IPOs have provided an
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earnings forecast within the prospectus in response to requirements introduced into

the Corporations Law” (p. 379-380). In line with signalling theory they argue that the

forecasted earnings estimates are value relevant when certified by reputable auditors.

Chang et al. (2008) have examined the importance of auditors at IPO in Australia.

The motivation behind their study is the argument that large auditors are perceived to

offer high quality services compared to small audit firms (Balvers et al. 1988;

DeAngelo 1981; Firth & Smith 1992). They contrast the Australian market with the

U.S. market suggesting that big Australian auditing firms do not control the market

as they do in the U.S. (Rauterkus & Song 2005). There is also minimal securities

litigation in Australia compared to the U.S. (Dimovski & Brooks 2004b; Tinic 1988).

An assertion relevant to this thesis is that:

…companies listed on the Australian Stock Exchange (ASX) generally
are smaller and face less strict listing standards than their American
counterparts… Hence, we expect that information asymmetries in the
Australian IPO markets are likely to be more severe, leaving more room
for quality auditors to play a role. (Chang et al. 2008, p. 404)

Using archival data and auditor classification based on Big Four and non-Big Four,

they report a positive relationship between an auditor quality and IPO underpricing.

This finding contradicts other studies that have found a negative relationship between

an auditor quality and underpricing (Michaely & Shaw 1995). Chang et al.’s

observed underpricing is prevalent for small issues underwritten by underwriters of

low prestige and no venture capitalist backing. Their sample of 321 IPOs is taken

from the period 1996 to 2003 “with Materials [resources sector] and Technology

sectors slightly dominating the sample with 99 and 67 constituents respectively”

(p. 404).
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2.6.6 Assessment

Empirical evidence linking investigating accountant reputation to information

asymmetry, attractiveness of IPO, and expected underpricing is unclear. Arguably

enterprises depend “on the reputation of financial intermediaries to mitigate the

asymmetric information problem in equity offerings” (Rauterkus & Song 2005,

p. 121). Firth and Smith (1992) suggest that firms with little or no trading history

desire reputable auditors in order to add credibility to the issue thus supporting the

signalling argument for quality audits. Michaely and Shaw (1995, p. 16) state that

“[s]ince the information available on many firms going public is limited, it is not

clear that the audit firm's valuation of the IPO firms will be consistent with the

market perception”. Based on a sample of U.S. IPOs, Copley and Douthett Jr (2002)

have evaluated whether the retained ownership signal can be substituted with other

signals such as auditor choice or positive earnings releases. They find evidence of

such a link using archival data.

Resources sector firms’ IPOs are relatively young compared to their industrial

counterparts in Australia. Therefore, resources sector IPOs are riskier investment

opportunities from an investor’s point of view. This can be attributed to the fact that

resources sector firms making an IPO lack many years of operating history and

therefore have no credible financial reports to be audited. However, they do engage

the services of investigating accountants at IPO just like their counterparts in the

industrial sector.

Like the underwriter (Section 2.5), an investigating accountant plays an important

role at IPO in assisting a firm to raise capital. They perform a due diligence process
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on the financial claims of unseasoned firms. Limited research exists in Australia

focusing on the influence of investigating accountant reputation in relation to

resources sector firms making an IPO. The question of how investigating accountant

reputation influences IPO aspects either individually or configurally is yet to be

addressed. To fill this gap, this study examines investgating accountant reputation

influence on analyst perceptions of information asymmetry, attractiveness of IPO,

and expected underpricing using primary data instead of archival data.

An independent geologist is another important party whose reputation is also at stake

in an IPO process especially for Australian resources firms. To update the current

knowledge in this field, the following section reviews studies on independent

geologist involvement at IPO.

2.7 Independent Geologist Reputation

This section reviews literature on geologist role at IPO to gain an understanding of

geologist reputational capital in relation to resources firms. Studies focusing on

reserves disclosures and announcements are also reviewed. This section concludes

with an assessment of gaps filled by this study.

2.7.1 Importance of Geologists

Although the IPO process is similar across industries, resources sector IPOs have

unique characteristics. Thus, comparing IPOs between industries where homogeneity

is lacking can yield inconsistent results. In their study on performance effects of

ownership concentration between the U.K. and France, Bruton et al. (2010, p. 498)

acknowledge this fact and note that:
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The population of IPO firms over a specific period normally includes, in
addition to the flotation of entrepreneurial firms, a wide diversity of
organizations such as corporate spin-offs, equity carve-outs, reverse
takeover vehicles, special purpose vehicles (SPVs), and others. Pooling all
IPOs together creates a problem with comparability of these different
organizational forms.

Unlike industrial firms, resources firms seeking to be listed in Australia are required

to have their mining tenement verified by an independent geologist (How 2000;

Taylor, Richardson, Tower & Hancock 2012). Australia is among the leading

countries in the world in resources exploration and mining. Australia hosts

experienced geologists with exposure to resources activities. Similar to underwriting

and auditing, there is product differentiation in the market for geology services.

Professional advisers such as underwriters and brokers are important to firms seeking

listing at an organised security market. Equally important are geologists who are

regarded as independent valuation experts for resources firms. The prospects of

resources firms lie in successful exploration, discovery, and development of mines

(Sadorsky 2001). Firms with positive prospects like to have these resources certified

at IPO in order to attract potential investors and also guarantee successful listing.

The importance of reputational signalling can be extended to geologists who play an

important role at IPO. Because of information asymmetry at IPO, firms with positive

private information about their future prospects are likely to disseminate this

information to the market therefore minimising ex ante uncertainty. The presence of

a reputable geologist may serve as an effective signal to reduce the uncertainty about

future cash flows of a newly listed firm.
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The independent geologist selected at IPO can infer the nature of the entrepreneur’s

information. This is in line with Titman and Trueman’s (1986) model which “is also

applicable to the choice of investment banker quality or, more generally, to the

entrepreneur’s choice of the quality of any outsider who can provide information

about the firm” (p. 160). A firm’s ability to convey quality through geologist

selection should be similar to that of an auditor or an underwriter. At IPO an

independent geologist’s report should accompany offer documents in line with ASX

Listing Rules. In a profit maximising competitive environment and a market faced

with increasing demand for quality reports, geologists will have to deliver high

quality services. Like other professionals, they should build a lasting reputation by

screening their clients to ensure they are of high quality with positive future

prospects (Chemmanur & Fulghieri 1994; Duarte-Silva 2010). Misrepresentation of

information or association with firms of poor quality can result in loss of reputation

and consequently less future clients (Rauterkus & Song 2005; Vos & Cheung 1992).

2.7.2 Information Disclosure and Announcements

Although there exists various sources of capital for resources sector firms most

exploration activities of junior exploration firms are funded by equity markets

(Williams 2012). Additional capital is “raised through share placements, option

agreements, convertible note issues, entitlement offers and debt facilities” (Kreuzer

et al. 2007, p. 168). Equity is raised through listing of small mining companies

without substantial operating history, revenue or even earnings (Ferguson, Clinch &

Kean 2011). Bird et al. (2013) argues that despite the increase of equity funding the

fundamental characteristics defining successful exploration projects are not well

known. The main issue is whether disclosure of mining reserves or resources actually
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helps mitigate information asymmetry for resources firms. This information conveys

an estimate of future prospects (Taylor et al. 2012). Using basic valuation models the

intrinsic firm’s value is arrived at through discounting the cash flows to today’s value

using investor’s required rate of return (Pike et al. 1993; Topal 2008). Information

about future prospects of resources firms should be included in the offer documents

at IPO. An independent geologist’s report is required for resources firms with proven

exploration projects (How 2000). These reports should form the base of the valuation

process for potential investors. However, these reports can also prove to be complex

for investors and therefore fail to act as a credible signal of value for resources firms

(Bird et al. 2013; Czernkowski & Ferguson 2006).

Announcements regarding the financial performance of established companies are

expected to have an impact on a financial market. This is especially the case if a

financial market has not anticipated any announcements and therefore has not

factored the information into the valuation process. For resources companies their

future depends on the success of their exploration activities. Bird et al. (2013, p. 312)

argue that, “for the majority of pre-production mining companies, the most important

corporate announcements involve the release of information relevant to the

estimation of their mineral resources and ore reserves”. Mining firms can be

subdivided into junior and established miners for analysis purposes (Kreuzer et al.

2007; Taylor et al. 2012). Announcements for these firms can be classified into

exploration, resource, and reserves in line with the sequence of mining project

development. Apart from the initial information contained in the prospectuses, any

new information that is expected to have an impact on share value needs to be

disclosed to the ASX in line with Joint Ore Reserves Committee (JORC) 2004
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(Ferguson, Feigin & Kean 2012; O’Shea, Worthington, Griffiths & Gerace 2008;

Taylor et al. 2012). Bird et al. (2013) hypothesise that disclosures and

announcements should contain information relevant to the pricing of resources firms’

shares.

Although the Australian resources sector has been associated with heightened

information asymmetry (Czernkowski & Ferguson 2006), government and industry

regulators have embarked on ways of increasing information disclosure to ensure that

shareholders have sufficient information to assist their investment decision making

processes. Contrary to the view that such disclosures continue to be useful, firms

may use them to engage in opportunistic behaviours. O’Shea et al. (2008, p. 262)

have indicated that, “there is some conjecture in the Australian equity market that

companies may use disclosure as a self-promotion tool whereby they manipulate the

market via fabricated and repetitive announcements”. Using announcements of a

sample of 314 Australian metals and mining stocks actively traded between 2005 and

2007, their study aimed to establish if there was a relationship between the number of

disclosure announcements and stock price volatility. The study found a positive

volatility effect for small and mid-sized firms compared to large firms, thus

providing signs for announcement manipulation for speculative industries.

Thus, there is a need for regulatory authorities to continue monitoring such

disclosures to ensure that they are beneficial to stakeholders (Bird et al. 2013).

Following the Australian Securities and Investment Commission (ASIC) and the

JORC investigation of the compliance of resources firms with the JORC in 2007,

Taylor et al. (2012) embarked on a study to evaluate the elements of resources
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revelations in Australia. They argue that such revelations are ad hoc and inconsistent

both locally and globally. Their analysis sample is composed of 113 listed resources

firms with reserves reported in 2007 financial reports. They contend that:

Our regression results show that RDs [Reserves Disclosures] are
positively associated with variables pertaining to the strength of corporate
governance, foreign listing, existence of reserves in foreign jurisdictions,
pledging of reserves in debt covenants, leverage, external (Big 4) auditor,
after controlling for firm size, subindustry, shareholder concentration and
development/ production phase. (Taylor et al. 2012, p. 396)

Nevertheless, the study confirms that disclosures disseminate useful information

about firm’s reserves which analysts use to estimate expected future cash flows.

A limitation of the study worth noting is that information asymmetry in terms of

positive and negative signs in the types of disclosure are not factored into the

analysis.

The lack of uniformity in disclosure is not limited to reserve announcements.

In regard to feasibility study disclosures in Australia, Ferguson et al. (2012) have

indicated that the ASX has not provided clear guidelines on reserve announcements.

The discretion of the content is left with the management. They caution that, “in the

absence of prescriptive regulation ˗ managers disclose information in a manner 

consistent with economic incentives” (p. 10). This is supported by the argument that

to raise needed capital, managers’ report good technical news which reduces

information asymmetry. In line with signalling theory, their study considers the role

of external feasibility study managers and external consultants in influencing the

feasibility disclosure index. They justify the importance of these parties by indicating

that:
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External feasibility managers and external consultants may encourage the
supply of information to the public in order to protect their reputation, and
are therefore expected to be associated with improved levels of voluntary
disclosure. (p. 3)

Ferguson et al.’s study finds evidence suggesting that voluntary disclosure increases

where there is an external feasibility manager and larger numbers of external

consultants, thus supporting signalling theory.

2.7.3 Independent Geologist Reputation in Australia

In a study on the initial and long-run performance of mining IPOs in Australia,

How (2000) has evaluated the role of geologist reputation in relation to underpricing.

The study contends that information contained in a geologist’s report aids investors

in their investment decisions. However, using univariate and multivariate tests,

How does not find significant support for the geologist’s reputation, with the degree

of underpricing also not related to long-run returns. How’s study is based on a

sample of 130 unseasoned equity offerings for the period 1979 to 1990. This study

creates uncertainty around signalling theory when compared with that of Lee et al.

(1996) who found evidence to support the theory based on a sample of Australian

industrial IPOs. The level of average underpricing reported in How’s study of 107.18

per cent implies existence of a hot issue period in Australia when the research was

carried out (Ibbotson & Jaffe 1975; Rajan & Servaes 1997; Ritter 1984b).

Dimovski and Brooks (2006) use a sample of 114 gold mining firms that made an

issue between 1994 and 2004 to evaluate their level of underpricing in Australia.

Although they report a significantly lower average underpricing of 13.3 per cent

compared to How (2000), they indicated that there are different legislative and

institutional environments affecting the two studies. The computation of
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underpricing for the two studies is similar. However, the studies employ different

explanatory variables in their multiple ordinary least squares regressions. Dimovski

and Brooks use only variables that have been found to be statistically significant in

explaining the level of underpricing in previous studies. Unlike How’s study, in

regard to reputational capital influence, Dimovski and Brooks’ study does not

include a geologist reputational variable. They conclude (p. 14) that, “[t]he main

explanatory variables for the underpricing of gold mining IPOs were underwriter

options and the change in the gold mining index or the change in the All Ordinaries

Index”.

The research carried out by How (2000) and Dimovski and Brooks (2006) on

performance of mining companies in Australia relies on archival data and some

information provided in offer documents. In a study investigating Australian junior

exploration IPOs for the period 2001 to 2006, Kreuzer et al. (2007, p. 169) argues

that:

…based on the prospectus information, it is virtually impossible to pick
future winners (or losers), and that the success of a new company may
simply be linked to capacity of the board and technical team to identify,
pursue and realise value from business opportunities.

This highlights some of the limitations of using information from offer documents

and the need for expert opinion when information asymmetry is particularly high as

is the case with resources sector IPOs. In a study on risk management practices of

260 Australian resources IPOs for the period 1994 to 2004, Nguyen et al. (2010) fail

to find sufficient evidence to conclude that risk management techniques such as use

of derivatives help minimise risk associated with IPOs. Their lack of evidence is
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partly associated with “inadequacy of current derivatives disclosures practices in

both the prospectus and the financial report” (p. 337).

2.7.4 Assessment

The life cycle of a resources firm depends on successful exploration, development,

and production of reserves (Ferguson et al. 2011; Kreuzer et al. 2007). These

reserves are related to expected future cash flows which are useful in the valuation

process. Technical experts in resources exploration are trained and experienced

geologists who have the knowledge to ascertain claims made by issuers. Despite a

geologist’s importance there exists little research on their involvement and reputation

at IPO with only a handful of studies in Australia incorporating an aspect of

geologist reputation (as discussed in Section 2.7.3). The geologist variable has been

studied using secondary data with an analysis on underpricing effects (How 2000).

Other studies have concentrated on disclosure announcements and regulatory

framework especially after a firm has been established and has raised exploration

funds via an IPO (Czernkowski & Ferguson 2006; Ferguson et al. 2012; O’Shea

et al. 2008). Such disclosures are done after the firm has become public. This thesis

argues that research has largely ignored the geologist as one of the most important

signals of a firm’s value at IPO. Without a geologist’s verification of resources

viability at IPO, common investors will have no means of interpreting data provided

in offer documents.

A study on the role and reputation of the geologist at IPO will help identify the

usefulness of independent geologist reports incorporated in the offer document

especially in the investment decision making processes. This study will add to the
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understanding of independent geologist reputational capital usefulness at IPO from

an analyst’s point of view. This study will provide additional evidence on how the

reputation of an independent geologist, individually or configurally, influences

analyst perceptions of information asymmetry, attractiveness of IPO, and expected

underpricing.

As discussed in this section, the main difference between resources sector IPOs and

other IPOs such as those issued by industrial firms is the presence of independent

geologist reports in offer documents. In summary, this section has reviewed studies

on the importance of an independent geologist report at IPO and related literature on

exploration and reserve announcements. A discussion on the relationship between

independent geologists and information disclosure in an effort to mitigate

information asymmetry at IPO has been presented. Also presented are studies that

have investigated geologist reputation in Australia. From the studies reviewed, the

influence of an independent geologist’s reputation on analyst perceptions of

information asymmetry, attractiveness of IPO, and expected underpricing has

received minimum attention in Australia.

In Section 2.2 and 2.3 asymmetric information explanations relevant to this study

have been reviewed with a particular focus on signalling and market feedback

models. These models are better suited to aid stakeholders in situations where some

participants at IPO possess superior information to others. The main IPO signals to

have emerged from the literature reviewed in regard to resources sector IPOs include

retained ownership proportion (Section 2.4), underwriter reputation (Section 2.5),

investigating accountant reputation (Section 2.6), and independent geologist
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reputation (Section 2.7). The main question under investigation in this study (Section

1.3) is whether taken individually or configurally these variables have an influence

on analyst perceptions of information asymmetry, attractiveness of IPO, and

expected underpricing with specific reference to resources sector IPOs in Australia.

To address this study’s objectives expert judges were asked to provide primary data.

To gain an understanding of an expert judge’s decision making processes, the next

section is dedicated to a review of literature on behavioural finance.

2.8 Behavioural Finance and Decision Making Processes

According to the conceptual framework (Figure 1.3), this study proposes investment

analysts are experts with the ability to evaluate investment opportunities and thus

make objective investment decisions (Van Bommel & Vermaelen 2003; Van

Bommel 2002). The theoretical grounding is that traditional finance theories argue

investors are rational in their investment decision making processes. Decision

makers, however, are prone to behavioural biases such as heuristics, overconfidence,

mental accounting, and framing (Einhorn & Hogarth 1981; Ricciardi & Simon 2000;

Ritter 2003). In acknowledging these biases, this section briefly reviews literature on

behavioural finance which is relevant to IPOs. The section begins with views

advanced on rational decision making processes from an economic point of view

exploring Expected Utility Theorem (EUT). The discussion is then extended to

behavioural finance explanations applied in IPO setups.

2.8.1 Expected Utility Maximisation

Although businesses can have multiple goals, the main objective is maximise profits

(Simon 1972). The founding principles of finance are based on the Modern Portfolio
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Theory (Markowitz 1952b) and the Efficient Market Hypothesis (EMH) (Fama

1970) according to Ricciardi and Simon (2000). The assumption is that a rational

investor evaluating an investment will need to consider the trade-off between risk

and return, and will often be inclined toward options with the highest payoffs

(Coricelli, Dolan & Sirigu 2007). This is in line with expected utility maximisation

theory (EUT) (Thaler 1999; Tversky & Kahneman 1981).

The development of EUT has been traced by Tversky (1975, p.163) who notes:

Expected utility theory has dominated the analysis of decision making
under uncertainty. The expected utility principle was formulated in the
18th century by Daniel Bernoulli (1738), it was first axiomatized by von
Neumann and Morgenstern (1944), and it was further developed by
Savage (1954) who integrated the notion of subjective probability into
expected utility theory.

The theory has been the basis of many investment decisions especially when

investors are faced with uncertainty thus supporting its normative and descriptive

validity. EUT postulates that investment decision makers choose between risky or

uncertain scenarios by judging against their expected utility values, that is, the

weighted sums obtained by adding the utility values of outcomes multiplied by their

respective probabilities (Dhami & Al-Nowaihi 2007; Hertwig, Barron, Weber &

Erev 2004; Mongin 1997; Quiggin 1991). Machina (2004) argues for alternative

models to EUT:

...psychologists and economists have uncovered a growing body of
evidence that individuals do not necessarily conform to many of the key
assumptions or predictions of the expected utility model, and indeed,
seem to depart from the model in predictable and systematic ways. (p. 1)
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2.8.2 Behavioural Finance Models

With the emergence of behavioural finance, the reasoning patterns and emotional

processes of a decision maker are also considered apart from maximising investor’s

utility function (Ricciardi 2006; Ricciardi & Simon 2000). In describing this trend

Ritter (2003a, p. 429) has indicted that:

Behavioral finance is the paradigm where financial markets are studied
using models that are less narrow than those based on Von Neumann–
Morgenstern expected utility theory and arbitrage assumptions.
Specifically, behavioral finance has two building blocks: cognitive
psychology and the limits to arbitrage.

Coricelli et al. (2007) study the theoretical implications of incorporating regret

theorem in decision making processes and assert (p. 258) that:

…many violations of the axioms of von Neumann and Morgenstern
expected utility theory might, in principle, be explained by the influence
of anticipated regret. A decision maker under such influences might incur
a suboptimal choice to avoid future regrettable situations.

Thus, decision makers relying on normative models end up making systematic errors

in their choices (Pettway 1980).

Individual and institutional investors can be different in their investment decision

making processes but they share common characteristics which are not entirely

objective and rational. Of market efficiency, Adams et al. (2008, p. 67) argue that:

If IPO markets are efficient as defined by EMH, issuers should generally
receive market value for the shares issued, and investors should not
regularly be able to purchase IPOs at a discount to their market value.
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The theories of bounded rationality incorporate constraints on the information-

processing capacities of a decision maker. According to Simon (1972), rationality

can be bounded when a decision involves risk, uncertainty and incomplete

information about the option. He adds that “rationality can be bounded by assuming

complexity in the cost function or other environmental constraints as great as to

prevent the actor from calculating the best course of action” (p. 164).

Further, cascade theory developed by Welch (1992) is based on information

asymmetry in which an IPO is marketed to investors at different times in order to

give some investors a chance to deduce information about demand before others.

This information differential leads investors to base their investment decision on

what they observe about a company rather than on what they know (Welch 1992).

From a behavioural finance’s point of view, rationality theory applies within a set of

investors assumptions. Decisions based on rationality therefore can distort security

valuation processes resulting in underpricing or overpricing at IPO. Whether

underpricing is an effective signal remains a puzzle (Habib & Ljungqvist 2001;

Loughran & Ritter 1995; Loughran & Ritter 2004). Further discussion on this is

provided in Section 2.10.3. There are, however, insights on the choice between a

loser and winner at IPO from the prospect model. Tom et al. (2007, p. 515) state that:

Many decisions, such as whether to invest in the stock market or to accept
a new job, involve the possibility of gaining or losing relative to the status
quo. When faced with such decisions, most people are markedly risk
averse.

Prospect theory is first proposed and demonstrated by Kahneman and Tversky (1979,

p. 263) to show how “preferences systematically violate the axioms of expected
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utility theory”. The argument describes how individuals make choices when faced

with uncertain opportunities in comparison to prospects with known outcomes.

They argue:

An essential feature of the present theory is that the carriers of value are
changes in wealth or welfare, rather than final states. This assumption is
compatible with basic principles of perception and judgment. Our
perceptual apparatus is attuned to the evaluation of changes or differences
rather than to the evaluation of absolute magnitudes. When we respond to
attributes such as brightness, loudness, or temperature, the past and
present context of experience defines an adaptation level, or reference
point, and stimuli are perceived in relation to this reference point... (p.
277)

Apart from exploring the weaknesses associated with EUT in their study, Kahneman

and Tversky have empirically used illustrations to offer an alternative explanation to

decision making under uncertainty in prospect theory. In explaining the usefulness of

the theory, Thaler (1980, p. 59) has indicated that, “[p]rospect theory and the

planner-doer model attempts to describe human decision-makers coping with a very

complex and demanding world”. Thaler has also used illustrative problems to

demonstrate and support cases where consumers are most likely to depart from the

forecast of the normative model.

Firms making an IPO are interested in raising needed capital for investment

purposes. In some cases, like exploration activities, firms at IPO are young with

limited operating history and in dire need of investment capital for growth (Adams

et al. 2008). From a rational theory point of view these companies would maximise

any opportunity to raise as much capital as possible at IPO with little motivation for

underpricing (Bruton et al. 2009). Underpricing at IPO is associated with initial

owners of an enterprise leaving money on the table (Derrien 2005). Although
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researchers view underpricing at IPO as an anomaly, empirical research supports the

argument that companies are not troubled about leaving too much money on the table

(Daniel 2002; Krigman et al. 2001; Loughran & Ritter 2002). On the underpricing

anomaly, Loughran and Ritter (2002, p. 414) note:

Why don’t issuers get upset about leaving money on the table? We
propose a prospect theory answer to this question. Prospect theory
assumes that issuers care about the change in their wealth rather than the
level of wealth. Prospect theory predicts that, in most situations occurring
in the IPO market, issuers will sum the wealth loss from leaving money
on the table with the larger wealth gain on the retained shares from a price
jump, producing a net increase in wealth for preissue shareholders.

To support their argument they analyse archival data for 3,025 IPOs listed in the U.S.

from 1990 to 1998 and find that although more money is left on the table in cases

where prices are adjusted upward during bookbuilding processes, there is also a

simultaneous increase in wealth for the issuers. Price-range adjustments are the

outcomes of bookbuilding practice as underwriters get information about the market

worth of IPOs (Carter & Power 2012; Cornelli & Goldreich 2003; Derrien &

Womack 2003).

Daniel (2002) has also supported and illustrated Loughran and Ritter’s (2002)

application of prospect theory using Microsoft's IPO which took place in March

1986. He indicates (p. 448) that:

Issuers don't get upset about the severe underpricing, especially when the
issue takes place at a price above the filing range, because of their loss-
averse preferences: they have gained a lot on their shares, and the
underpricing is a relatively small ‘loss,’ so they ‘irrationally’ aggregate
the two and are still relatively happy.

Ljungqvist and Wilhelm Jr (2005) have extended Loughran and Ritter’s (2002)

arguments on prospect theory to seasoned equity offerings using the relationship
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between the CEO of a firm and underwriters. Using binary and a dollar-valued

behavioural proxy for issuer satisfaction, the study analysed a sample of 3,435 U.S.

IPOs that went public between 1993 and 2002 combined with the perspective that the

CEO is the representative decision-marker. On the basis of probit models of

switching decisions they determine that:

…underwriters appear to benefit from behavioral biases in the sense that
they extract higher fees for subsequent transactions involving satisfied
decision-makers. Thus, satisfaction with the IPO outcome is associated
with both a reduced likelihood of switching underwriters after the IPO
and paying higher fees for SEO underwriting services. (p. 1762)

Although behavioural explanations play a role in an IPO, there is no systematic

examination of the causal relationship between determinants of value at IPO and

behaviour.

When making decisions, humans apply cognitive facets. These facets refer to the

way people organise their information and emotional aspects as they register

information (Ricciardi 2006). Among the many dimensions of cognitive aspects is

frame theory first developed by Tversky and Kahneman (1981). They indicate

(p. 453) that, “[t]he frame that a decision-maker adopts is controlled partly by the

formulation of the problem and partly by the norms, habits, and personal

characteristics of the decision-maker”. Using demonstrations, Tversky and

Kahneman show that some inconsequential changes in the formulation of choice

problems yield significant shifts of preferences. They emphasise (p. 211) that,

“[w]hen framing influences the experience of consequences, the adoption of a

decision frame is an ethically significant act”.
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In a rational decision making environment the decision maker follows logical,

consistent patterns regardless of how choices are presented (De Martino, Kumaran,

Seymour & Dolan 2006; Tversky & Kahneman 1981). However, this is not always

the case especially where financial markets are informationally inefficient. In these

situations more intuitive or emotional responses can play a key role in human

decision making processes (De Martino et al. 2006).

The importance of framing theory is also illustrated and supported by Loughran and

Ritter (2002). Their explanation on why issuers are not upset with underpricing is

associated with leaving money on the table. They argue (p. 424) that:

If issuers viewed the opportunity cost of underpricing by itself, issuers
would be more resistant to severe underpricing. But because it comes as
part of a package that includes the good news of an increase in wealth,
there is less resistance.

Once decision makers are aware of framing effects in a decision situation they

override their emotional reactions. Kahneman and Frederick (2007) link the work of

De Martino et al. (2006) to the two system model of judgment, stating (p. 46) that:

In decision making, System 1 rationality includes the ability to encode
choice problems in ways that capture the essential aspects of the situation
and that disregard superficial features or ‘frames’. In contrast to the
automatic and effortless performance of System 1, the operations of
System 2 are deliberate and susceptible to disruption by concurrent
tasks…, the achievement of ‘System 2 rationality’ requires both the
inclination to monitor initial impressions and the ability to reason
accurately.
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2.8.3 Assessment

Where decisions are made under efficient and symmetric information environments,

a decision maker role becomes one of picking the right option given a number of

constraints. In an efficient market, the assumption is that information for all decision

options is free and available (Fama 1970). This is not always the case. Andrews and

Welbourne, (2000, p. 93) argue that, “[n]owhere does the model of perfect

information collapse faster than with entrepreneurial companies, especially

companies that recently have conducted an initial public offering (IPO)”. This failure

is attributed to information asymmetry associated with unseasoned equity offerings

(Adams et al. 2008). However, in a situation of uncertainty the quality of the decision

depends on behavioural implications discussed in Section 2.8.2.

Rational and irrational decision processes are considered relevant in this thesis

because “experts are prone to cognitive biases” (Sidhu & Tan 2011, p. 33).

According to supporters of behavioural finance:

Investors are not fully rational and so do not process information as
accurately or as dispassionately as economic theory suggests. As a
consequence, investors are just as likely to react to ‘noise’ or rumour
about the IPO as they are to react to accurate information... (Florin &
Simsek 2007, p. 129)

The existence of information asymmetry at IPO aggravates behaviour biases in

investment decision making processes. It is argued here that although IPO

participants are likely to benefit if such information disparity is minimised. As can be

ascertained from Ljungqvist and Wilhelm’s (2005) study, with good experience and

solid bases of decision references, a decision maker can minimise such biases. They

describe their findings as, “controlling for CEO background, we find evidence
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suggesting that more experienced and skilled CEOs are less prone to behavioral

biases” (p. 1761). Likewise, they assert that venture capitalists (VCs), “[g]iven their

regular participation in the IPO process, VCs may be less inclined toward behavioral

biases” (p. 1762). Acknowledging these assertions, the primary point of interest for

this thesis is the implication that professionals and experienced decision makers are

less prone to behavioural predispositions. Thus, analysts with solid experience are

likely to be less influenced by behavioural biases when making IPO stock evaluation

and selection for their own portfolios or for those of their clients. In this regard, there

is both practical and theoretical basis for selecting investment analysts as expert

judges to answer this study’s research questions discussed in Section 3.2.

This section has reviewed research on behavioural finance and the decision making

processes in business. It laid out the background of expected utility maximisation

theory with discussions on behavioural finance theories which underpin factors

influencing the decision making process. These theories combined, question the

“taken-for-granted” perception that decision makers may not necessarily be rational

(De Bondt & Thaler 1994; Kahneman & Tversky 1979; Tversky 1975). The next

section explores the decision making processes further by evaluating studies that use

investment analysts as decision makers in business.
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2.9 Investment Analysts as Decision Makers

Making the right investment decisions for a company, a client, or an individual

requires careful thought backed by relevant information. Analysts are expected to

conduct autonomous research and make unprejudiced. This section reviews literature

related to an analyst’s role as a decision maker. The section is structured as follows.

A review of the analyst’s role is presented first followed by an examination of

information sources and appraisal techniques. Research on configural information

processing and self-insight is presented next. A review of Australian analysts’

practices follows. This section concludes with an assessment of how investment

analysts were utilised in this study.

2.9.1 The Role of Investment Analysts

Analysts are an integral part of financial markets and institutions as they speed up

information processing. They help to mitigate information asymmetry (Mokoaleli-

Mokoteli et al. 2009; Wang et al. 2011). Jackson (2005) argues that analysts have a

reputation to protect as they perform their duties and that the market rewards analysts

who have better forecasting capabilities. Cases of analysts leaking reports to

favoured clients, thus leading to opportunistic behaviours, have been reported

(Agapova & Madura 2011; Lepone, Leung & Li 2012; Irvine, Lipson & Puckett

2007; Nimalendran, Ritter & Zhang 2007). Healy and Palepu (2001, p. 406) note that

“analysts generate valuable new information through their earnings forecasts and

stock recommendations”. In a financial markets analysts are classified as buy-side or

sell-side analysts (Bradshaw 2012; Irvine 2004). Regarding analysts’ role and

classification, Groysberg, Healy and Chapman (2008, p. 25) note that:
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Both study companies in order to make recommendations about whether to
buy, sell, or hold specific securities. Buy-side research and sell-side
research differ fundamentally, however, in a variety of ways: the scale and
scope of their coverage, the sources of information used, the private versus
public dissemination of reports, their target audiences, and the ways in
which analyst performance is measured and analysts are compensated.

To aid investment decision making processes, an analyst’s task involve generating

research reports based on economic outlook, providing industry analysis and trends,

and providing firm specific information (Fogarty & Rogers 2005). An analyst’s

output includes earnings projections and recommendations (Sidhu & Tan 2011).

Lepone et al. (2012) suggests that analyst coverage can act in lieu of voluntary

reporting. In some cases analysts have to follow a firm’s performance over a period

of time to issue a research report (Mikhail, Walther & Willis 1997). Groysberg et al.

(2007) have indicated that buy-side research is based on private information and is

meant for internal management while sell-side research is based on publically

available information which is widely disseminated.

Despite their training and professional experience analysts have been associated with

overoptimism bias (Abarbanell 1991; Rajan & Servaes 1997; Richardson, Teoh &

Wysocki 2004). In a study that links analyst following and underpricing, Rajan and

Servaes (1997) examine 2,725 U.S. firms that went public between 1975 and 1987.

They find evidence suggesting a higher number of analysts follow issues that are

underpriced. They argue that an analyst’s overoptimism is driven by a firm’s long-

term performance outlook.
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2.9.2 Sources of Information for Analysts

To better understand the behaviour of investment analysts in relation to ordinary

share evaluation in the UK, Arnold and Moizer (1984) conducted unstructured

interviews and a postal questionnaire survey. The study identified appraisal methods

used by analysts, the nature of forecasts they make, and the source of information

thought to be important in evaluating securities. For the unstructured interview

portion they gained deeper insights through data collected from investment analysts

at six firms. They note (p. 196) that, “the firms were sufficiently diverse in size and

interest to suggest a reasonable cross-section of investment appraisal techniques

would be covered”. They find evidence to suggest that the main source of an

investment analyst’s information is financial statements and discussion with

company representatives. The findings are supported by Lee and Tweedie (1981

cited in Arnold and Moizer 1984).

Pike et al. (1993) extend Arnold and Moizer’s (1984) work using a cross-country

study into the behaviour of investment analysts when performing a share appraisal.

They hypothesise that UK analysts have a shorter-term investment view compared to

German analysts. Pike et al. use an individual behaviour-based survey rather than

aggregate market-based survey. Based on a sample of ninety-two UK analysts’

responses, their findings are similar to those of Arnold and Moizer (1984).

Further work on financial professional behaviour has been carried out by Barker

(1998) who derives a grounded theory of the market for information using financial

directors (FDs), analysts, and fund managers. Using semi-structured interviews and

participant observation, he finds evidence suggesting analysts are motivated by



120

maximum sales turnover preferring share price volatility rather than stability.

He attributes this finding to economic motivation to maximise turnover-based

commission income. Respondents agreed that a company is the best source of

information. This supports the hypothesis that a firm’s issuers possess better

information than the market at IPO (as discussed in Section 2.4).

Arvidsson (2012) extends the market and flow of information debate to corporate

communication processes. She embraces the view that these communications lead to

reduced information asymmetry while upholding efficient allocation of resources in

financial markets. Communication with analysts is important due to their important

role as intermediaries in the information stream between management groups and

investors. Arvidsson’s study focuses on management and analysts’ communication at

corporate level, using the largest listed companies on the Stockholm Stock Exchange.

Small companies were omitted as they are associated with low analyst coverage.

Using a survey research design with a sample of twenty-two investor-relation

managers (IRMs), the study finds evidence that there is increased direct corporate

communication between management teams and financial analysts. The aim of such

communication is to educate analysts and the market about a company. Overall the

study confirms that the search for ways of mitigating information asymmetry within

the financial markets is essential and ongoing.

Although there are various sources of information for valuation, there is a need to

filter information so that only relevant information is used for decision making

purposes. Flöstrand and Ström (2006) argue that, “[i]nformation has valuation

relevance if it is used by analysts in the valuation process” (p. 580) while noting that,
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“[v]aluation relevance is a behavioural definition of information usefulness, whereas

value relevance is a statistical definition of information usefulness” (p. 581).

Their study evaluates the nature of information used by investors and analysts

focusing on non-financial information of analysts’ reports and annual reports of a

sample drawn from Standard & Poor 500 companies in 2004. Using content analysis

methodology, they find evidence that non-financial information content in analysts’

reports is related to both annual reports disclosure and firm size.

Wang et al. (2011) extend the research on analyst behaviour by conducting a survey

of sixty-five Chinese financial analysts. They argue that the Chinese market is

characterised by high information asymmetry and volatility. The study notes the

importance of analysts as financial intermediaries in an efficient market. In line with

other research reviewed, Wang et al. find evidence that despite high information

acquisition cost, analysts still rely on financial data while sourcing a company’s

future prospects through meetings with management. Notably, a cash flow statement

is the most important financial statement. Fundamental analysis is the most used

method of valuation.

2.9.3 Financial Appraisal Techniques

Demirakos et al. (2004, p. 222) have noted that “the preference for one approach

over the other may depend on the ease of access to acceptable proxies for the model

constructs”. The alternatives may relate to more complicated valuation methods such

as discounted cash flow techniques, versus less complicated models such as

price/earnings ratio. These models are suitable for established companies who have
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verifiable financial statements and reports. Arnold and Moizer (1984) contend that

analysts prefer fundamental analysis for valuation purposes.

In another study focusing on UK financial analysts, Imam, Barker and Clubb (2008,

p. 504) argue that, “a perspective focusing on the actual practices of investment

professionals represents an alternative potential route towards understanding the

usefulness of different valuation models to investors”. To identify important factors

that influence an analyst’s decision making-process, Imam et al. used content

analysis methodology for ninety-eight equity research reports and conducted semi-

structured interviews with forty-five analysts. They note that:

…analysts’ valuation model preferences are multi-dimensional, in that
more than one factor is involved in their choice of valuation models and
that many analysts typically use multiple valuation models together with
additional qualitative data. (p. 530)

The identification of qualitative data about a firm is useful where financial data is

scarce or unavailable or in circumstances where firms operates under an asymmetric

information environment. Imam et al. (2008, p. 530) conclude that:

Our study therefore draws attention to the difficult task of analysts when
markets are inefficient – using rational valuation techniques such as DCF
runs the risk of severely misjudging future prices, using multiples runs the
risk of being perceived as contributing to the distortion of share prices for
opportunistic purposes.

Block (1999) carried out a survey using 297 respondents engaged in investment

analysis. Block’s study finds evidence that present value techniques are not as widely

used in practice as they are used in theory. He concludes that:



123

The respondents adhere to the notion that the most important variable in
determining return on a portfolio is the skill and training of the portfolio
manager and that this consideration overweights theories about stock
market efficiency. (p. 92)

For well-established companies investors depend on many years of data for valuation

(Brav & Gompers 2003; Bruton et al. 2010). For these companies stock valuation can

be done using the dividend discount model (DDM), discounted free cash flows

model (DFCF), and relative valuation multiples (Deloof et al. 2009; Kim & Ritter

1999; Roosenboom 2007). Information asymmetry is minimal for these firms.

Therefore investors encounter reduced moral hazard and adverse selection risks.

Despite the popularity of discounted cash flow methods, Pike et al. (1993, p. 495)

note that:

In view of the vigour with which academics and financial theorists have
over the years advocated beta analysis and discounted cash-flow
approaches for valuation purposes, the generally low adoption by
practitioners signals a perceived lack of utility.

However, for a sample of forty-nine firms that went public between 1993 and 2001

in Belgium, Deloof et al. (2009) finds that discounted free cash flow analysis is the

preferred valuation method by investment banks.

There is no single valuation method acceptable to all financial analysts. However,

given the various sources of information for analysts (as discussed in Section 2.9.2)

and a combination of various valuation techniques as explored in this section,

analysts are well equipped to help investors in their investment decision making

processes at IPO. The next section reviews literature on investment analysts’

configural information processing and self-insight.
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2.9.4 Configural Information Processing and Self-insight

Unsophisticated investors can choose to reduce the information gap by investing in

financial knowledge or hiring the services of sophisticated intermediaries such as

financial analysts (Healy & Palepu 2001). Given the asymmetric information

environment in which resources sector IPO firms operate, decision makers are likely

to weigh information from various sources using cues (Kida, Cohen & Paquette

1990; Schiff & Bento 2011). However, Libby, Bloomfield and Nelson (2002, p. 778)

stress that:

Decision makers often have limited information on which to base their
judgments and decisions, limited ability to retain and retrieve that
information from memory, limited ability to process and use that
information, and limited insight into their own decision processes and
future preferences.

Arnold and Moizer (1984) illuminate the importance of understanding an analyst

behaviour by arguing that, given:

…the important role played by investment analysts in the capital market it
is of interest to investigate the procedures they follow in making
recommendations and decisions concerning the purchase and sale of
ordinary shares. (p. 195)

Slovic et al. (1972, p. 284) note that individuals in charge of decision making

processes “make quantitative evaluations of a fairly large number of cases, each of

which is defined by a number of quantified cue dimensions or characteristics”.

The authors argue that although psychologists represent judgements in using linear

models, configurality is plausible especially in complex judgment processes. They

demonstrate ANOVA’s usefulness in sorting information about linear and configural

judgements using a sample of graduate students and stockbrokers. In a related study



125

based on data gathered from postgraduate students, Al-Khafaji, Aly, Gheyara and

Metawae (1993, p. 49) report “mixed evidence regarding the ability of subjects to

utilize available acquisition cues in their decisions”. Similarly, in a study based on a

“clinical psychology” setup, Ganzach (1997, p. 955) reports mixed indications of

configural cue processing.

Using a sample of 111 auditors in Hong Kong, Leung and Trotman (2008) extend the

configural judgment hypothesis based an experiment setup. They argue that failing to

process cues configurally in situations that warrant this methodology can lead to

“judgement error and associated costs” (p. 302). Their study supports the argument

that auditors apply configural judgements as they perform their tasks, thus extending

the literature on cue processing by professionals.

In developing investment recommendations analysts begin in-depth research at the

industry level thus laying ground work for judging the prospects of selected

industries (Cheng, Liu & Qian 2006). At company level, analysts focus on all firms’

attributes. Analysts’ audience includes informed and uninformed investors who are

individuals or institutional investors. Although analysts’ following has gained ground

in recent years (Bhushan 1989; Lehavy, Li & Merkley 2011; Lobo, Song & Stanford

2012), the question that remains unanswered is how analysts perceive their own

investment decision making process. Schiff and Bento (2011, p. 50) have stated that

“attribution research indicates that individuals have varying levels of self-awareness

regarding the relative importance of different types of information they incorporate

in their causal inferences…”.
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Mear and Firth (1987) address self-insight using financial experts on the basis that

“an absence of self-insight makes it difficult to correctly specify the information

requirements of a particular judgment task” (p. 176). They conduct an experiment in

which analysts evaluate a set of financial variables while also performing a self-

insight exercise to give an indication of how they viewed their own judgments.

The study does not yield evidence to suggest a high degree of analysts’ self-insight in

cue evaluation exercises. Schiff and Bento (2011) arrive at similar conclusions based

on an experimental study focusing on fifty-four senior managers who evaluated a

theoretical unit of an organisation dealing with sales. The implications of these

findings point to a need to further clarify how investment analysts perceive their own

decision making processes. This understanding can help investment evaluation and

can guide the investment community to develop programs aimed at improving

decision making processes.

2.9.5 Investment Analysts in Australia

Focusing on the analyst’s role in a global financial crisis, Sidhu and Tan (2011)

embark on a comparative study of Australian and U.S. analysts’ following arguing

that “[t]he expertise of analysts can be measured along several dimensions such as

forecast accuracy, stock picking ability, and ability to generate brokerage business”

(p. 33). Although Australia does not have analyst rankings the authors argue that

analysts’ services are similar given the global nature of investment banks. The study

does not find significant difference in reaction time between an analyst adjustment of

earning forecasts and recommendations. This gives an indication of homogeneity in

how analysts process information globally. In terms of exactness, “analysts who were
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most accurate in the pre-crisis period continue to be significantly more accurate in

the post-crisis period” (p. 40).

In a study on information asymmetry and equity analysis, Lepone et al. (2012) argue

that some shareholders are disadvantaged when information is not shared evenly and

in a timely manner. This can lead to leakages of important information which in turn

leads to market participants front-running and thus making abnormal gains.

To investigate the potential leakage of information before it is made public, Lepone

et al. use ASX data based on brokerage transaction for the period 1996 to 2008 and a

sample of 2,139 recommendations. They find that leakages indeed exist in Australia

with the trend more prevalent within large brokerage firms. Apart from confirming

the importance of analysts in the capital market, the study also affirms that:

…analysts help to reduce information asymmetry by bringing privately
held information in the hands of management to the market, and through
the superior ability to disseminate and analyse publicly available
information. (p. 21)

However, the authors caution the uneven distribution of analyst reports to interested

parties which can lead to opportunistic behaviours.

2.9.6 Assessment

Although there is an indication of bias in relation to analysts’ recommendations

(Ramnath, Rock & Shane 2008; Mokoaleli-Mokoteli et al. 2009), analysts are still

useful in gathering, processing, and disseminating important information for

investment decision making purposes (Sidhu & Tan 2011). However, there is little

evidence documenting the behaviour of individual analysts for Australian resources

sector IPOs. This is despite the fact that signalling mechanisms (Section 2.3) will
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inevitably influence investment an analyst’s behaviour given the nature of

information asymmetry that exists for resources sector firms at IPO. Slovic et al.

(1972, p. 286) have suggested that “analysts believe that factors relevant to

investment decisions should often be interpreted configurally”. Investment decisions

are arrived at after gathering and processing important cues configurally as in the

case of auditors (Leung & Trotman 2008; Schiff & Bento 2011).

A final and important observation of prior research is that no combined studies exits

of retained ownership proportion and reputational capital IPO signals from

investment analysts’ point of view in Australia. This thesis is an opportunity to

evaluate the influence and the interaction such variables have for unseasoned equity

offerings. There is also a need to provide further evidence on how analysts perceive

their evaluation process as current literature lacks research on investment analysts’

self-sight in assessment of Australian sector IPOs.

This thesis’ aim is to investigate the influence retained ownership proportion and

reputational capital (Section 2.4 to Section 2.7) have on analyst perceptions of

information asymmetry, attractiveness of IPO, and expected underpricing.

This section has reviewed studies that focus on the role of analysts and the

constraints encountered performing their duties. Literature on the main sources of

analysts’ inputs, configural information processing and self-insight has been

presented. Studies focusing on analysts in Australia were also reviewed. To complete

the model (Figure 1.4) discussed in Section 1.3.3, the next section focuses on the

dependent variables of this thesis.
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2.10 Nature of Dependent Variables

The research model presented in Section 1.3.3 postulates that retained ownership

proportion, underwriter reputation, investigating accountant reputation, and

independent geologist reputation either separately or in combination have an

influence on three IPO aspects. These IPO aspects are information asymmetry,

attractiveness of IPO, and expected underpricing. This section provides literature

reviews on these IPO aspects to gain insight into their importance for Australian

resources firms. First, a review of information asymmetry as a dependent variable is

provided followed by attractiveness of IPO. The section then discusses the expected

underpricing variable, followed by concluding remarks.

2.10.1 Level of Information Asymmetry

Information asymmetry at IPO exists between different participants who have an

interest in the issue (Copley & Douthett Jr 2002; Lepone et al. 2012). Commonly

reported is information asymmetry between the issuer and the underwriter.

Underwriters can have superior information about markets for IPOs and thus are

better placed to make price decisions (Baron 1982; Vos & Cheung 1992). However,

other researchers (Allen & Faulhaber 1989; Leland & Pyle 1977; Myers & Majluf

1984) argue that a firm’s initial issuers are more informed about their firm’s future

prospects since they possess “insider” private information. Rock (1986) shows that

financial markets are composed of informed investors who have superior information

about an IPO and uninformed investors with no information advantage. Aussenegg

(2006, p. 194) describes this phenomenon “[i]n Rock’s model (1986), underpricing is

a necessary equilibrium condition in a world of information asymmetry between

groups of informed and uniformed investors”. In regard to equity analysis, Lepone
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et al. (2012) argues that there exists information asymmetry among shareholders in

cases where analysts’ reports are not distributed on a timely basis among different

information users.

One important question on dissemination of information is posed by Parrino et al.

(2011, p. 21) who enquire “to what extent is the party with the information advantage

obligated to reduce the amount of information asymmetry?”. If information is shared

among a firm’s initial issuers and its key participants during the IPO process, it is

possible that information asymmetry would be mitigated and investors would benefit.

Duarte-Silva (2010, p. 568) anticipates that “being underwritten by a lending-

relationship bank should lead to a reduction in information asymmetry and an

increase in firm value”. Focusing on the bond market, Mansi et al. (2004) measure

information asymmetry using analyst coverage. They argue that “increased analyst

coverage should reduce information asymmetry and thus reduce the required return

on bonds” (p. 780). Notably, analyst coverage for resources sector IPOs is low as

firms in exploration activities are young with limited operating history.

Studies on how an independent geologist reputation influences information

asymmetry are scarce despite the geologist’s role in reserves prospects verification

for resources sector IPOs. Thus, the relative main and interactive influence of

retained ownership proportion, underwriter reputation, investigating accountant

reputation, and independent geologist reputation on analyst perceptions of

information asymmetry is yet to be evaluated. This study is designed to fill this gap.
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2.10.2 Attractiveness of IPO

Investors of listed companies are entitled to dividends and expected capital

appreciation depending on shares’ performance. However, whether such an

investment is attractive or not depends on, among other things, an investor’s tax

position and need for liquidity (Bhattacharya 1979; DeAngelo, DeAngelo & Stulz

2006; Elton & Gruber 1970). Investors in an IPO reap higher immediate returns if

they subscribe to an issue and sell their shares on the first day of trading depending

on the level of underpricing than if they invest in a portfolio represented by an index

(Barnes 2006; Loughran et al. 1994). This is a persistent anomaly in finance

literature (Durukan 2006). If an investor’s motivation is to make windfall gains at

IPO, the investment behaviour is referred to as “flipping” (Bayley et al. 2006;

Krigman, Shaw & Womack 2002). Where a long-term gain is the motivating factor,

investors can focus on capital appreciation. The problem with this strategy is that “in

the long run IPOs tend to underperform benchmarks firms” (Aussenegg 2006,

p. 187). However, research on long-run returns of unseasoned equity offerings is not

conclusive (Gompers & Lerner 2003; Megginson, Nash, Netter & Schwartz 2000;

Ritter 1991).

Researchers are yet to address whether an IPO is attractive because the initial

entrepreneurs have retained certain levels of ownership combined with an association

of key IPO participants (Sections 2.5-2.8) of different reputations. However, there

are indications that investors search for cues related to the qualities of key players,

such as underwriters and auditors, in their effort to evaluate investment opportunities

in IPOs. For resources sector IPOs, the characteristics of independent geologists

verifying a firm’s prospects should also offer ideas on whether the IPO is attractive
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or not. Thus, this study proposes that retained ownership proportion, underwriter

reputation, investigating accountant reputation, and independent geologist reputation

will have an influence on analyst perceptions of attractiveness of resources sector

IPOs.

2.10.3 Expected Underpricing

The concept of underpricing has received much attention in IPO literature (Loughran

& Ritter 2004; Loughran & Ritter 1995; Rajan & Servaes 1997). In relation to a

firm’s initial owners, Bruton et al. (2009, p. 909) argue that:

Underpricing of the stock at the IPO … is a major concern to the
entrepreneurial firm and to the entrepreneur since it represents value the
market ultimately sees in the stock but which the firm/entrepreneur did
not obtain when the stock was first offered for sale…

Their study, which focuses on corporate governance features using a sample of firms

based in the U.K., finds a curvilinear relationship between level of retained

ownership at IPO and underpricing.

Empirical research (Carter & Manaster 1990; Spiess & Pettway 1997) has found a

significant negative relationship between underwriter quality and underpricing

arguing that an underwriter has an influence on the pricing of IPOs. According to

Rock’s (1986) model, investment bankers maintain an equilibrium level of

underpricing. Equilibrium underpricing maintains demand by assuring uninformed

investors that they will not be victims of the “winner’s curse” (Balvers et al. 1988).

Underpricing has also been attributed to information asymmetry between an

underwriter and parties involved in an IPO process (Beatty & Ritter 1986; Johnson &

Miller 1988; Loughran & Ritter 2002). Studies on self-underwritten IPOs are not
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conclusive on whether there is significant difference between IPOs underwritten by

the conventional underwriters and self-underwritten IPOs (Dempere 2008;

Muscarella & Vetsuypens 1989; Vos & Cheung 1992). For instance, using different

subsamples of underwritten and self-underwritten IPOs, Dempere (2008, p. 13)

concludes “there is no significant difference on the level of underpricing between

self-underwritten IPOs and conventional IPOs underwritten by independent

underwriters”. Spiess and Pettway (1997) have also reported no significant

relationship between IPO underpricing and a firm’s value using a sample of 172

industrial firms. In an evaluation of information asymmetric theories based on IPO

and SEO data, Kennedy et al. (2006, p. 73) have argued that “underpricing is not an

effective signal”. This is despite underpricing being described as a persistent IPO

anomaly (Loughran & Ritter 2004; Habib & Ljungqvist 2001; Florin & Simsek

2007). Research on the relationship between a firm’s value and IPO underpricing is

still inconclusive leading to a need for further investigation.

2.10.4 Assessment

Despite IPO research having identified diverse causes of underpricing, Bruton et al.

(2009, p. 910) decry that:

…the prior research efforts have examined each of these characteristics
individually. As yet, there is very little integrative research on the
simultaneous effect of these corporate governance characteristics on the
IPO underpricing.

The idea that the level of retained ownership and reputational capital of key IPO

participants influence analyst perceptions of information asymmetry, attractiveness

of IPO, and expected underpricing needs further investigation. This is in line with

Copley and Douthett Jr (2002, p. 52):
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Most empirical studies examine the choice of a single signal and assume
that its determinants are exogenous. It is more likely, however, that the
choice of a given signal is part of an overall strategy of choosing a
portfolio of signals, which are determined jointly and simultaneously.
This suggests that the determination of one signal should not be estimated
without consideration of related signals and other endogenous factors.

This thesis addresses the above mentioned limitations by informing future research

on the relative main and interactive effects of the IPO signals on information

asymmetry, attractiveness of IPO, and expected underpricing. The next section

describes the association between this study’s variables and the literature reviewed in

this chapter.

2.11 Association of the Study to Existing Literature

This section covers the links between this study’s variables and the literature

reviewed in previous sections. The discussion begins with an overview of this

study’s research model (Figure 1.4 in Section 1.3.3). A discussion of the model’s

variables in relation to the literature reviewed is presented next. The section

concludes with a discussion of the Australian market in comparison with other

capital markets.

2.11.1 Model Overview

Using the theoretical framework presented in Figure 1.3 (Section 1.3.2), retained

ownership proportion, underwriter reputation, investigating accountant reputation,

and independent geologist reputation (also referred to as IPO signals) are identified

as this study’s independent variables. Literature reviews on these variables appear in

Sections 2.4 to 2.7. Information asymmetry, attractiveness of IPO, and expected

underpricing (also referred as IPO aspects) are this study’s dependent variables.
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Previous studies on these dependent variables are reviewed in Section 2.10.

The model linking the independent variables and dependent variables with a brief

highlight on the expected relationship has been presented in Section 1.3.3. Literature

on the model’s variables and associations between them indicate that our

understanding of the variables and their relationships is incomplete. Further research

is needed to understand the linkages and influences the independent variables have

on the dependent variables. The next section describes in detail the need for an

evaluation of the relationship that exists between the variables of this study.

2.11.2 The Variables

An information asymmetric environment, as discussed in Section 2.2, is

characterised by parties in an exchange transaction having more information than

others (Afzal et al. 2009; Agapova & Madura 2011; Healy & Palepu 2001). Studies

on IPOs have reported that a firm’s issuing owners and other key IPO participants

can know more about a firm’s conditions and future prospects than outside investors

(Copley & Douthett Jr 2002; Muscarella & Vetsuypens 1989; Zingales 1995). If the

situation remains unchecked, parties with inside information can engage in

opportunistic behaviours leading to Rock’s (1986) “winner’s curse” and Akerlof’s

(1970) “lemon’ problem”. Problems associated with information asymmetry include

unnecessary expenses and underpricing which is described as a cost of “leaving

money on the table” for initial issuers (Loughran & Ritter 2002). Eventually, an

information asymmetric environment can lead to market failure (Scott 2011).

Signalling (Section 2.3) is one means of mitigating information asymmetry where

credible information cannot be made public. This thesis is informed by the argument
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that “[w]hen traditional differentiators of firm quality such as financial and

accounting-related fundamental signals are lacking…”, such as in the case for

resources sector IPOs, “markets may turn to secondary information sources to filter

and sort firms” (Sanders & Boivie 2004, p. 167).

The studies reviewed in this thesis provide neither a definitive answer to the question

of how each IPO signal (Section 2.4 - 2.7) influences information asymmetry nor to

what extent the interaction between the variables affect information asymmetry.

However, influences and interaction between the variables have been reported

(Balvers et al. 1988; Clarkson & Simunic 1994; How 1996) but no study has

investigated the interaction and influence of the combination of all four IPO signals.

This is despite their importance for unseasoned equity offerings. Additional studies

in this area are needed to provide a stronger basis on which to allocate issuer

resources at IPO. Resources sector IPOs offer a natural testing ground because they

operate under high asymmetric environments (Czernkowski & Ferguson 2006).

This thesis differs from previous studies in two ways. First, this thesis focuses on

investment decision maker perceptions. Second, this thesis investigates the relative

main and interaction effect of the IPO signals.

Research into pricing of IPOs is ongoing (Adams et al. 2008; Deloof et al. 2009;

Allen & Faulhaber 1989; Dimovski & Brooks 2004b; Keasey & McGuinness 1992;

Willenborg 1999). IPO studies reviewed in this chapter reveal that underpricing is an

anomaly that is persistent in almost all the world’s capital markets (Adams et al.
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2008; Loughran & Ritter 2004; Ritter & Welch 2002). Nguyen et al. (2010, p. 350–

351) argues that, “[i]t seems that the positive discrepancy in underpricing observed

by Ritter (1984) between resources IPOs and other IPOs is gradually disappearing

over time in the Australian market”. While studies on IPOs use archival data to

identify factors influencing expected underpricing, there is no consistency on how

such factors are incorporated and tested in the regression models. For instance, the

factors employed by Finn and Higham (1988) in their regression model to test for

possible explanations of IPO underpricing within the Australian industrial sector are

not the same as those used by How et al. (1995) and Lee et al. (1996). This thesis

proposes that an experiment where variables are manipulated in different treatments

offers improved insight on the influence of retained ownership proportion,

underwriter reputation, investigating accountant reputation, and independent

geologist reputation on analyst perceptions of information asymmetry, attractiveness

of IPO, and expected underpricing. Such an analysis will help to assess the relative

main and interactive effects as well as aid investors and IPO interested parties in

their investment decision making processes.

2.11.3 Australian Market

Although theories of economics and finance are grounded in the normative approach,

behavioural explanations of financial decisions can also be used to describe how

decisions are reached (Ljungqvist & Wilhelm Jr 2005; Ricciardi & Simon 2000;

Ritter 2003a). There is both practical and theoretical significance to a research study

that applies behavioural finance in Australia. There are a few studies incorporating

behavioural finance elements (Bayley et al. 2006; Durand & Scott 2003; Kim &

Nofsinger 2008) specifically focusing on unseasoned equity offerings in Australia.
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Although Durand and Scott (2003, p. 236) have emphasised that there is “empirical

evidence that the American market influences the Australian market” fundamental

differences in structures and regulations exist (Chang et al. 2008). For instance,

Bayley et al. (2006, p. 328) note that:

Australian institutional arrangements are very different to those in the
U.S. While U.S. underwriters frequently stabilise the aftermarket through
the active trading and the exercise of over-allotment options, such activity
is not legal for most of the IPOs in our sample, hence an Australian
underwriter’s role does not usually extend to the aftermarket.

In the U.S. an underwriter can be sued if an investor incurs unexpected losses at IPO

(Lowry & Shu 2002). Litigations like class-action lawsuits are rare in Australia

(Dimovski & Brooks 2006; Lee et al. 1996). While bookbuilding is the popular

method of issuing equity in the U.S., in Australia fixed price is the most accepted

method (Ritter 2003b; Taylor et al. 2012). From the IPO literature reviewed, it is

evident that the majority IPO studies are carried out in the U.S. (Bruton et al. 2010;

Kennedy et al. 2006; Loughran & Ritter 2004). Generalising the implications of U.S.

research findings to an Australian context requires caution given there are substantial

capital market and institutional differences. These differences prompted an

evaluation of the main and relative weights of the four signals’ influence on analyst

perceptions of information asymmetry, attractiveness of IPO, and expected

underpricing. The results of this study contribute to the small amount of existing

Australian behavioural finance studies. The more information collected and

contributed towards understanding the characteristics of IPOs, the more efficient

investors and issuers will be able to direct their investment resources.
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This section has explored the link between this thesis’ research model and the

literature reviewed. The following section summarises the entire chapter in readiness

for the next chapter which discusses the methodology.

2.12 Chapter Summary

The Australian resources sector is unique because firms within this sector operate

under greater information asymmetry in comparison to other sectors. In this chapter,

studies reviewed focus on signalling and market feedback models (Section 2.2-2.3)

as applied in the IPO process. This chapter has also reviewed literature on IPO

signals (Section 2.4-2.7) which are proposed to influence analyst perceptions of

information asymmetry, attractiveness of IPO and expected underpricing (Section

2.10). Investment analysts were identified as expert judges in evaluating the

relationship that exists between this study’s IPO signals and aspects described in the

conceptual framework (Figure 1.3 in Section 1.3.2). A review of studies relating to

how behavioural finance influences investment decision making processes and

analysts’ role as information intermediaries are presented in Section 2.8 and 2.9

respectively. Research gaps identified were presented at the end of every section.

The association between this study’s research model (Figure 1.4 in Section 1.3.3) and

the literature reviewed conclude Chapter Two. The following chapter provides this

study’s methodology.
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Chapter 3 – Research Methodology

3.1 Introduction and Overview

The literature reviewed in Chapter Two indicates that the influences of IPO signals

on analyst perceptions of information asymmetry, attractiveness of IPO, and

expected underpricing are yet to be explored. Chapter Three builds a framework for

the collection and analysis of data.

Specifically, the research problem addressed by the study is:

To what extent do retained ownership proportion, underwriter

reputation, independent geologist reputation, and investigating

accountant reputation influence analyst perceptions of information

asymmetry, attractiveness of IPO, and expected underpricing for

Australian resources sector IPOs?

This chapter thus explores the research designs employed as well as documents the

data collection strategies.

The chapter is organised as follows: Section 3.2 develops the study’s research

questions and hypothesis. Section 3.3 is dedicated to rationale for and description of

the research approach adopted. The description of how the study was conducted and

the targeted unit of analysis are discussed in Section 3.4 which is followed by a

summary of the chapter in Section 3.5.
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3.2 Research Questions and Hypothesis

This section begins with a brief discussion of the main and relative weight of the

independent variables. A discussion on how information is processed in a decision

making process ensues, with the last section providing details on the research

questions to facilitate a deeper understanding of cues used to evaluate resources

sector IPOs.

3.2.1 The Main and Comparative Weights of the IPO Signals

The assumptions of efficient capital markets suggest that participants of a transaction

should have all relevant information needed to determine the intrinsic value of

securities (Fama 1970; Lewellen & Shanken 2002). However, as the literature review

showed, parties in an IPO process such as issuers with superior private information

can lead to opportunistic behaviours (Akerlof 1970; Lambert, Leuz & Verrecchia

2012; Leland & Pyle 1977). Information asymmetry environments lead to initial

owners using signals to convey private information to investors. In decision making

under uncertainties, investors and analysts depend on IPO signals to arrive at optimal

investment strategies. Available literature has not been able to distinguish which

signals are more credible than others at IPO, although there are some discussions on

the level of retained ownership and reputational capital of key IPO participants

(e.g. How & Low 1993; Jackson 2005; Rauterkus & Song 2005). The relative main

and interactive weights of IPO signals’ influence on analyst perceptions of

information asymmetry, attractiveness of IPO, and expected underpricing in relation

to Australian resources sector has not yet been evaluated. Summary reviews of the

IPO signals follow in the next subsections.
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3.2.1.1 Retained Ownership Proportion

Conceptual research indicates that initial owners of a firm know more than outsiders.

If the firm’s future prospects are positive, owners equipped with better knowledge of

the future prospects of the firm, are expected to retain a higher proportion of

ownership at IPO (Leland & Pyle 1977; Grinblatt & Hwang 1989; Robinson et al.

2004). Bruton et al. (2009) argue that such entrenchment increases moral hazard

problems. However, the willingness to invest in one’s own company acts as a

credible signal of value. The IPO literature suggests that where the initial issuers

hold a higher proportion of shares, underpricing is minimised. Nevertheless, firms

with good future prospects choose to underprice to convey their superiority to

investors (Loughran & Ritter 2002; Welch 1989). The empirical evidence on retained

ownership in relation to information asymmetry, and attractiveness of IPO of

resources sector IPOs has not yet been investigated. Evidence on retained ownership

proportion’s influence on expected underpricing remains scarce. This study

hypothesised retained ownership proportion at IPO is one of the credible IPO signals

that investors and analysts rely on when evaluating IPOs of firms operating under an

information asymmetric environment.

3.2.1.2 Underwriter Reputation

Researchers are yet to agree on the influence of underwriter reputation on analyst

perceptions of information asymmetry, attractiveness of IPO, and expected

underpricing. The role of underwriter at IPO is not limited to pricing (Corwin &

Schultz 2005; McDonald & Fisher 1972). Allocation of new issues and consultant

services such as brokerage are other underwriter fee-based services. IPO theoretical

research has reported a negative relationship between underpricing and the prestige
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of an underwriter despite empirical research being inconclusive (Johnson & Miller

1988; Logue 1973; Neuberger & La Chapelle 1983; Roosenboom 2007).

The theoretical research is not clear on how underwriter reputation impacts on

information asymmetry since the underwriter may have a vested interest on IPO

information for allocation purposes (Zhang 2004). There is a scarcity of literature

that highlights whether analysts are likely to use the reputational capital of an

underwriter as a credible IPO signal in investment decisions where firms lack

verifiable financial operating data (Sanders & Boivie 2004).

3.2.1.3 Investigating Accountant Reputation

The role of the auditor/accountant at IPO has received a lot of research attention as

reviewed in Section 2.6. Yet it is still unclear how the particular role influences

analyst perceptions of information asymmetry, attractiveness of IPO, and expected

underpricing especially in relation to Australian resources sector IPOs.

For established private and public firms, the role of an auditor is to verify

information provided by a firm in line with generally accepted auditing standards

(Beatty 1989; How & Low 1993; Mansi et al. 2004). From an international

perspective, auditors differ in their reputation. Even within reputable accounting

firms there is variation in reputation. Moizer (1997, p. 27) states that such differences

“appear to be country specific”. For newly created firms in the Australian resources

sector, little financial information exists that can be audited as the firms have no

credible operating history (How 2000). Companies with good future prospects

associate themselves with reputable accountants to send positive signals to investors

of their future worth (Balvers et al. 1988; Firth & Smith 1992).
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Titman and Trueman (1986) argue that investors are likely to attach a higher value

for firms associated with reputable auditors. The IPO literature is still not clear, from

an empirical point of view, on whether association with reputable investigating

accountants affects information asymmetry at IPO. Literature based on U.S. studies

has shown companies switching auditors depending on reputation at IPO (Cassell,

Giroux, Myers & Omer 2013; Menon & Williams 1991). Interaction effects between

the choice of auditor and the underwriter have also been documented (Balvers et al.

1988). However, studies extending this relationship to Australian resources sector

IPOs are inconclusive. It is not clear how analysts perceive the influence of an

investigating accountant’s reputational capital signal in relation to attractiveness of

IPO, and expected underpricing. Such an investigation is needed to shed light on

investigating accountant reputation in relation to Australian resources sector IPOs.

3.2.1.4 Independent Geologist Reputation

The scarcity of literature on the influence of the reputational capital of independent

geologists in relation to Australian resources firms suggests the need for further

research in this area. The independent geologist is an expert entrusted with existence

of resources and reserves’ verification for mining companies. Up until now, little has

been documented on this topic in Australia. As per the literature reviewed in Section

2.7, only How (2000) has evaluated the role of independent geologist’s reputation in

relation to underpricing. Given that the Australian economy continues to reap

benefits from the resources sector, there is need for further research on how

independent geologist reputation influences analyst perceptions of information

asymmetry, attractiveness of IPO, and expected underpricing.
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In summary, retained ownership proportion, underwriter reputation, independent

geologist reputation and investigating accountant reputation were the four

independent variables of the study. The following section describes the specific

research questions which incorporate the four independent variables.

3.2.1.5 Main and Relative Weights Research Questions

The literature reviewed shows that the IPO signals briefly described in Section 3.2.1

have received little research attention in relation to Australian resources sector IPOs.

IPO signals such as reputational capital of underwriters and accountants have been

evaluated both from an international and Australian perspective, but only in relation

to underpricing (Chang et al. 2008; Deloof et al. 2009; Finn & Higham 1988).

Overall, it is difficult to draw conclusions from IPO literature on how the IPO signals

of this thesis influence analyst perceptions of information asymmetry, attractiveness

of IPO, and expected underpricing due to different capital market set ups, samples,

periods of studies, contexts and controls utilised (Hartnett 2010). No study has been

found that considers the effects of these measures on perceived information

asymmetry, attractiveness of IPO, and expected underpricing in relation to Australian

resources sector IPOs. Due to a lack of adequate evidence to suggest a likely ranking

order for the IPO signals’ weights in Australia, the main overall research question

stated in Section 3.1 is broken into the following specific questions. Question one

explored the main and interactive effect of the four IPO signals on analyst

perceptions of information asymmetry as depicted in the research model presented in

Section 1.3. Specific literature on the perceived information asymmetry covered in

Section 2.10.1 supported the need to provide more information on IPO signals that

can help mitigate how credible private information is disseminated to users.
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RQ1: What are the relative main and interactive weights of:

 Retained ownership proportion;

 Underwriter reputation;

 Independent geologist reputation; and

 Investigating accountant reputation

in influencing analyst perceptions of information asymmetry of resources sector

IPOs in Australia?

The second question aimed to identify how the four independent variables either

independently or in combination affect the perceived attractiveness of IPO (Section

2.10.2).

RQ2: What are the relative main and interactive weights of:

 Retained ownership proportion;

 Underwriter reputation;

 Independent geologist reputation; and

 Investigating accountant reputation

in influencing analyst perceptions of attractiveness of resources sector IPO in

Australia?

The third question emanated from the fact that expected underpricing has been

described as an anomaly at IPO with mixed explanations on what factors are

associated with it. The IPO literature reviewed indicated expected underpricing can

influence an underwriter’s and an accountant’s reputational capital (Section 2.10.3).

However, there is inadequate evidence to the relative level and magnitude of effect

on analyst perceptions of expected underpricing. This yielded the following question:
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RQ3: What are the relative main and interactive weights of:

 Retained ownership proportion;

 Underwriter reputation;

 Independent geologist reputation; and

 Investigating accountant reputation

in influencing analyst perceptions of expected underpricing of resources sector IPOs

in Australia?

3.2.2 IPO Signals’ Cue Processing

The way a decision maker arrives at a decision in uncertain situations is influenced

by behavioural heuristics. From prospect theory, investors put more emphasis on the

change in their wealth rather than on the level of wealth (Loughran & Ritter 2002).

Semenov (2012, p. 1) has noted that:

Loss aversion refers to investors’ tendency to prefer avoiding losses to
acquiring gains of the same size. The loss aversion theory may be
regarded as displaying the decision framing heuristic in which people
behave based on the way that the decision problem is presented.

To arrive at a decision in complex decision step-ups, human beings apply cognitive

facets in line with framing theory. In applying mental accounting propositions,

decision makers segregate different types of cues into separate accounts so as to

weigh information from various sources to arrive at a decision (Grinblatt & Han

2005; Leung & Trotman 2008).

Analysts researching IPO firms in an information asymmetric environment and

heightened uncertainty are more likely to use configural cue processing in their
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investment decision making processes. This argument raised the following

hypothesis:

Hypothesis 1: Investment analysts assess information configurally when considering

the influence of retained ownership proportion, underwriter reputation, independent

geologist reputation, and investigating accountant reputation on perceived

information asymmetry, attractiveness of IPO, and expected underpricing.

3.2.3 Investment Analysts’ Self-insight

The literature reviewed (Section 2.9) shows that there is an increasing focus on the

role of analysts in investment decision making processes, which justifies why

researchers consider analyst following at IPO important (Groysberg et al. 2007;

Hope 2003; Jiraporn, Chintrakarn & Kim 2012; Rajan & Servaes 1997). To assess

the self-insight of investment analysts, the following three questions were generated.

RQ4: What degree of self-insight do investment analysts display into their

evaluation of the influence of retained ownership proportion, underwriter

reputation, independent geologist reputation, and investigating accountant

reputation on perceived information asymmetry in relation to resources sector

IPOs in Australia?

RQ5: What degree of self-insight do investment analysts display into their

evaluation of the influence of retained ownership proportion, underwriter

reputation, independent geologist reputation, and investigating accountant

reputation on perceived attractiveness of IPOs of Australian resources sector?
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RQ6: What degree of self-insight do investment analysts display into their

evaluation of the influence of retained ownership proportion, underwriter reputation,

independent geologist reputation, and investigating accountant reputation on

expected underpricing associated with resources sector IPOs in Australia?

3.2.4 Experiment Data Validation

Most exploration resources sector firms in Australia are at the early stage of

formation (Kreuzer et al. 2007). Such firms opt for equity capital in order to fund

exploration programs while others are able to extend such funds to mine

development. This study sought to understand how and why the IPO signals

influence analyst perceptions of information asymmetry, attractiveness of IPO, and

expected underpricing in relation to Australian resources sector IPOs. Studies

focusing on investment analysts’ behaviour have concentrated on valuation models

and type of information used in reports (Imam et al. 2008). Such a focus neglects

signals that can illuminate the nature of IPO firms especially where financial and

market data is absent (Sanders & Boivie 2004). For triangulation of the experiment

results and to gain a first-hand understanding of the IPO signals as they relate to

Australian resources sector IPOs, the following research question was posed:

RQ7: For Australian resources sector IPOs, how and why does retained ownership

proportion, underwriter reputation, independent geologist reputation, and

investigating accountant reputation influence analyst perceptions of information

asymmetry, attractiveness of IPO, and expected underpricing?
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The objective of this section was to present the research questions and hypothesis of

this study. In order to link this study’s objectives (Section 1.6.2) to the research

questions and hypothesis, a highlight of each IPO signal reviewed in the literature

was provided. Research questions developed from the gaps identified in the literature

review have been presented as well as the hypothesis. The following section

describes the study design in detail.

3.3 Study Design

This section presents the research methodology used to address the research

questions identified in Section 3.2. The section begins with a discussion on the

justification for a mixed method approach. The two designs selected– experimental

design and semi-structured interviews– are then discussed in detail. Given the

complexity of setting an experiment, the methodologies are discussed first followed

by operational definitions which include the level of variables. The section then

elaborates how the semi-structured interviews were set up. The last section is

dedicated to a discussion of the statistical tests that were conducted to arrive at the

findings and how semi-structured interviews were analysed.

3.3.1 Research Design Justification

The discussion in Section 1.3 on the theoretical framework influenced the choice of

research methods. IPO research has not yet addressed how the retained ownership

proportion and reputational capital of pivotal stakeholders influence analyst

perceptions of information asymmetry, attractiveness of IPO, and expected

underpricing. To address this research gap, this study employed quantitative and

qualitative methods to help understand the relationship between the IPO signals and
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the three dependent variables. Bryman and Bell (2007, p. 39) have described research

design as “a framework for the generation of evidence that is suited both to a certain

set of criteria and to the research question in which the investigator is interested”.

The three major criteria for assessing business and management research which

include reliability, replication, and validity (Bryman & Bell 2007; Sekaran & Bougie

2010) guided the selection of experimental and semi-structured interview designs.

These two research designs were selected to comprehensively address the research

objectives set out in Section 1.4.

A mixed research approach was used both for exploration and confirmation

purposes. A similar approach is undertaken by Imam et al. (2008) who justified its

use by noting that:

Overall, our analysis provides insight into how valuation models are used
to generate stock price targets and recommendations in actual capital
market settings, which are characterised by high uncertainty, both about
future financial performance and about the market’s ability to interpret
and impound such information into share prices in a timely and efficient
manner. (p. 508)

This study differs from Imam et al. (2008) in that it focused on an IPO setting where

information asymmetry and uncertainty predominately play a significant role in the

valuation and decision making-processes.

An experimental design was selected because of its strength when it comes to

internal validity in establishing causal findings. A completely-crossed (2ସ=16 cases)

factorial experiment, emanating from conjoint analysis (Green, Krieger & Wind

2001), was employed to gauge the influence of retained ownership proportion,

underwriter reputation, independent geologist reputation, and investigating
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accountant reputation on perceived information asymmetry, attractiveness of IPO,

and expected underpricing. Going by the hypothesis identified in Section 3.2 and the

theoretical approaches discussed in Section 1.4, part of the study utilised

confirmatory scientific method. The cause and effect relationship identified in

Section 2.10 of the literature review added to credibility of experiment design for this

study. Since the effect of changing one or more variables can be observed under

controlled conditions, it was possible to observe the causal relationships.

Experimentation made it possible to identify the extent to which alternative signals

influence the dependent variables including whether the signals were used

individually or jointly. Johnson and Christensen (2010, p. 41) have argued that:

Active manipulation is involved only in experimental research. Because
of this (and because of experimental control), experimental research
provides the strongest evidence of all the research methods about the
existence of cause-and-effect relationships.

Given the possibility of controlling for confounding extraneous variables, internal

validity was enhanced which led to greater confidence about the claim of causality.

This study’s experiment measured the difference between high and low levels of

these variables in a series of hypothetical cases. The difference between the high and

low levels indicated how responsive analysts were to changes in each of the

independent variables. However, experimental designs have limitations which are

discussed in more detail in Section 3.3.2.

The second research method used in this study was based on semi-structured

interviews. Qualitative research was used to triangulate experimental findings and to

gain first-hand information on the impact of the relationships between this study’s

variables as modelled in Figure 1.4 (Section 1.3.3). This was applied because from
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investment analysts’ point of view little is documented about resources sector firms

despite their importance to the Australian economy (Section 1.2). Bryman and Bell

(2007, p. 55) have noted that:

A cross-sectional design entails the collection of data on more than one
case (usually quite a lot more than one) and at a single point in time in
order to collect a body of quantitative or quantifiable data in connection
with two or more variables (usually many more than two), which are then
examined to detect patterns of association.

Although semi-structured interview design is weak in regard to internal validity, the

procedures can be replicated by other researchers. The next section looks into the

two research methods in detail.

3.3.2 The Experimental Design

This study’s aim was to explore causal connections between variables. Narrowing

the IPO signals to those that relate to resources sector IPOs permitted this study to

measure the impact on the identified dependent variables (Figure 1.4 in section

1.3.3). Experimental design was selected to achieve a high level of internal validity

and to assess the causal effect through variable manipulation. Experimentation is

supported by Cook and Shadish (1994, p. 547) who argue that:

...individual experiments are designed to test the effects of one or a few
manipulable independent variables over a restricted range of treatment
variants, outcome realizations, populations of persons, types of settings,
and historical time periods. To be sure, in their individual studies,
researchers can measure attributes of treatments, outcomes, respondents,
and settings and then use these measures to probe whether a particular
outcome depends on the treatment's statistical interaction with such
attributes.
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In addition, Cooper and Schindler (2010, p. 141) state that, “[e]xperimentation

provides the most powerful support possible for a hypothesis of causation”.

For resources sector firms the presence of an underwriter, an investigating

accountant, and an independent geologist of different reputations combined with

different levels of retained ownership were hypothesised to influence analyst

perceptions of information asymmetry, attractiveness of IPO, and expected

underpricing. The fact that information about all four IPO signals is found in offer

documents supported the cause-and-effect relationship. Analysts are able to identify

these signals before forming an opinion on an IPO. This implies that the order of the

occurrence of the variables was put into consideration as well.

Baker and Mukherjee (2007) state that “[i]n finance, surveys provide a means of

collecting information directly from executives and other decision makers” (p. 20).

In such surveys, experiment designs have been applied to inform business research.

In a study of the role of personal values in an investment decision, Pasewark and

Riley (2010, p. 241) note that:

...we utilize an experimental design in which participants make an
investment decision under controlled conditions. To remove the effects of
confounding variables, we limit the investment opportunities, hold
investment ratings constant, and specify expected returns.

Pasewark and Riley use a sample of 216 business students in a 1x3 between-subjects

experimental design in which the bond yield is manipulated. The participants are

presented with monetary amounts and investment choices: one related to a tobacco

company, and the other related to a non-tobacco company. They find evidence that

investors think about individual values in addition to financial factors in selecting

investments. They also report a possible interaction between personal values and
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expected rates of return. A notable limitation of Pasewark and Riley’s study is the

use of hypothetical funds in the investment option. However, the authors argue that,

“[w]e purposely simplified the investment decision in this study to isolate key

variables” (p. 249).

In a study on investment commitment among ethical investors, Webley, Lewis and

Mackenzie (2001) used an experimental approach to simulate consultation with a

financial advisor. Their study finds evidence that ethical investors are committed to

ethical investment irrespective of their performance when there are no suitable

alternatives. They state that:

This study suggest that it is possible to investigate the behaviour of real
investors experimentally, and that further studies of this type (using a
role-play of a consultation with a financial advisor) could help to explore
the motivation of investors, their mental accounting, their reaction to
changes in the investment environment and a variety of other issues.
(p. 40)

Thus, in line with the above argument the experimental design was deemed the most

suitable to test the research questions specified in Section 3.2. The next section

elaborates further on the type of experiment undertaken in this study.

3.3.2.1 Factorial Experimentation

The main effects of each IPO signal on analyst perceptions of information

asymmetry, attractiveness of IPO, and expected underpricing were of importance to

this study. Equally important were the joint effects. In cause-effect study internal

validity is paramount. This study’s aim was to make an inference regarding cause-

effect relationship that retained ownership proportion, underwriter reputation,

independent geologist reputation, and investigating accountant reputation, either
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independently or jointly had on each dependent variable. How the IPO signals

interacted to jointly influence the dependent variables was intended to assist IPO

issuers in concentrating on those IPO signals that have significant effects and thus

allocate resources accordingly. The IPO literature reviewed indicated a possibility

that issuing owners of a firm can send credible signals through various levels of

retained ownership and association with reputable key participants who are disclosed

in the offer document.

This study sought to identify the potential key drivers of the identified relationship in

the model presented in Figure 1.4 (Section 1.3.3) and thus build on signal enhancers

in line with “signal-to-noise ratio” (Lord 1965; Trochim & Donnelly 2008). In

regard to true experimental design, it allows “doubts about internal validity to be

allayed and reflects the considerable emphasis placed on the determination of

causality in quantitative research” (Bryman & Bell 2007, p. 54). Factorial

experimentation was chosen as the most appropriate method to address Research

Question One, Two, and Three. In support of experimentation, it has been noted by

Cooper and Schindler (2010, p. 230) that:

One commonly held misconception about experiments is that the
researcher can manipulate only one variable at a time. This is not true;
with factorial designs, you can deal with more than one treatment
simultaneously.

Johnson and Christensen (2010, p. 309–310) have added that:

Factorial designs enable us to include as many independent variables as
we consider important. Mathematically, or statistically, there is almost no
limit to the number of independent variables that can be included in a
study.
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Identifying the main effect (or lack of it) of each IPO signal was important because

the results can equip investors and decision makers at IPO with information on each

cue. However, the study also sought to identify if there was a unique combination of

IPO signals that stood out as superior to analyst perceptions of information

asymmetry, attractiveness of IPO, and expected underpricing.

Despite its usefulness, factorial design has limitations. Johnson and Christensen

(2010, p. 310) have indicated that as the number of independent variables increases,

“the required number of participants increases rapidly”. This problem was addressed

in this study by use of repeated-measures design which is discussed in the following

section.

3.3.2.2 Within-subjects Experimental Design

Trochim and Donnelly (2008) argues that an experiment is probably the strongest

design with respect to internal validity. This can be attributed to experimental design

focusing on the treatment and the outcome in a cause-effect relationship. Charness

et al. (2012, p. 1) have added that, “by exposing participants to different treatments,

one is able to achieve identification of causality”. The existence of a control group

ensures the causal relationships hold, especially if one group is given the treatment

and the other group (control group) is not. Initially, the groups should be similar.

De Vaus (2002, p. 297) argues that:

One way of achieving this is to match individuals in each group-for each
person in the treatment group we select a similar person in the control
group. Obviously we cannot get an identical person but we can match on
particular attributes (e.g. age, gender etc).
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In nested experimental designs every participant receives only one treatment and

therefore each subject has a single score. This is also referred to as the ‘between

subjects’ design as the effect, if any, occurs between groups of subjects.

This approach is appropriate where the researcher aims to minimise carryover

effects. However, in order to implement a ‘between subject’ design, a large sample is

required which introduces cost implications.

An alternative to ‘between subjects’ design is the within-subject experiment design.

Greenwald (1976, p. 315) justify the use of within-subject design arguing that:

Since a ࣽ -treatment between-subjects design would employ ࣽ times the
number of subjects used in a within-subjects design with the same number
of observations, it is apparent that a within-subjects design might often
reach a desired level of power while using fewer than 1/ ࣽ times the
number of subjects in an equally powerful between-subjects design. The
within-subjects design can therefore represent an immense experimental
economy, particularly when per-subject costs are considerable in relation
to per-treatment costs.

In support of Greenwald’s argument, Charness et al. (2012, p. 2) has stated that

“within designs lend themselves to more powerful econometric techniques and, in

many cases, are a closer match to a theoretical perspective”. In this approach, each

participant is given all the treatments. This implies that each participant has more

than one score. A fully-crossed experimental design was considered appropriate for

this thesis given that the participants were composed of investment analysts who are

experienced in analysing resources sector IPOs. Given De Vaus’ (2002, p. 298)

assertion that, “[w]ithout a control group we cannot know for sure if any changes that

the experiment group exhibits would have occurred without the treatment”, for this

study participants were used as their own controls. Greenwald (1976, p. 320)

concludes that, “[a] general force operating in the direction of selecting a within-
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subjects design is the statistical efficiency afforded by the removal of subject

variance from error terms used to test treatment effects”.

A within-subjects experimental design was considered appropriate for this study’s

aim. The cause-effect relationship was obtained by analysing how the investment

analyst’s assessment changes when the circumstance of the experiment changes. On

a daily basis, investment analysts will react to different sets of information and make

decisions based on different states that exist in the market. In line with prospect and

framing theory, Charness et al. (2012) have noted that, “[o]ne has to worry about the

order of exposure affecting the reference and framing of treatments”. This problem

of framing and presentation was overcome through randomisation of treatments.

Sekaran and Bougie (2010, p. 256) have noted that, “the randomized block design is

a more powerful technique, providing more information for decision making”.

Although randomisation of treatments does help overcome regular variances between

subjects, carryover and sensitization biases needed to be mitigated as well. Similarly,

experimenter demand effect needed to be taken into account. This is a situation

where the participant hypothesises about experimenter intentions (Charness et al.

2012). In order to mitigate these problems, all treatments and related dependent

variables’ responses were randomised and therefore the participant only needed to

recall the reference point which was the real cases they have dealt with in the past.

In conclusion, Charness et al. (2012, p. 5) has argued that:

In a within analysis with a series of questions, we can analyse order-
response correlations to get an idea of whether questions were answered
independently. This can be done if the order of the questions is varied (or
if the order and questions are designed very carefully to avoid response
trends).
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Pre-testing of the questionnaire (discussed in Section 3.4.4) mitigated the design and

ordering of the cases which were presented in the experiment. The following section

provides details of the operational definitions of the variables adopted in this study.

3.3.2.3 Operational Definitions

The variables needed to first be operationalised to implement the experimental

design and carry out semi-structured interviews. Sekaran and Bougie (2010, p. 127)

indicate that “[r]eduction of abstract concepts to render them measureable in a

tangible way is called operationalizing the concepts”. In addition, Sekaran and

Bougie argue that “management research cannot be 100% scientific because we do

not have the ‘perfect’ measuring instruments” (p. 134). This study made use of

related literature to identify measures of relevant variables to verify the findings of

other researchers and build on their work. The following subsections describe the

relevant variables of interest and their levels.

3.3.2.3.1 IPO Signals’ Levels

There were four IPO signals (informational cues) and three dependent variables

(investment analyst’s decisions). In this section the operationalisation of the IPO

signals is presented. Discussion on the measurement of dependent variables is

presented in Section 3.3.2.3.2. For analysis purposes, the four IPO signals were

measured using two levels: high and low. Accordingly, the dichotomous

classification was applied for retained ownership proportion, underwriter reputation,

investigating accountant reputation, and independent geologist reputation. Although

Kida et al. (1990) have mentioned that categorical classification may result in loss of

information compared to continuous measurement, categorical classification closely
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reflects how expert judges are likely to disaggregate information. Taken from an

experimental perspective, an increase in the IPO signals’ levels increases the level of

complexity.

High and low levels of IPO signals were hypothesised to impact on analyst

perceptions of information asymmetry, attractiveness of IPO, and expected

underpricing. For instance, high retained ownership implies that a firm’s issuing

owners have faith in their own company and vice versa (Bruton et al. 2009; Leland &

Pyle 1977). Chiang and Venkatesh (1988) have found a positive relationship between

insider holdings and information asymmetry using archival data. Given that insider

holders are perceived to possess private information about a firm, Chiang and

Venkatesh “use the percentage of ownership by corporate insiders as a proxy for the

degree of information asymmetry faced by the dealer” (p. 1041). As mentioned in the

literature review (Section 2.4), such levels of ownership may act as credible signals

to investors as the owners are willing to maintain their own wealth in the firm.

Underwriter reputation has been measured in the past using Carter and Manaster’s

(1990) methodology. Highly ranked underwriters appear on top of their list. In

Australia the frequency of engagement has also been used. Underwriters of high

quality are associated with high frequency of engagement at IPO (Dimovski et al.

2011). The frequency of engagement has also been used to measure independent

geologist reputation (How 2000). In the auditing and accounting fields, firms are

categorised as being Big-Four or otherwise. Other similar classification such as Big

Eight and non-Big Eight were reviewed in Section 2.6.2. Thus, “high” represents

firms that have engaged the Big-Four at IPO and “low” represents firms engaging the
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services of non-Big-Four. Focusing on the Australian mining sector, Birt, Rankin and

Song (2012) have used Big-Four versus non-Big-Four in a study on derivatives

usage.

From a behavioural finance point of view, a decision maker faced with a complex

situation will likely break information into categories to arrive at the “right” decision

(Kahneman & Frederick 2007; Kida et al. 1990; Tversky & Kahneman 1981).

The operational definitions adopted here also support the element of framing and

referencing with an aim of aiding investment analysts in their investment decision

making processes. An example of one of the sixteen experiment decision cases is

shown in the Figure 3.1. The figure is constructed using the binary levels of the four

independent variables at IPO. High and low denote the level of retained ownership

proportion, underwriter reputation, investigating accountant reputation, and

independent geologist reputation.

Figure 3.1 Sample of the Decision Case Used in the Experiment

Case xx

 Retained ownership proportion High

 Underwriter reputation Low

 Independent geologist reputation Low

 Investigating accountant reputation High

Indicate your relative evaluation (circling)

a) Perceived level of information asymmetry

Lower 1 2 3 4 5 6 7 Higher

b) Perceived attractiveness of IPO

Lower 1 2 3 4 5 6 7 Higher

c) Perceived degree of underpricing

Lower 1 2 3 4 5 6 7 Higher



163

In analysing the effects of the four independent variables, each at two levels, the

results were presented in sixteen treatments (cases).

3.3.2.3.2 Dependent Variable Levels

There were three dependent variables of interest in this study. The first research

question asked how the combinations of IPO signals affected analyst perceptions of

information asymmetry for resources sector firms at IPO. Information asymmetry

was defined as a business situation in which one party in a transaction has more or

superior information compared to another (Akerlof 1970; Lambert et al. 2012; Scott

2011). For the second question, attractiveness of IPO was defined as the desirability

and suitability of the IPO as an investment in terms of expected return and risk

characteristics. For the third question, expected underpricing was defined as the

expected percentage change from the offer price to the market price at the end of the

first trading day (Beatty & Ritter 1986; Chambers & Dimson 2009).

All three dependent variables were measured relative to the investment analysts’

reference point which was seven of the last ten typical Australian resources sector

IPOs evaluated. The trade-off between representativeness and anchoring hypotheses

informed the reference point’s selection (Amir & Ganzach 1998). Tversky and

Kahneman (1981, p. 456) contends that:

Outcomes are commonly perceived as positive or negative in relation to a
reference outcome that is judged neutral. Variations of the reference points
can therefore determine whether a given outcome is evaluated as a gain or
as a loss.
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In summarising representativeness, Ritter (2003a, p. 432) asserts that “[p]eople tend

to put too much weight on recent experience”. In addition Ritter also states “[w]hen

things change, people might underreact because of the conservatism bias. However,

if there is a long enough pattern, then they will adjust to it and possibly overreact,

underweighting the long-term average”. For flexibility and representativeness

purposes, using the reference point of seven of the last ten typical Australian

resources sector IPOs evaluated aided investment analysts in the evaluation exercise.

3.3.3 Semi-structured Interviews

As highlighted in Section 3.3, this study also used semi-structured interviews to gain

an understanding of how and why retained ownership proportion, underwriter

reputation, independent geologist reputation, and investigating accountant reputation

influenced analyst perceptions of information asymmetry, attractiveness of IPO, and

expected underpricing. To develop a market information theory, Barker (1998, p. 6)

opts for semi-structured interviews arguing that “[t]hese have the major advantage of

allowing interviewees to express opinions on wide-ranging, predetermined issues,

and also in response to supplementary questions seeking clarity, consistency and full

explanation”.

In another study on how investment banks value IPOs in Belgium, Deloof et al.

(2009) also use semi-structured interviews to gain insight into how underwriters

value and price IPOs. They support their study with similar reasoning to Barker.

However, they note that a participant’s subjectivity can be a limitation. Imam et al.

(2008) have used semi-structured interviews mostly with sell-side analysts to provide

an understanding of the valuation models used by investment analysts in the UK.
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In this thesis, semi-structured interviews were conducted to validate and extend the

experimentation data.

Section 3.3.2 and 3.3.3 explored the experimental and semi-structured interview

designs respectively. They provide details of this study’s framework and

methodology. Details of the variable definitions and measurements used were

presented. The following section focuses on the statistical tests used in this study.

3.3.4 Statistical Tests

The software used for the experiment data analysis was Statistical Package for Social

Science (SPSS) 20 for Windows. In the following sections the statistical techniques

employed in this thesis are set out.

3.3.4.1 Analysis of Variance

One of the advantages of factorial experimentation is that it allows a researcher to

analyse interaction effects between independent variables and dependent variables.

ANOVA was employed to set out the effects of the IPO signals on analyst

perceptions of information asymmetry, attractiveness of IPO, and expected

underpricing. To clarify, Johnson and Christensen (2010, p. 504) have stated that

“[a]nalysis of variance technique use what is called F distribution”. Jaccard (1998,

p. 11) points out:

The traditional tests of significance of the main effects and interactions in
the ANOVA model are based on the assumption that the various ߝ are
independently and normally distributed with a mean of zero, that the
variances of the ߝ are equal in each cell defined by the factorial design,
and that the ߝ are normally distributed within each cell defined by the
factorial design.
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In comparing t-test and ANOVA, Quinlan (2011, p. 401) asserts:

Both are used to test hypotheses about the difference (the variance) in the
means in groups. While the t-test is used to test two means, ANOVA can
be used to test the differences among the means of many groups at once.
The purpose of ANOVA is to test whether the means of different groups
are common or different.

This study used the ANOVA model to compute and compare partial eta squared for

each dependent variable. There were three dependent variables for this study.

For robustness and Type I error mitigation, multivariate analysis of variance

(MANOVA) was conducted on the data collected (Coolican 2009; Field 2009).

Coolican (2009, p. 494) has argued “[i]f MANOVA is significant it is legitimate to

investigate further and take as significant any of the individual (‘univariate’)

ANOVA results which the MANOVA procedure have shown to be significant”.

As this thesis’ MANOVA results were significant, following Coolican’s advice,

ANOVA results were used to answer Research Questions One to Six. The three

measures used to generate the weightings (Section 4.3) of the four IPO signals were

self-reported weights, magnitude of effect, and effect size.

3.3.4.2 Analysis and Interpretation of the Interview Data

Qualitative data were collected through semi-structured interviews with investment

analysts. A file was opened for each respondent where transcribed data was stored.

Coding ensued through reading and re-reading the transcribed text documents to

create nodes which helped to identify categories. These categories were linked to the

influence of retained ownership proportion, underwriter reputation, independent

geologist reputation, and investigating accountant reputation on analyst perceptions

of information asymmetry, attractiveness of IPO, and expected underpricing.
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Section 3.3 has provided the details of this study’s research design. The particulars of

the experiment and semi-structured interview designs have been presented including

operational definitions used. The section presented the statistical tests carried out

with the data that was collected. The following section provides the details of how

the research design was executed to arrive at the findings and conclusion of this

thesis.

3.4 Research Implementation Strategy

This section is dedicated to the execution strategy of the research design recorded in

Section 3.3. The data collection instruments are discussed first. This is followed by a

discussion on this study’s population and sample elaborating on how investment

analysts were chosen as the unit of analysis. A discussion on how the pilot study was

conducted and the outcomes is provided later in the section. The last part of the

section is dedicated to the distribution of the data gathering instruments.

3.4.1 Data Collection Instruments

Quantitative data were collected via a self-administered questionnaire. Sekaran and

Bougie (2010, p. 197) state that, “[q]uestionnaires are an efficient data collection

mechanism when the researcher knows exactly what is required and how to measure

the variables of interests”. To put data collection using a questionnaire into

perspective, Quinlan (2011, p. 326) assert that “[s]urvey research is situated within a

framework of positivism, it is deductive and it is used primarily to generate

quantitative data. Questionnaires and/or scales are appropriate data gathering

methods”. Based on these scholars’ arguments, a questionnaire and a semi-structured

interview protocol were designed for this study.
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The questionnaire was designed for the experiment data collection. The interview

protocol was followed to direct and collect data for the semi-structured interviews.

Despite the benefits associated with data collection using a questionnaire (Teddlie &

Tashakkori 2008), this methodology has limitations. For a questionnaire distributed

through post, Sekaran and Bougie (2010, p. 197) note that “the return rates of main

questionnaires are typically low. A 30% response rate is considered acceptable”.

The following subsections provide details of the scaling and organisation of the

questionnaire used for experimentation.

3.4.1.1 Scaling

The influences of retained ownership proportion, underwriter reputation, independent

geologist reputation, and investigating accountant reputation on analyst perceptions

of information asymmetry, attractiveness of IPO, and expected underpricing were

rated by investment analysts’ responses to a set of indicators. The influence of each

indicator was measured using a Likert scale. Quinlan (2011, p. 327) notes:

Likert scales are named after the person who developed them, Rensis
Likert, and are widely used in the measurement of attitudes. .... The Likert
scale is useful in that as well as measuring the direction of attitudes, it
also measures the force of the attitudes. A Likert Scale can be a three-
point scale, or a five-point scale or a seven-point scale.

This thesis adopted a seven-point scale with the lowest relative influence being

represented by one (1) and highest relative influence being indicated by seven (7).

Participants were instructed to circle their choices on the scale (see Figure 3.1).
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3.4.1.2 Organisation of the Questionnaire

The questionnaire comprised two parts. The first part was organised to aid the

participants in their evaluation. The participants were asked to consider typical

Australian resources sector IPOs they had evaluated before. Definitions of key terms

were provided to ensure they had points of reference.

Specific instructions on how to evaluate the cases were provided and accompanied

with an example. The second part of the questionnaire also comprised two sections.

The first section was composed of sixteen short cases based on a completely-crossed

(2ସ=16 cases) factorial experiment as discussed in Section 3.3. The second section

questioned the participant’s assessment process. On fixed scales representing

information asymmetry, attractiveness of IPO, and expected underpricing,

participants were asked to provide subjective scores (adding up to a 100% for each)

for the influence of each IPO signal. Other questions in this section related to self-

insight assessment and additional characteristics of resources sector IPOs.

3.4.2 Semi-structured Interviews.

The motivation for using a semi-structured interview methodology was to gain a

first-hand understanding of how the four IPO signals influenced resources sector

IPOs aspects (Figure 1.3 in Section 1.3.2) while maintaining a certain level of

standardisation so that differences between interviews can be minimised. In reference

to this methodology, Bryman and Bell (2007, p. 213) has substantiated that:
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It typically refers to a context in which the interviewer has a series of
questions that are in the general form of an interview schedule but is able
to vary the sequence of questions. The questions are frequently somewhat
more general in their frame of reference than that typically found in a
structured interview schedule. Also, the interviewer usually has some
latitude to ask further questions in response to what are seen as significant
replies.

A set of four questions were used for each semi-structured interview. The use of

semi-structured questions to carry out a survey on senior management of an

organisation including analysts has been reported in finance literature (Barker 1998;

Brau & Fawcett 2006; Deloof et al. 2009; Imam et al. 2008). Brau and Fawcett used

a survey methodology to study IPO issues using chief financial officers (CFOs) as

the unit of analysis. Another study that has utilised survey questions is that of Imam

et al. (2008) who have studied the valuation models used by analysts. Sample copies

of the invitation to participate, semi-structured interview protocol and information

letter to participants are provided in Appendices E, F, and G respectively.

3.4.3 Study Population and Sample Selection

The objectives of this study were to investigate the perceptions of investment

analysts on Australian resources sector IPOs. Unlike the market based studies, this

study’s population of interest was therefore composed individual investment

analysts. Arnold and Moizer (1984, p. 195) have stressed that:

Insofar as investment analysts are participants in the stock market, or
influence others who are participants, market-based studies throw some
light on the results of the analyst’s actions. However, by their nature,
market-based studies concentrate on the aggregate market reaction to
information and shed little light on the process by which decisions about
shares sale or purchase recommendations are reached.
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They justify their study of individual analyst behaviour by stating “[i]t may provide a

deeper insight into market behaviour, for example the relative importance of

different information systems in determining security prices” (p. 196). A similar

argument was made by Pike et al. (1993).

As the focus was on resources sector firms, the investment analysts were selected

because of their prior experience with Australian energy and material industry

groups. Therefore the participants had to have evaluated resources sector firms

previously to be included in the sample. A judgemental sampling method was used to

arrive at investment analysts. The participants qualified depending on their

experience (Bryman & Bell 2007; Quinlan 2011). Hogarth (2005, p. 255) states that

“characteristics of actors are relevant to the theories being tested in the experiment”.

A database of one hundred profiles of investment analysts who had experience with

resources sector firms was created using the Internet. These profiles consisted of

participant information including their contact details. The database created was used

for the experiment and semi-structured interviews. From the assembled profiles, a

random sampling method was used to initially select six semi-structured interview

participants.

3.4.4 Pilot Study

To test the experiment questionnaire and semi-structured interview protocol a pilot

survey was undertaken using six investment analysts who were familiar with

Australian resources sector IPOs. Melbourne was selected for the pilot study because

it is a convenient location to the researcher. The pilot study was carried out in three

stages. First, the experiment questionnaire was delivered in person to three
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investment analysts at different times. Each investment analyst was requested to

provide answers to each question and each of the sixteen cases noting areas that

needed to be modified where necessary. The results were then aggregated and

compared.

One analyst recommended that the example given in the case evaluation be complete

with hypothetical choices circled to provide a pictorial illustration to participants.

There were no other changes to the content and layout of the questionnaire.

Also discussed with the three investment analysts was the appropriate method of

delivering the questionnaires (see Section 3.4.5 for details). The modified

questionnaire was mailed to another three investment analysts for pre-testing in terms

of completeness and timing. All six analysts took less than twenty minutes to

complete the questionnaire. To ensure that randomisation of variables and

manipulation of the treatments did not cause confusion to participants, the results

were discussed with each investment analyst. There were no inconsistencies

reported.

In the third stage, two of the investment analysts who had participated in the pilot

study were asked to provide feedback on the semi-structured interview protocol.

Each question in the semi-structured interview protocol was discussed. Initially, the

semi-structured interviews were anticipated to last 60 minutes. However, each

participant took less than 40 minutes to respond to the semi-structured interview

questions. Their opinion was that asking for 60 minutes of personal time might not

be prudent. A decision was reached to first collect experiment data and then carry out
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the semi-structured interviews given the need to validate the experiment findings

(Deloof et al. 2009; Imam et al. 2008).

3.4.5 Experimental Research Instrument Delivery

The two main methods of sending a questionnaire to selected participants are post

and email. Dillman, Smyth and Christian (2009, p. 154) have argued that:

At first, web and mail questionnaires may appear to have monumental
differences. On the Web, questions can be asked one page at a time,
whereas in mail that is inefficient and seldom done. Instead,
questionnaires are often printed in booklet format to help respondents
navigate between the pages.

As mentioned in Section 3.4.4, the question of which questionnaire delivery method

to use for this study was discussed during the pilot study. The consensus among the

pilot study’s participants was that, since most investment analysts are busy

professionals, they are likely to overlook an electronically administered

questionnaire. Thus, this study settled for a hard copy mailed questionnaire for both

the experiment stage and for inviting participants to the semi-structured interviews.

A personalised and signed information letter to participants, the experiment

questionnaire, and a stamped return envelope addressed to the researcher was mailed

in March 2013 to ninety-four investment analysts. The information letter to

participants gave an overview of the research. The overview included the aims, why

the participant was selected, treatment of information provided, and preservation of

their confidentiality as required by Australian Catholic University’s ethical

standards. The questionnaire included detailed instructions on how to answer the

questions. Copies of the invitation to participate, data collection instrument, and
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information letter to participants are provided in Appendices A, B, and C

respectively.

Another package was mailed to the participants three weeks after the initial mail out

to encourage completion. This excluded those who had either declined (four) or had

changed addresses (three). Resending questionnaires has limitations. Oppenheim

(1992, p. 105) has noted that:

…mail surveys tend to suffer from low and slow response rates, so
reminders may be sent out when the rate of returns begins to drop, and
perhaps again after a week or two, to those who have not returned the
questionnaire. This becomes impossible if we have promised
anonymity… unless we send out reminders to the entire sample, which
might be too expensive.

The second package contained a follow-up letter thanking those who had responded,

instructions to disregard the duplicated questionnaire, and reminding those who had

not yet responded to consider doing so (see Appendix D for a copy). This was done

because the questionnaire was anonymous and associated costs were minimal.

Overall, a total of thirty five usable questionnaires were returned by May 2013

representing a response rate of 37.23%.

3.4.6 Conducting Semi-structured Interviews

Of the initial sample of one hundred investment analysts, six were randomly selected

to participate in the semi-structured interviews. A personalised and signed invitation

to participate was mailed to this group on 1 May 2013. The invitation introduced the

research aim, the rationale behind participant selection, anticipated length of

interview, and a request to reply to the researcher if they were happy to participate.

By 14 May 2013, three participants had scheduled interviews with the researcher.
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One declined to participate due to the size of their fund. Another was out of the

country. The final participant could not be reached due to change of address.

Using the snowballing approach, the three participants who had agreed to the

semi-structured interviews recommended four more persons who they considered

suited the study. Of the four, three agreed to participate. The fourth declined citing

time constraints. An overload point has been suggested as the benchmark to address

the question of appropriate numbers for interview research. Quinlan (2011, p. 214)

argue “[s]aturation point is reached when the researcher, through continuing to

engage the phenomenon with participants in the research, no longer hears any new

thoughts, feelings, attitudes, emotions, intentions...”. For the semi-structured

interviews, six participants were sufficient given that the objective was to validate

the experiment data. The interviews were conducted at venues and times convenient

to the participants. All interviews were taped. Every participant was assigned a

number which was then used to identify their responses in the transcription process.

This section has presented the research implementation strategy. The section

provides details of the questionnaire used for the experiment and the interview

protocol adopted for the semi-structured interviews. The population of the study

which was composed of investment analysts based in Australia and the sample

selected was explored in detail. The section concluded with details of the pilot study

and a discussion on how the research instruments were delivered to participants.
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3.5 Chapter Summary

This chapter described the most appropriate research method to achieve the

objectives identified in Section 1.4.1. To cover all the main elements identified in the

literature review, a mixed research method was utilised for the empirical work.

Two research methods were selected which are posited to be consistent with post-

positivist and constructivism propositions. The mixed methods were composed of

experimentation design, completely crossed (2ସ=16 cases) factorial experiment, and

semi-structured interviews. Both quantitative data using experiment and qualitative

data using semi-structured interviews were described in detail. The research

implementation strategies were also described in this chapter. The next chapter

presents the data analysis and results of the study.
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Chapter 4 – Results and Analysis

4.1 Introduction and Overview

This chapter covers the results and analysis of the influence retained ownership

proportion, underwriter reputation, independent geologist reputation, and

investigating accountant reputation have on analyst perceptions of information

asymmetry, attractiveness of IPO, and expected underpricing. The results are based

on the mixed method research approach discussed in Chapter Three in which

experimental design and semi-structured interviews were employed to collect data.

The experimental design produced quantitative data. The semi-structured interviews

produced qualitative data.

The chapter is organised as follows: Section 4.2 deals with the description of the

experiment respondents and measures of validity applied on the research instruments.

Section 4.3 presents the weightings of the independent variables starting with their

influence on information asymmetry followed by attractiveness of IPO, and expected

underpricing. Section 4.4 presents the semi-structured interview findings. A chapter

summary is presented in Section 4.5.

4.2 Description of Respondents and Measures of Validity

This section begins with an overview of the respondents who participated in this

study as a foundation for the experiment findings. It continues by describing the

measurements used to derive the findings.
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4.2.1 Description of Respondents

This study’s results are based on thirty-five completed questionnaires representing a

37.23 per cent usable return ratio. Wang et al. (2011, p. 9) while reflecting on the

work of Moyes, Park, Wang and Williams (1997) and Tijjani, Fifield and Power

(2009) have stated that, “[t]he average response rate from financial analysts in

questionnaire surveys across all countries is 40 per cent, indicating a relatively high

level of co-operation in contrast to general opinion surveys”. The response rate of

37.23 per cent was therefore considered satisfactory.

Data on the professional experience of participants was also collected. Through

training and experience investment analysts are articulate in their daily tasks of

examining company reports and other materials as they look for cues enabling them

to arrive at their outputs (Bradshaw 2012; Mikhail et al. 1997; Orens & Lybaert

2010). Participants were asked to indicate their experience as analysts on a

categorical scale with three classifications: below five years; between five and ten

years; and above ten years. Participants’ years of experience is presented in

Figure 4.1.

Figure 4.1 Participants’ Years of Experience
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Of the thirty-five investment analysts who participated, seventy-three per cent had

five years or more experience. Eight had less than five years’ experience. There was,

however, no significant difference between the responses of the participants. Overall,

the analysts’ professional experience offered credible ability to examine the sixteen

decision cases.

4.2.2 Measures of Research Instrument Validity

To ensure that the study questionnaire measured the right IPO aspects, the

participants were asked to measure their level of confidence on retained ownership

proportion, underwriter reputation, independent geologist reputation, and

investigating accountant reputation as determinants of information asymmetry,

attractiveness of IPO, and expected underpricing. The results (Figure 4.2) indicated

the respondents had high levels of confidence in their decisions. The mean was 5.26

while both the median and the mode were 6 based on a seven-point Likert scale.

One indicated low confidence and seven indicated high confidence. Five out of the

thirty-five respondents indicated a value of three and below.

Figure 4.2 Self-assessment of Participants’ Confidence in their Decisions
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In conjunction with the pilot survey discussion in Section 3.4.4 the results supported

the argument that investment analysts found the experimentation design and data

collection instrument valid.

To further test the validity of the experimentation design, respondents were asked

about additional factors that would have enabled an examination of the cases as they

related to Australian resources sector IPOs. Using a seven point scale, the

respondents were asked if they were likely to change their decision if additional

characteristics of resources sector IPOs were made available. On the extreme lower

side was one, indicating “Not very much”, and on the extreme higher side was seven

indicating “Very much”. The results are depicted in Figure 4.3.

Figure 4.3 Level of Change with Provision of Additional Characteristics
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reputation, independent geologist reputation, and investigating accountant reputation

were therefore deemed to be adequate IPO characteristics aiding the investment

analysts in the evaluation of the sixteen cases presented in the experiment.

The analysts who desired further information indicated that additional characteristics

of resources sector IPOs were deemed necessary for a change of decision. Other

information related to firm specific characteristics and market conditions at the time

of going public.

4.3 Weighting of the Independent Variables

To capture the relative influence of the four IPO signals, a factorial experiment was

conducted based on four-way repeated–measures. This design was selected because

it can detect the main and interactive effects where more than one independent

variable is involved (Field 2009). In general, the experiment findings related to the

independent variables’ weightings (based on self-reported weights, magnitude of

effect, and effect size) as well as the configural information processing of cues. As

this study investigated three IPO aspects the findings are reported separately for

each.

Three research questions seek to understand how retained ownership proportion,

underwriter reputation, independent geologist reputation, and investigating

accountant reputation influence the dependent variables of this study. The influence

was assessed using three measurements based on participant responses. For each

variable of interest, participants were asked to grade the four IPO signals by

allocating points (0 to 100) using a constant sum scale. The weights were based on

what the participants felt justified the outcomes in the case evaluations. This was a
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self-reported control in line with Mear and Firth’s (1987, p. 176) argument that

“[u]nless self-insight is adequate, a judge will communicate a distorted

representation of his or her judgement model”.

The magnitude of effect measurement is a contrast between the levels of each

independent variable. This measurement establishes if there is significant impact on a

variable as the level changes from low to high.

Lastly, the partial eta squared measured both the main and interactive effect size.

This measurement calculates the explained individual factor’s variances and “the

proportion of variance that a variable explains that is not explained by other

variables in the analysis” (Field 2009, p. 415). The three measurements combined

offered objective evidence about the participants’ weighting of the independent

variables. The rest of this section presents the findings for each research question.

4.3.1 Influence on Information Asymmetry

The first research question addressed the four IPO signals’ on analyst perceptions of

information asymmetry at IPO. That is:

RQ1: What are the relative main and interactive weights of:

 Retained ownership proportion;

 Underwriter reputation;

 Independent geologist reputation; and

 Investigating accountant reputation

in influencing analyst perceptions of information asymmetry of resources sector

IPOs in Australia?



183

4.3.1.1 Self-reporting Weightings

Research Question Four (Section 3.2.3) related to an assessment of self-insight

portrayed by respondents as they evaluated factors influencing information

asymmetry at IPO. That is:

RQ4: What degree of self-insight do investment analysts display into their

evaluation of the influence of retained ownership proportion, underwriter reputation,

independent geologist reputation, and investigating accountant reputation on

perceived information asymmetry in relation to resources sector IPOs in Australia?

The results are presented in Part A of Table 4.1. Participants rated retained

ownership proportion at IPO higher (36.86%) than the other three variables.

However, underwriter reputation’s weight (35.94%) was almost equal to retained

ownership proportion’s weight. Investigating accountant reputation and independent

geologist reputation received weights of 14.34% and 12.86% respectively.

IPO literature reviewed indicated that accountant reputation is relevant at IPO

especially for well-established firms. The self-reported weights of this study indicate

otherwise for Australian resources sector IPOs with the investigating accountant

receiving relatively lower weight. There was consensus about the investigating

accountant reputation and independent geologist reputation variables as depicted by

relatively low standard deviations. The standard deviations for retained ownership

proportion (17.62%) and underwriter reputation (18.73%) are much higher compared

to those of investigating accountant reputation (10.60%) and independent geologist

reputation (8.68%).
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Table 4.1 Independent Variable Weightings for Information Asymmetry

Retained

Ownership

Proportion

Underwriter

Reputation

Independent

Geologist

Reputation

Investigating

Accountant

Reputation

(A) Self-reported Weights (%)

Average 36.86% 35.94% 12.86% 14.34%

Standard Deviation 17.62 18.73 8.68 7.12

Range (%) 10-75 5-80 0-40 5-50

Ranking (n=35) 1 2 4 3

(B) Magnitude of Effect

Rating: High 4.342 3.332 3.682 3.646

Low 3.296 4.307 3.957 3.993

Difference 1.046* -0.975* -0.275* -0.346*

Absolute Difference 39.59% 36.89% 10.41% 13.11% 100%

Ranking (n=35) 1 2 4 3

(C) Effect Size

Main Effects 20.30% 25.11% 5.88% 8.75% 60.03%

Interaction Effects 17.72% 13.77% 2.78% 5.70% 39.97%

Combined Effects 38.02% 38.87% 8.65% 14.45% 100%

Ranking (n=35) 2 1 4 3

* Significant at alpha = .05

4.3.1.2 Magnitude of Effect Measurement

The magnitude of effect measurement results are depicted in Part B of Table 4.1.

All the four IPO signals indicated a significant impact on information asymmetry

(based on alpha = .05). For instance, if reputational capital of the underwriter,

geologist, and accountant were held constant, participants still rated retained

ownership proportion at IPO significantly differently. From Table 4.1 Part B,
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the significant difference in rating is shown as the difference between high and low

of 1.046 for retained ownership proportion. The rankings based on the magnitude of

effect were consistent with the self-reporting weights reported in Table 4.1 Part A.

The retained ownership proportion had the highest magnitude of effect (39.57%)

followed by underwriter reputation (36.89%), investigating accountant reputation

(13.11%) and independent geologist reputation (10.41%).

While the retained ownership proportion had a positive effect as indicated by the

change of mean from low to high, underwriter reputation, independent geologist

reputation, and investigating accountant reputation were negative. Further post hoc

tests and contrasts analysis were carried out using estimated marginal means.

The results indicated that as the level of retained ownership changed from low level

to high level, information asymmetry as rated by participants increased. The opposite

held for underwriter reputation, independent geologist reputation, and investigating

accountant reputation. The next test which was performed on the IPO signals was

based on effect size.

4.3.1.3 Effect Size Measurements

The effect size measurement was divided into two: the main effects of each

independent variable and the interaction effect as portrayed in Part C of Table 4.1.

In the analysis of variance, effect size measurements were computed using the partial

eta squared as highlighted in Section 4.3. The results indicated that underwriter

reputation explained a larger proportion of the variance not attributable to the other

independent variables. However, the assigned effect size for underwriter reputation

(38.87%) was close to that of retained ownership proportion (38.02%). As in the case
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of self-reported weights, the investigating accountant reputation and independent

geologist reputation received much lower weights compared to the other two

independent variables. The trend remained the same for investigating accountant

reputation (14.45%) and independent geologist reputation (8.65%).

Part C of Table 4.1 shows the distribution of the main and interaction effects among

the factors were not equal. Although underwriter reputation had the highest main

effect among the four IPO signals, the interaction effect was slightly lower than

retained ownership proportion. As a result, retained ownership proportion ranked

second after underwriter reputation on the basis of effect size measurement. The size

of the main effect weights was used to allocate partial eta squared in computation

interaction effect attributed to each IPO signal. The results depicted in Part C of

Table 4.1 (based on combined effects) supported self-reported weightings in Part A

and magnitude of effect in Part B. All three measures are combined and shown in

Figure 4.4.

Figure 4.4 Independent Variable Weightings for Information Asymmetry
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Figure 4.4 shows that weighting of retained ownership proportion, underwriter

reputation, independent geologist reputation, and investigating accountant reputation

in regards to information asymmetry using the three different measures were

relatively similar. These findings validated the experimental design evaluating the

information asymmetry variable. The results also support the argument that

participants demonstrated an above moderate degree of self-insight in their

examination of variables influencing information asymmetry at IPO.

4.3.1.4 The Nature of Investment Analysts Cue Processing

Resources sector firms face heightened information asymmetry compared with their

counterparts in the industrial sector (Dimovski & Brooks 2006; How 2000). While

analysing possible investment opportunities it has been noted that, “a decision maker

weighs and combines information from diverse sources” (Slovic et al. 1972, p. 283).

Cue utilisation is one way of processing such information (Al-Khafaji et al. 1993).

The findings related to Hypothesis One (Section 3.2.2) in regard to information

asymmetry are addressed in this section.

Hypothesis 1: Investment analysts assess information configurally when considering

the influence of retained ownership proportion, underwriter reputation, independent

geologist reputation, and investigating accountant reputation on perceived

information asymmetry, attractiveness of IPO and expected underpricing.

Although cue processing can be influenced by framing (Grinblatt & Han 2005;

Levin, Johnson & Davis 1987), participants were expected to process this study’s

experimentation cues configurally. This asserts that participants were able to identify
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combinations of cues that influence information asymmetry at IPO. The findings

reported in Table 4.2 (based on ANOVA analysis discussed in Section 3.3.4.1)

provide evidence of cue processing, yielding the relative main and interactive effects

of the four independent variables.

Table 4.2 Main and Interactive Effects on Information Asymmetry

Independent Variables

Effect

Size# F-value p-value Power

Retained Ownership Proportion 0.573 45.617 0.000* 1.00

Underwriter Reputation 0.709 82.686 0.000* 1.00

Independent Geologist Reputation 0.166 6.763 0.014* 0.71

Investigating Accountant Reputation 0.247 11.144 0.002* 0.90

Total of Main Effects 1.694

Interactions

Retained Ownership * Underwriter 0.119 4.598 0.039* 0.55

Retained Ownership * Geologist 0.003 0.101 0.753 0.06

Underwriter * Geologist 0.092 3.444 0.072 0.44

Retained Ownership * Underwriter * Geologist 0.342 17.701 0.000* 0.98

Retained Ownership * Accountant 0.367 19.693 0.000* 0.99

Underwriter * Accountant 0.072 2.630 0.114 0.35

Retained Ownership * Underwriter *

Accountant

0.005 0.165 0.687 0.07

Geologist * Accountant 0.010 0.350 0.558 0.09

Retained Ownership* Geologist * Accountant 0.066 2.387 0.132 0.32

Underwriter * Geologist * Accountant 0.014 0.496 0.486 0.11

Retained Ownership* Underwriter * Geologist

* Accountant

0.038 1.353 0.253 0.20

Total of Interaction Effects 1.128

Sum of Effect sizes 2.823

* Significant at alpha = .05

# Effect Size is measured using partial eta-squared
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Table 4.2 presents the relative main and interactive size effects computed using the

partial eta-squared. The table also provides information on related F-value,

significance of the effect using alpha of .05 and the observed power of the statistical

test. The first part of Table 4.2 indicates that there was a significant main effect for

each of the four IPO signals:

1. Retained ownership proportion, F(1, 34) = 45.617

2. Underwriter reputation, F(1, 34) = 82.686

3. Independent geologist reputation F(1, 34) = 6.763 and

4. Investigating accountant reputation F(1, 34) = 11.144.

The results of the main effects indicated that if each IPO signal were evaluated

independently, holding all the signals constant, participants would weigh the related

levels of each signal significantly differently.

As an indication of configural cue processing, Table 4.2 shows that IPO signals

significantly interacted to influence information asymmetry. A significant interaction

(alpha < .05) was between retained ownership proportion and underwriter reputation,

F (1, 34) = 4.598. This effect implied that the retained ownership proportion had a

different effect on information asymmetry depending on which underwriter

reputation level was presented. The post hoc tests and the contrasts analysis revealed

that combining different levels of underwriter reputation and retained ownership

proportion yielded different levels of information asymmetry. Similarly, the

interaction of retained ownership proportion, underwriter reputation and independent

geologist reputation resulted in significant influence on information asymmetry,

F(1, 34) = 17.701.
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Lastly, there was a significant interaction effect between retained ownership

proportion and investigating accountant reputation F(1, 34) = 19.693. This indicated

that investigating accountant reputation levels had different impact on information

asymmetry rating depending on which retained ownership proportion level was

presented.

Given a four-way repeated measures ANOVA the four independent variables,

completely-crossed produced eleven interactions (see Table 4.2). Cases where

interactions were significant indicated the combination of cues investment analysts

relied on as they evaluated resources sector IPOs. However, some interaction effects

did not significantly influence information asymmetry. The main and interactive

effects are depicted in Figure 4.5 which shows a pareto chart of the standardised

effects.

Figure 4.5 Pareto Chart of the Standardised Effects on Information
Asymmetry

0

5

10

15

20

25

30

E
ff

ec
t

S
iz

e
(%

)

Main Effects and Interations

Key:
A: Retained Ownership Reputation
B: Underwriter Reputation
C: Independenet Geologist Repuation
D: Investigating Accountant Reputation

* Significant at .05



191

The most influential IPO signals on analyst perceptions of information asymmetry

were retained ownership proportion and underwriter reputation as shown in Figure

4.5. The table also shows that some (AD and ABC) interaction effects had significant

influence on analyst perceptions of information asymmetry than independent

geologist reputation and investigating accountant reputation. Finally, the remaining

combination of independent variables did not show any significant interaction effects

on information asymmetry at alpha .05.

In summary, the findings are evidence that the four IPO signals had a significant

influence on analyst perceptions of information asymmetry in relation to resources

sector IPOs. The significant interactive effects which emerge from the findings

support the hypothesis that investment analysts use cues configurally.

4.3.2 Influence on Attractiveness of IPO

The second research question addressed by the factorial experimentation design

encompassed the main and relative effects of the four IPO signals on attractiveness

of resources sector IPOs as investment opportunities. That is:

RQ2: What are the relative main and interactive weights of:

 Retained ownership proportion;

 Underwriter reputation;

 Independent geologist reputation; and

 Investigating accountant reputation

in influencing analyst perceptions of attractiveness of resources sector IPOs in

Australia?
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4.3.2.1 Self-reporting Weightings

Participants also evaluated the attractiveness of IPO using the sixteen short cases as

the design adopted was four-way repeated-measures ANOVA. This section also

addresses Research Question Five (Section 3.2.3) related to an assessment of self-

insight portrayed by respondents as they evaluated factors influencing attractiveness

of IPO. That is:

RQ5: What degree of self-insight do investment analysts display into their

evaluation of the influence of retained ownership proportion, underwriter reputation,

independent geologist reputation, and investigating accountant reputation on

perceived attractiveness of IPOs of Australian resources sector?

The three measures used to analyse data on the dependent variables were

self-reported weightings, magnitude of effect, and effect size. The results are

summarised in Table 4.3.
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Table 4.3 Independent Variable Weightings for Attractiveness of IPO

Retained

Ownership

Proportion

Underwriter

Reputation

Independent

Geologist

Reputation

Investigating

Accountant

Reputation

(A) Self-reported Weights (%)

Average 30.57 34.00 24.00 11.43

Standard Deviation 13.60 15.99 11.23 10.40

Range (%) 10-60 10-75 5-55 0-50

Ranking (n=35) 2 1 3 4

(B) Magnitude of Effect

Rating: High 4.557 4.564 4.368 4.239

Low 3.736 3.728 3.925 4.053

Difference 0.821* 0.836* 0.443* 0.186

Difference (%) 35.94 36.56 19.38 8.12 100

Ranking (n=35) 2 1 3 4

(C) Effect Size

Main Effects 20.12% 20.76% 10.30% 1.82% 52.99%

Interaction Effects 15.71% 12.10% 9.32% 9.88% 47.01%

Combined Effects 35.83% 32.86% 19.62% 11.69% 100%

Ranking (n=35) 1 2 3 4

* Significant at alpha = .05

The underwriter reputation received a relatively higher weight (34%) than retained

ownership proportion (30.57%). As indicated in Part A of Table 4.3, the independent

geologist reputation ranked third (24%) while investigating accountant reputation

ranked last (11.43%). Self-reported weight measurement’s standard deviations

indicated low variability in respondent’s weightings of the four IPO signals.
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For instance the investigating accountant reputation’s standard deviation was lowest

at 10.40% compared to underwriter reputation variable’s standard deviation

(15.99%).

Based only on self-reported weightings, underwriter reputation, retained ownership

proportion, and independent geologist reputation had much greater influence on

attractiveness of IPO in the resources sector than investigating accountant reputation.

The next section reports the magnitude of effect measurement results.

4.3.2.2 Magnitude of Effect Measurement

The outcomes of the magnitude of effect measurement based on mean changing

levels for each IPO signal are shown in Part B of Table 4.3. Based on alpha of .05,

retained ownership proportion, underwriter reputation, and independent geologist

reputation were significant. The investigating accountant reputation change from low

to high level showed no significant influence on analyst perceptions of attractiveness

of IPO. Based on magnitude of effect measurement, retained ownership proportion

and underwriter reputation produced close weights (35.94% and 36.56%

respectively). The independent geologist reputation was weighted third (19.38%).

Investigating accountant reputation ranked last (8.12%).

Responses to Research Question Five were highly consistent. The ranking yielded

results which reflected the self-reporting weights. It is unclear why the participants

ranked investigating accountant reputation lower than the other three variables.

This question was addressed again using semi-structured interviews and is discussed
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further in Chapter Five. The next section presents the findings of the third

measurement based on effect size.

4.3.2.3 Effect Size Measurements

The main and interaction effects are presented in Part C of Table 4.3. The main effect

size of underwriter reputation was 20.76% which is relatively close to the main effect

size of 20.12% for retained ownership proportion. The independent geologist

reputation was assigned a weight of 10.30%. The investigating accountant reputation

signal had the lowest ranking of 1.82%. The main effect size measurement was a

reflection of self-reported weights and magnitude of effect rating. When the

interaction effects were factored into the analysis there was a slight deviation in the

way the retained ownership proportion and underwriter reputation were ranked.

The interaction effect sizes were not evenly distributed among the four independent

variables. The results in Part C of Table 4.3 show that retained ownership proportion

account for much of the interactive effects (15.71%) compared to underwriter

reputation (12.10%). Independent geologist reputation and investigating accountant

reputation had weights of 9.32% and 9.88% respectively. The combined effects size

measurement thus ranked retained ownership proportion first with a combined

effects size of 35.83% followed by underwriter reputation (32.86%). Thus, the first

two signals reversed position when compared with the ranking assigned by

self-reported weights and magnitude of effect measurements. There was consensus

among participants in ranking independent geologist reputation signal (19.62%) and

investigating accountant reputation signal (11.69%).
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A combination of self-reported weights, magnitude of effect, and effect size is

presented in Figure 4.6. Apart from the deviation in ranking associated with effect

size measurement, the participants’ judgement suggested that the experiment

findings were coherent.

Figure 4.6 Independent Variable Weightings for Attractiveness of IPO

Figure 4.6 shows that the participants weighting of retained ownership proportion,

underwriter reputation, independent geologist reputation, and investigating

accountant reputation in regards to attractiveness of IPO using the three different

measures were relatively similar. The results support the argument that participants

demonstrated an above moderate degree of self-insight in their examination of

variables influencing attractiveness of IPO.
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4.3.2.4 The Nature of Investment Analysts Cue Processing

This section provides further evidence to support Hypothesis One. Given the

presence of interaction effects shown in Part C of Table 4.3, a further analysis of the

main and interaction effects was carried out to establish the extent of cue processing

with regard to attractiveness of Australian resources sector IPOs as investment

opportunities. The findings are presented in Table 4.4 (based on ANOVA analysis

discussed in Section 3.3.4.1). On the basis of partial eta-squared and alpha of .05 the

main effects of retained ownership proportion, F(1, 34) = 57.317, underwriter

reputation, F(1, 34) = 62.465, and independent geologist reputation, F(1, 34) =

16.084 were found to be significant in influencing the attractiveness of IPO.

However, investigating accountant reputation main effect, F(1, 34) = 2.041 was not

significant.

The findings depicted in Table 4.4 also provide evidence of cue processing.

Respondents combined several cues to form an opinion regarding an investment

decision. The significant interactions related to retained ownership proportion and

underwriter reputation, F(1, 34) = 10.583, retained ownership proportion,

underwriter reputation, and independent geologist reputation, F(1, 34) = 23.032, and

retained ownership proportion and investigating accountant reputation, F(1, 34) =

11.789.
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Table 4.4 Main and Interactive Effects on Attractiveness of IPO

Independent Variables

Effect

Size# F-value p-value Power

Retained Ownership Proportion 0.628 57.317 0.000* 1.00

Underwriter Reputation 0.648 62.465 0.000* 1.00

Independent Geologist Reputation 0.321 16.084 0.000* 0.97

Investigating Accountant Reputation 0.057 2.041 0.162 0.28

Total of Main Effects 1.653

Interactions

Retained Ownership * Underwriter 0.237 10.583 0.003* 0.88

Retained Ownership * Geologist 0.054 1.946 0.172 0.27

Underwriter * Geologist 0.009 0.315 0.578 0.08

Retained Ownership * Underwriter * Geologist 0.404 23.032 0.000* 1.00

Retained Ownership * Accountant 0.257 11.789 0.002* 0.92

Underwriter * Accountant 0.096 3.621 0.066 0.46

Retained Ownership * Underwriter *

Accountant

0.020 0.710 0.405 0.13

Geologist * Accountant 0.080 2.972 0.094 0.39

Retained Ownership* Geologist * Accountant 0.059 2.138 0.153 0.30

Underwriter * Geologist * Accountant 0.030 1.069 0.306 0.17

Retained Ownership* Underwriter * Geologist

* Accountant

0.218 9.451 0.004* 0.85

Total of Interaction Effects 1.466

Sum of Effect sizes 3.119

* Significant at alpha = .05

# Effect Size is measured using partial eta-squared

When retained ownership proportion, underwriter reputation, independent geologist

reputation, and investigating accountant reputation were combined they formed a

significant cue, F(1, 34) = 9.451. The results reveal that the participants, as
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experienced decision makers utilised cue processing to distinguish between

important combinations of independent variables with an influence on attractiveness

of IPO investment opportunities.

As mentioned in Section 4.3.1.4, a completely crossed (2ସ=16 cases) factorial

experiment has four main effects and eleven interactions. These are presented in

Figure 4.7 based on their magnitude.

Figure 4.7 Pareto Chart of the Standardised Effects on Attractiveness of IPO

The pareto chart of the standardised effects depicted in Figure 4.7 shows that the

marginal effect of retained ownership proportion, underwriter reputation, and

independent geologist reputation was relatively higher in influencing attractiveness

of IPOs of resources sector in Australia.
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In summary, the findings provide significant support to the main and interactive

effects of retained ownership proportion, underwriter reputation, independent

geologist reputation, and investigating accountant reputation on analyst perceptions

of attractiveness of IPO. These findings provide answers to Research Question Two

on the main and interactive weights of the independent variables on attractiveness of

IPO. The findings also provide support for Hypothesis One which suggests that

investment analysts configurally process cues when making investment decisions.

Collective responses and analysis provided a positive response to Question Five.

Respondents showed an above moderate degree of self-insight in their examination

of cues influencing attractiveness of IPOs emanating from the Australian resources

sector.

4.3.3 Influence on Expected Underpricing

This section addresses Research Question Three. That is:

RQ3: What are the relative main and interactive weights of:

 Retained ownership proportion;

 Underwriter reputation;

 Independent geologist reputation; and

 Investigating accountant reputation

in influencing analyst perceptions of expected underpricing of resources sector IPOs

in Australia?
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The following section provides results based on how the study’s participants

appraised the sixteen cases in relation to the expected underpricing for Australian

resources sector IPOs.

4.3.3.1 Self-reporting Weightings

As this study applied a repeated-measures design where all participants had a chance

to evaluate similar cases, the three measures that were applied for information

asymmetry (Section 4.3.1) and attractiveness of IPO (Section 4.3.2) were also

applied to the expected underpricing for Australian resources IPOs. The three

measures used to gather information on this dependent variable were the self-

reported weightings, magnitude of effect, and effect size. This section also addresses

Research Question Six which relates to the self-insight shown by the participants

when analysing IPO signals affecting the expected underpricing. That is:

RQ6: What degree of self-insight do investment analysts display into their

evaluation of the influence of retained ownership proportion, underwriter reputation,

independent geologist reputation, and investigating accountant reputation on

expected underpricing associated with resources sector IPOs in Australia?

The outcomes based on self-reported weightings, magnitude of effect, and effect size

measurements are provided in Table 4.5. The two IPO signals that were ranked

highly based on self-reported weights included underwriter reputation (40.57%) and

retained ownership proportion (37.00%).
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Table 4.5 Independent Variable Weightings for Expected Underpricing

Retained

Ownership

Proportion

Underwriter

Reputation

Independent

Geologist

Reputation

Investigating

Accountant

Reputation

(A) Self-reported Weights (%)

Average 37.00% 40.57% 10.29% 12.14%

Standard Deviation 14.20 14.44 7.17 7.98

Range (%) 10-60 10-70 0-30 0-35

Ranking (n=35) 2 1 4 3

(B) Magnitude of Effect

Rating: High 4.657 4.757 4.082 4.050

Low 3.393 3.293 3.968 4.000

Difference 1.264* 1.464* 0.114 0.050

Difference 43.70% 50.62% 3.95% 1.73% 100%

Ranking (n=35) 2 1 3 4

(C) Effect Size

Main Effects 31.15% 33.16% 2.72% 0.37% 67.40%

Interaction Effects 10.87% 8.70% 4.63% 8.39% 32.60%

Combined Effects 42.02% 41.87% 7.35% 8.76% 100%

Ranking (n=35) 1 2 4 3

* Significant at alpha = .05

As shown in Part A of Table 4.5, the investigating accountant reputation variable was

ranked third with a weight of 12.14%. The last position in terms of self-reported

weights was independent geologist reputation (10.29%). The results suggest that the

first two variables influenced the expected underpricing more compared to the last

two independent variables given the magnitude of the difference in the averages.

However, the standard deviations indicated that investment analysts’ opinions varied
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more for underwriter reputation (14.44%) and retained ownership proportion

(14.20%) than for investigating accountant reputation (7.98%) and independent

geologist reputation (7.17%). The following section provides the magnitude of effect

measurement results.

4.3.3.2 Magnitude of Effect Measurement

The results of the magnitude of effect measurement based on mean change from low

to high level for retained ownership proportion, underwriter reputation, independent

geologist reputation, and investigating accountant reputation are presented in Part B

of Table 4.5. Based on alpha of .05, only retained ownership proportion and

underwriter reputation had significant influence on analyst perceptions of expected

underpricing. Independent geologist reputation and investigating accountant

reputation changes from low to high levels were not significant in terms of

influencing expected underpricing. Based on magnitude of effect, underwriter

reputation ranked first (50.62%) followed by retained ownership proportion

(43.70%). Independent geologist reputation (3.95%) and investigating accountant

reputation (1.73%) were statistically insignificant.

The magnitude of effect weights (as shown in Table 4.5) are similar to self-reported

weights. However, the self-reported weights ranked investigating accountant

reputation third while for the magnitude of effect it ranked fourth. The ranking of

independent geologist reputation is reversed for self-reported weights and magnitude

of effect measurements. Both signals had relatively little influence on analyst

perceptions of expected underpricing. Combined with the other findings, the

participants depicted a high degree of consistency in ranking underwriter reputation
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as having the highest impact on expected underpricing. This consistency extends to

investigating accountant reputation being ranked for influencing analyst perceptions

of expected underpricing. The next section presents the findings of the effect size

measurement.

4.3.3.3 Effect Size Measurements

The main and interactive effect sizes are presented in Part C of Table 4.5. The main

effects results mirror the results of the self-reported weights and the magnitude of

effect measurements. The main effect size of underwriter reputation is slightly higher

(33.16%) than retained ownership proportion (31.15%). Independent geologist

reputation (2.72%) and investigating accountant reputation (0.37%) were statistically

insignificant. However, variations occurred when the interaction effects were

introduced in the analysis. Compared to the main effects, interaction effects

accounted for smaller proportions.

Interaction effects detected were distributed among the affected IPO signals based on

the main effect weights. The combined effects shown in Part C of Table 4.5 indicate

that retained ownership proportion had the highest weight (42.02%) followed by

underwriter reputation (41.87%). The small weighting difference between effect size

measurement and the other two measurements is attributed to the distribution of

interaction effects among the affected factors. Apart from increasing the weights

assigned to independent geologist reputation (7.35%) and investigating accountant

reputation (8.76%), the interaction effects distribution did not significantly alter the

ranking of these variables. The ranking of independent geologist reputation (three)
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and investigating accountant reputation (four) is the same as the self-reported

weights ranking.

All three measurements are combined in Figure 4.8. The three measurements yielded

fairly similar rankings regarding influence the participants associated with expected

underpricing.

Figure 4.8 Independent Variable Weightings for IPO Underpricing

To further understand how cues were used by participants, the following section

presents cue processing findings in relation to expected underpricing.

4.3.3.4 The Nature of Investment Analysts Cue Processing

The main and interaction effects were further analysed using information contained

in Table 4.6 (based on ANOVA analysis discussed in Section 3.3.4.1). Using partial

eta-squared and alpha of .05, the main effects of retained ownership proportion, F(1,
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34) = 111.322 and underwriter reputation, F(1, 34) = 150.208 were found to be

significant in influencing expected underpricing.

Table 4.6 Main and Interactive Effects on IPO Underpricing

Independent Variables

Effect

Size# F-value p-value Power

Retained Ownership Proportion 0.766 111.322 0.000* 1.00

Underwriter Reputation 0.815 150.208 0.000* 1.00

Independent Geologist Reputation 0.067 2.434 0.128 0.33

Investigating Accountant Reputation 0.009 0.309 0.582 0.08

Total of Main Effects 1.657

Interactions

Retained Ownership * Underwriter 0.161 6.515 0.015* 0.70

Retained Ownership * Geologist 0.003 0.091 0.764 0.06

Underwriter * Geologist 0.047 1.686 0.203 0.24

Retained Ownership * Underwriter * Geologist 0.001 0.023 0.879 0.05

Retained Ownership * Accountant 0.061 2.217 0.146 0.30

Underwriter * Accountant 0.001 0.048 0.828 0.06

Retained Ownership * Underwriter *

Accountant

0.259 11.879 0.002* 0.92

Geologist * Accountant 0.012 0.404 0.529 0.09

Retained Ownership* Geologist * Accountant 0.180 7.486 0.010* 0.76

Underwriter * Geologist * Accountant 0.043 1.543 0.223 0.23

Retained Ownership* Underwriter * Geologist

* Accountant

0.033 1.161 0.289 0.18

Total of Interaction Effects 0.802

Sum of Effect sizes 2.459

* Significant at alpha = .05

# Effect Size is measured using partial eta-squared
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Independent geologist reputation main effect, F(1, 34) = 2.434 and investigating

accountant reputation main effect, F(1, 34) = 0.309 were not significant in explaining

expected underpricing for Australian resources sector IPOs.

Additional evidence regarding this study’s Hypothesis One on configural cue

processing by investment analysts is provided in this section. The lower part of

Table 4.6 presents evidence of the interaction of variables to form new cues of

significant influence on perceived underpricing. The only interaction effects which

were significant related to:

1. Retained ownership proportion and underwriter reputation, F(1, 34) =

6.515,

2. Retained ownership proportion, underwriter reputation, and investigating

accountant reputation, F(1, 34) = 11.879, and

3. Retained ownership proportion, independent geologist reputation, and

investigating accountant reputation, F(1, 34) = 7.486.

Although independent geologist reputation and investigating accountant reputation

signals by themselves did not significantly influence expected underpricing,

participants used them to form new cues which were significant in explaining

Australian resources sector IPOs expected underpricing. The marginal effects of

main and interaction influences are presented in Figure 4.9.
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Figure 4.9 Pareto Chart of the Standardised Effects on IPO Underpricing

The marginal effects of retained ownership proportion, underwriter reputation, and

investigating accountant reputation were higher compared to the other significant

interaction effects as shown in Figure 4.9. The results are in line with IPO literature

where underwriter reputation is an important variable in explaining underpricing.

Unique findings related to independent geologist reputation combined with either

investigating accountant reputation, or retained ownership proportion, to form new

significant cues. These cues aided participants in their evaluation of expected

underpricing. These results inform Research Question Three on the main and

interactive weights of retained ownership proportion, underwriter reputation,

independent geologist reputation, and investigating accountant reputation in

influencing analyst perceptions of expected underpricing. They also provided

evidence to support Hypothesis One which proposes that investment analysts process
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cues configurally as they gather information in aid of investment decision making

processes. Overall results supported the assertion that investment analysts portrayed

an above moderate degree of self-insight as they evaluated factors affecting expected

underpricing associated with Australian resources sector IPOs.

Section 4.3 was designated for the experiment findings of this study. The weightings

of retained ownership proportion, underwriter reputation, independent geologist

reputation, and investigating accountant reputation in relation to information

asymmetry, attractiveness of IPO, and expected underpricing were presented.

The findings provide answers to the six research questions presented in Chapter

Three. The data produced supports this study’s hypothesis that investment analysts

process cues configurally when evaluating information for decision making

purposes. Overall, the findings and analyses presented form the basis for discussion

in Chapter Five. However, there was need to triangulate the experiment results and

gain first-hand information on how and why the IPO signals influenced analyst

perceptions of information asymmetry, attractiveness of IPO, and expected

underpricing in relation to Research Question Seven. The following section presents

the results of the semi-structured interviews.

4.4 Semi-structured Interviews

This section presents the findings and analysis of data from the semi-structured

interview responses. The section begins with an overview of the participants

including participants’ perceptions of Australian resources sector. Analyses of the

transcribed data interpreted in the context of this study’s objectives are provided.

The section concludes with a presentation of additional factors that participants
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identified to have an influence on information asymmetry, attractiveness of IPO, and

expected underpricing.

The semi-structured interviews were conducted to gain a first-hand understanding of

the influence of retained ownership proportion, underwriter reputation, independent

geologist reputation, and investigating accountant reputation on analyst perceptions

of information asymmetry, attractiveness of IPO, and expected underpricing.

For triangulation of the experiment findings, the semi-structured interviews provided

information on Research Question Seven:

RQ7: For Australian resources sector IPOs, how and why does retained ownership

proportion, underwriter reputation, independent geologist reputation, and

investigating accountant reputation influence analyst perceptions of information

asymmetry, attractiveness of IPO, and expected underpricing?

4.4.1 Semi-structured Interview Synopses

As discussed in Chapter Three (Section 3.4.6) six semi-structured interviews were

conducted. The participants were asked a series of questions (Appendix F). Where

necessary, further investigations occurred to clarify details. Presented below are the

summaries of each participant.

Participant 1

Participant 1 had over ten years experience as an investment portfolio manager and

had worked for geothermal energy firms before moving into asset management.

The participant’s experience cut across oil and gas organisations, mining, and
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industrial firms. Participant 1 had exposure to international financial market

operations as well as government policies on the resources sector. The international

exposure enabled Participant 1 to give insights on how Australian resources firms are

unique compared to those operating overseas. Participant 1 had good knowledge of

exploration and extraction processes with exposure to geothermal projects.

Participant 1 had evaluated many junior exploration companies in the energy sector

and IPOs with large scale operations both in mining and industrial sectors.

Participant 1 was knowledgeable on reputational capital variables but sceptical about

mining investments. Participant 1 held the opinion that the Australian government

has a lot of control when it comes to tenement exploration and disclosure.

Participant 2

Participant 2 was an investment analyst employed at a fund management firm

managing a varied range of investments across numerous asset classes on behalf of

institutional and individual investors. This participant had worked as a stock broker

before specialising in financial analysis. Participant 2 later worked as a portfolio

manager of a small private firm. Participant 2’s experience included analysis of both

equity and fixed income securities. Participant 2 was conversant with the assessment

of IPO investment opportunities having evaluated and invested in many IPOs for

seven years. Participant 2 had also been a member of investment committees

monitoring investment performance. This participant had diverse and important

views about reputational capital of key participants at IPO. Participant 2 was also

passionate about the role of analysts in the investment decision making processes.

However, Participant 2 indicated that investment in resources sector IPOs is

generally a riskier venture compared to other forms of investments.
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Participant 3

Participant 3 was conversant with the Australian economy and had an industry life

cycle assessments research background in the mining industry. Participant 3’s

experience ranged from government projects to pension fund management.

Participant 3 had also worked in the financial services industry as an analyst.

Participant 3 had evaluated some of the “hot” issues involving IPOs both in Australia

and overseas. Participant 3’s experience extended to evaluation of resources

exploration companies. Participant 3 was conversant with modelling of risk and

returns in investment analysis and showed a good grasp of the reputational capital

variables and how they interact to form important cues.

Participant 4

Participant 4’s initial career was in banking and stockbroking. However, Participant

4 had changed jobs several times “climbing the career ladder” to be an investment

manager. Having established a medium sized investment consultancy firm

Participant 4 was in charge of a number of financial analysts with exposure to direct

equity investment strategies. At the same time, Participant 4 managed assets of

wealthy individuals. In terms of IPO evaluation, Participant 4 had over ten years

experience with industrial and resources sector IPOs.

Participant 5

Participant 5 was a senior investment analyst working for an investment bank.

Participant 5 had worked with various resources sector firms as a business analyst

and had dealt with derivatives before becoming an investment analyst. As a financial

consultant, Participant 5 had also participated in a number of IPOs in mining, real
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estate, and industrial sectors. Participant 5 was well-conversed with information flow

between key parties at IPO. The investment horizon for Participant 5 was long term

and particularly concerned with the existence of reserves and tenements relating to

resources sector IPOs. Participant 5 also showed an element of risk aversion

regarding international variables such as world prices and political risks.

Participant 6

Participant 6 was an investment manager working for a mutual fund with over ten

years experience in the energy sector. Participant 6 had worked as a financial

associate and had work experience in the legal departments of underwriting firms.

Participant 6 had participated in IPOs of medium and large oil and gas exploration

companies both in Australia and overseas before becoming an asset management

consultant. Participant 6 showed keen interest in both equity and fixed income

investments.

4.4.2 Australian Resources Sector

When asked of their views on the Australian resources sector, participants indicated

that Australia is endowed with enormous resources which influence the performance

of the Australian economy. The following responses show the perception the

participants had of the Australian resources sector:

It is, I don’t know how to put it mildly, it’s like what oil is to the
Middle East. It is this sort of blessing this country has, with all
these diverse, resources, just sort of all over the place. Like iron ore
and coal especially, being primary sources just so abundant, so
plentiful. And then you combine that with obviously the advances in
technology, sort of the investment that is happening in that sector in
the last few years. And then what is happening in the rest of the
world like China and the rest of the places. The resources sector in
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this country has just been phenomenal especially in the last few
years. Right now, my opinion obviously is that it has slowed but for
a long time was just booming, which has supported this country,
made this country what it is essentially.

(Participant 4)

It’s the formations that exist in Victoria. So, we have the coal
resources onshore. We are abundant in coal. So we have like 600
years supply of coal, unbelievable, yes. And for oil and gas, which
has been exported …, there are huge resources offshore, mainly
offshore from Victoria, so it’s a lucrative business. It’s one that
investors might look at favourably.

(Participant 1)

Despite the abundance of resources such as iron ore and coal in Australia, the

participants indicated that the performances of the sector’s firms are still at the mercy

of fluctuating global demands. They were quick to highlight the dependence of the

Australian resources sector on international demand for related commodities and

prices as per the following comments –

You have to consider for example whether the economic boom will
continue in the future. People say that the economic boom is going
to continue in the future because China is still manufacturing things
so, as long as manufacturing goes on in China and Japan, Australia
is leading exporter of mining products ... The problem is if there’s a
significant dip in the manufacturing sector in China and you have a
mining industry that you want to invest in, that’s something that you
have to factor into your investment decision.

(Participant 3)

We are obviously coming off a very significant boom, over the last
few years. You know iron ore prices being at record high, a lot of
commodities doing well, but right at this moment, I think, a lot of
the resources sector companies are struggling and particularly the
smaller ones, I think it’s fair to say, have probably been hit the
hardest, if you look at how they are performing on the stock market.

(Participant 6)
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Participants were of the view that Australian resources sector firms are at different

stage of operations and thus are affected by market risks differently. Participant 5

stated that “Australian resources sector or mining is predominantly owned by a few

big companies with very many small ones in exploration stage which I consider very

risky…”.

As this study focuses on issues of resources sector firms seeking to go public, the

nature of the firms making an IPO was explored further to gain an understanding of

their general characteristics. From the literature review (Section 2.7), firms operating

in the Australian resources sector include industry main players and exploration firms

in different stages of mining or reserve development (Kreuzer et al. 2007).

Participant 4 observed:

I think for the smaller companies, you’ll often find that it’s much
harder for them to raise debt capital. I think it’s like these
exploration companies or the smaller companies don’t have much
in terms of resources they can invest, but they don’t have a track
record. You know, like with project financing, you often rely on
future cash flows. So if you’ve not proved yourself it can be quite
difficult to raise debt capital and so I think they find it much easier
in this country to use equity…. I think I have formed an opinion
that the Australian public prefer to invest in equity... Aussies love
their risk and they love to invest in equity. … In my opinion those
two things are probably the most important. The fact that it’s hard
to raise debt capital and that the Aussie public is willing to chip in
and invest in equity capital.

(Participant 4)

Although Participant 4 argued the Australian public enjoy investing in shares,

Participant 2 observed that equity investments are risky ventures.
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To me, as I usually say, shares are just like a casino. It is just a
gambling thing. Either you have information or not. Most of the
time at the end of the day, the person with the best information is
one who makes most of the money.

(Participant 2)

Overall, the participants indicated that there is always an element of information

asymmetry when evaluating resources sector IPOs for investment purposes.

This shared theme would not have been identified through the experiment. The

following sheds more light on the existence of information asymmetry in relation to

the resources sector:

The good thing about resources sector is that there is always
information asymmetry. That is why people always trade shares.
Some people know that an issue is actually overvalued. Others are
actually speculators but do their research and have their
assessment. But in any market, there’s always someone who thinks
the share price would go up and someone else who think the share
price would go down.

(Participant 3)

Despite the government effort to regulate tenements and reserve disclosure in

Australia (Ferguson et al. 2012), the sector still operates under an information

asymmetric environment. Participant 6 elaborated on this:

Companies that are already listed have to comply with the
continuous disclosure rules under the ASIC. However, you will
notice that for the resources sector some companies are much more
transparent and much better at disclosing certain things than others
and so naturally you will have a lot more confidence with a
company that is disclosing more information. For private resources
firms seeking to be listed it is not mandatory to disclose information
to the public. We only come to know about them at IPO. No doubt
at that point we look at disclosure very carefully.

(Participant 6)
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The following section presents the semi-structured interview results for information

asymmetry, attractiveness of IPO, and expected underpricing.

4.4.3 Information Asymmetry

From the experiment results, the four IPO signals significantly influenced analyst

perceptions of information asymmetry associated with Australian resources sector

IPOs. Semi-structured interview responses on the four IPO signals are presented

next.

4.4.3.1 Retained Ownership Proportion

The experiment findings (Section 4.3) showed that, based on effect size

measurement, the main effect of retained ownership proportion had a significant

influence on information asymmetry. The semi-structured interview participants

indicated retained ownership proportion is carefully scrutinised by investors as they

establish the main reasons behind a firm raising capital through an IPO. The issuing

owners signal information to investors by the amount they retain at IPO. Different

levels were however interpreted differently. There was an indication that information

given in a prospectus is necessary but not sufficient to reveal the motivation behind

an IPO. For instance:

The owners need to raise capital. Do they want to make back the
money that they have invested in the company or do they want to go
there and expand? With that, is the information I am getting of
value to me? These are some of the questions you have to ask
yourself and that boils down to retained ownership. Are they giving
me a lot of these shares, or are they keeping a lot to themselves? If
they are, then they are not giving me all the information I need to
go through to help me make my investment decision.

(Participant 1)
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If a company is willing to sort of divest of 80% of their holdings
that to me sends a message that, first of all, they want to get rid of
as much risk as they can. So probably there’s a lot more
uncertainty with that sort of a company. I’d be happier with a
company that is only willing to divest 20% because it sends such a
signal similar to that which is signal of directors who buy or sell
their holdings in a company. If you have a director who you know…
if you have companies that sort of have all these directors
offloading, whatever, that sends a certain signal as well similar to
what you’re asking right now. So for me, a company that is sort of
divesting a big chunk of the portfolio, to me sends a signal that
there’s a lot more uncertainty. They’re not quite sure of outcomes.
I’d expect a higher return from such a company.

(Participant 4)

The indications were that the level of retained ownership at IPO is linked to a firm’s

future uncertainty. The failure to sell a higher proportion of ownership to the public

at IPO in itself sends messages to investors. There were indications that firms

associated with high retained ownership at IPO are initially owned by families or

directors with insider knowledge of the firm’s future prospects. This brings about a

need for a balance between raising capital from the public and losing a level of

control over the company. However, if the issuing owners are left with relatively low

levels of ownership at IPO, investors may question the firm’s impending prospects as

argued by Participant 1–

I think companies come in, set up a project and scoot off with very
little ownership. You almost wanna look at that very carefully
because, why are they scooting off? If there’s money to be there,
shouldn’t they be hanging around a bit longer? I would look at
people who are trying to sell off company projects more sceptically
than people who say, we want to have 50% interest, we would want
you to fill in this other gap of 50%. That’s a much better
arrangement for me because I can see that the people who created
the project are hanging around to operate the project. It’s a much
better environment to go into in terms of investing.

(Participant 1)
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The explanations given by participants on retained ownership proportion’s influence

on information asymmetry resonate well with the literature which suggest that the

owners of a firm making an IPO are presumed to know more about their venture than

outsides investors (Leland & Pyle 1977; Mayhew et al. 2004). To avoid direct

disclosures which can be perceived as bias, entrepreneurs can resort to signal a firm’s

characteristics through retained ownership proportion at IPO. According to semi-

structured interview participants, such signals have an implication on information

asymmetry for resources sector firms making an IPO.

4.4.3.2 Underwriter Reputation

Measured in terms of partial eta-squared, the experiment results show that

underwriter reputation had significant influence on information asymmetry at alpha =

.05. This prompted further investigation through the semi-structured interviews to

establish the reasons for this significant influence. From the participant’s point of

view, underwriter reputation influenced information asymmetry through protection

of reputational capital. By associating themselves with poor performing

organisations or firms whose operations are risky (such as exploration companies)

underwriters lose investors’ confidence. This can also erode an underwriter

reputational capital. The participants felt that the main investment banks in Australia

would be unwilling to associate with firms that are unlikely to perform well after an

IPO as the following quotes illustrate:
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Top banks and top sort of securities firms do not put their name to
an IPO unless they have confidence and that confidence arises
through a number of avenues. One is the due diligence that we do.
You know, we are essentially legally liable. If we, for example, play
a company and then six months later there are all sorts of
downgrades, all sorts of surprises, then you know we’re at risk,
particularly if it comes across that we did not do our due diligence
properly.

(Participant 6)

If you’re going through a reputable underwriter, there’s a
reputational risk sort of for them as well, and I believe, they carry
out some sort of due diligence to make sure that anything they
involve themselves with is going to give the sort of investment
return expected. So for me the information carried by the type or
quality of the underwriter you have, or rather, the reputation the
underwriter you use has, for me is really key. Actually, I prefer to
deal with an IPO that is coming from a reputable investment bank
or underwriter.

(Participant 4)

If the reputable underwriter is willing to take the risk and attach its
name on an IPO, it shows that they are confident about the future of
the company. The future of the company looks great and this
actually sends a signal that with that particular IPO, chances are
that the investors will buy the entire portion and that will drive the
sentiments in the market as well.

(Participant 5)

For prestigious underwriters, the information gathering process is not limited to the

firm making an unseasoned equity offering as the following response illustrates:

If the IPO is in geothermal,[a] prestigious underwriter with the
necessary resources will approach [the] industry body like
geothermal industry association to gather information. They also
approach government agencies to help evaluate whether the
company has a chance in the said identified resources project
before they agree to underwrite such an issue.

(Participant 1)
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An underwriter builds reputational capital over a long period of time. Participants

argued that prestigious underwriters who also happen to be market leaders in the

underwriting business have the resources and capability to conduct thorough research

about a firm intending to make a public offering. This has an impact on information

asymmetry. Reputable underwriters will therefore market less risky IPOs while less

reputable underwriters will be left to market small, non-performing companies.

The following responses illustrate this point:

For an underwriter reputation to have an influence on resources
sector IPOs it all depends on what has been done in the past, that
is, having a look at past IPOs and how successful they were. If the
underwriter has gone in there and the IPO did not perform well,
you would be scared to invest with them. It means they have not
done their due diligence well. I associate this kind of outcome with
underwriters of low reputation. For an IPO to fail, and you find an
underwriter going back into the market to do a new issue, you
would think twice and wonder, this guy was there last time and did
not work so well, what makes it different now? What makes it
different this time around? Has he done his due diligence again?

(Participant 2)

For a lot of very small junior explorers, if they want to float and get
themselves off the ground they need smaller brokers, that is, smaller
underwriters who have access, for example, to the retail market.
The retail investors are very familiar with these sorts of firms as
opposed to big institutional clients.

(Participant 6)

The participants mentioned that parties who gather investment information which is

not available to the public influences a business expected outcome. Applied to the

underwriting process, underwriters are capable of using market information

combined with internal information about a firm making an IPO to speculate and

make windfall gains, as the following quote shows:
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Market is all about speculation. The big brokers or the market
makers usually go to market to make money, so when you get there;
they have all the information, inside or not inside. The kind of
information they get and the kind of information they trade on is not
available to us investors at all. That is what I see moves the
market.-It is all about information.

(Participant 2)

This suggests that the participants regarded underwriter reputation as an important

variable influencing information asymmetry. The influence emanated from the

capability to extract private information about a firm making an IPO. Through

thorough screening of resources firms to be underwritten, underwriters also protect

their reputational capital by eliminating firms without good future prospects.

4.4.3.3 Independent Geologist Reputation

The experiment results indicated that independent geologist reputation influence was

ranked after retained ownership proportion and underwriter reputation in influencing

analyst perceptions of information asymmetry. Based on self-reported weights,

magnitude of effect, and effect size measurements, independent geologist reputation

had the least influence on information asymmetry. Semi-structured interviews

revealed that reputable independent geologists perform due diligence when

reviewing an IPO firm’s reserve potential. However, such geologists are costly to

hire. The participants indicated an independent geologist’s report is informative at

IPO. As the following quote illustrates, the type of geologist employed at IPO

influences information asymmetry depending on the nature of the targeted investors.
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...and you’ve got to look at also where you are listing. For example,
if you are trying to attract U.S. investors, then you need a geologist
that is well-known to that market. Most of these are global but at
the same time, you do need to be aware of what sort of market you
are doing. So, I would rank that very highly as well.

(Participant 6)

As the following quotes indicate, a geologist’s qualifications in the offer documents

were mentioned as factors that impacted on information asymmetry for resources

sector IPOs.

When companies actually float the ideas on their project, investors
look at the geologist’s report and this is given high priority
especially when you want to gain more ideas about the nature of the
project. Even things like the geologist seniority become very
important, so you will see terms like experienced geologist,
professor, these kinds of references. So it is a very essential
component…

(Participant 1)

From my perspective, because I do not have any knowledge on
geology, I rely a lot on the reputation, sometimes looking for a
geologist who has something that shows that they have proper
academic qualifications or really experienced researcher or
someone with an accreditation to show that I am dealing with an
experienced person. I think most investors do the same because this
is a specialised field and the future cash flows expected from these
resources firms will be determined by discovery of a resource which
I am not truly conversant with.

(Participant 3)

Think of it this way. You do not go pick a rookie who has just come
out of university and tells you I have discovered gold yet he has no
track record. How do you know? Yes, he might have come up with a
discovery. People come with breakthroughs. But you cannot trust
anybody on such issues, just out of the streets. People have to have
a track record…

(Participant 2)
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The interview responses also shed light on how geologists working in teams

influence project information. Participant 1 offered deeper insight on how geologists

in teams handle projects and how this is viewed by investors.

Geologists have very diverse views on different formations and
generally, I mean, narrowing it down to one geologist seems risky
to me. And that’s why we have teams of geologist working on
projects, basically having that internal debate before they can come
up with areas that are likely to show resources. These geologists
must also be well qualified and I think reputable ones have
capability to work with international panels of experts to reduce the
risk of the exploration game and minimise information asymmetry.

(Participant 1)

Previous IPO studies have focused largely on underwriters and auditors reputational

capital in relation to information asymmetry (Cohen & Dean 2005; Leland & Pyle

1977). Participants’ responses added to the argument that for resources sector IPOs,

independent geologist reputation impacted on information asymmetry. This was

partly attributed to geologists’ qualifications and experience and partly to resources

pooling to research on reserves of firms making an IPO.

4.4.3.4 Investigating Accountant Reputation

The experiment results confirmed investigating accountant reputation had a

significant influence on analyst perceptions of information asymmetry in regard to

resources sector IPOs. The investigating accountant report, which is part of the offer

document, contains verification information of the firm’s projected financial

statements. Responses to the semi-structured interview questions revealed that a

previous affiliation with the issuing firm explains why investigating accountant

reputation influenced information asymmetry. Such an affiliation helps reveal the
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nature and future prospects of a firm going public. This was linked to investigating

accountant reputation as Participant 3 illustrates:

Even for a new company like the junior exploration ones, I’m
always interested with some professionally prepared forecast of
where you think your business is going to be in the future, prepared
by a professional and a reputable company. Probably one of the big
4 or some big heavyweight auditing company actually backing their
forecast and their financial stability before I even consider putting
money in their company. This is how I start learning about a new
company trying to make an issue.

(Participant 3)

Participants indicated that firms engage reputable accountants or auditors when about

to make an IPO to send signals that their future prospects are promising. In terms of

switching to a reputable investigating accountant when a firm is about to make an

IPO, Participant 2 explained–

How long have they used these accountants for? Are they just using
them now just because they want to go public? Or have they used
them for the last four- five years, when the company started off? If it
is something that they have been working through, then you would
be able to trust the information they have given. But if they have
just come in just because the firm wants to go public and therefore
want a big name to sell your IPO, this is marketing. Is it selling just
the name to me or is it making sure the accounts are verified? But
then if it is a new company which has recruited a reputable
accountant, it might make a difference in terms of minimising
information asymmetry.

(Participant 2)

Although the role of an accountant at IPO can be limited to verification of projected

financial statements, participant responses indicated that the type of reputational

capital employed in the process also helps to reveal information about a firm.

A reputation which is associated with brand names, such as Big Four auditing firms,
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sends signals to investors as prestigious firms are unlikely to associate with resources

sector firms without proper disclosure of future prospects.

In this section, the semi-structured interview findings on how and why retained

ownership proportion, underwriter reputation, independent geologist reputation, and

investigating accountant reputation influenced analyst perceptions of information

asymmetry have been presented. This was linked to the experiment findings where

the four independent variables had a significant influence on information asymmetry

although the weighting assigned to the variables differed. The next section presents

the semi-structured interview findings based on the independent variables on

attractiveness of IPO.

4.4.4 Attractiveness of IPO

The experiment results showed retained ownership proportion, underwriter

reputation, and geologist reputation significantly influenced analyst perceptions of

attractiveness of Australian resources sector IPOs as investment opportunities.

Investigating accountant reputation was not statistically significant. Semi-structured

interview responses on the four IPO signals are presented next.

4.4.4.1 Retained Ownership Proportion

In terms of attractiveness of IPO, participants were of the opinion that retained

ownership proportion sends important signals to investors. Retaining high ownership

proportions at IPO sends a positive signal that the company presents a good

investment opportunity. However, there were also suggestions that investors have
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doubts when issuing owners sell a high proportion of their ownership stake at IPO.

Participant 2 and Participant 5 responses support this idea.

When somebody is selling something higher, or selling off a
company completely to you, you would think to yourself that it
might not be a good deal because if it was that good, then why
would they be selling it off to me?. Remember it is a mining
company and the entrepreneur is claiming to have discovered “x”
amount of gold for example. So you would think twice and try and
evaluate or do some more information digging and find out why this
firm is doing that.

(Participant 2)

If the owners are willing to part with a big portion at IPO, there
will be some sense of pessimism as to why they are giving out such
a proportion as opposed to a smaller one. The lower proportion
would be less attractive as opposed to the larger proportion
because there is a perception that the kind of information that the
owner has is not in the market and chances are that information
will have a higher value.

(Participant 5)

Although participants were sceptical about issuers that sell a high proportion at IPO,

retained ownership proportion was not the only determinant of attractiveness as

argued by Participant 3:

I do not look at the percentage of shareholding they are willing to
relinquish in order to figure out whether it’s a good company. I
don’t think I consider it in isolation. I consider it together with
other factors such as financial ratio. I wouldn’t just look at
percentage being issued to the public alone as the main thing. I’d
look at a combination of factors, have probably a checklist that I go
through before I actually make a decision in terms of the
assessment.

(Participant 3)
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As explained by Participant 3, this variable interacted with the other IPO signals to

influence analyst perceptions of attractiveness of IPO. Participants’ responses

indicated that retained ownership proportion was a factor to consider when

evaluating resources sector IPO investment opportunities. Thus, semi-structured

interview responses supported the experiment results.

4.4.4.2 Underwriter Reputation

Participants indicated that underwriter reputation is useful in the investment decision

making processes supporting the experiment findings on attractiveness at IPO.

Part of an investment bank’s role at IPO is to market the issue to potential investors.

The participants supported reputable underwriter reputation influence due to

underwriters’ ability to market an issue to both institutional and individual investors.

Participant 1 and Participant 2 held this viewpoint:

Reputable underwriters need success stories in order to market the
company. That is why most investors will first ask the question- who
is the underwriter? Has he been successful before?

(Participant 1)

For a resource company to get off the ground and get public
investors, then it will need an underwriter that has a very strong
distribution network. But in short though, I would say the
reputation of the bank is extremely important. If I am looking at two
prospectuses, one is by top-tier banks, top-tier underwriters and
one is by an outfit that I am not very familiar with I will naturally
have more confidence in the first one.

(Participant 6)

The participants explained that the process of allocating IPOs to institutional and

individual investors is at the underwriters’ discretion in a firm commitment

underwriting arrangement. As a means of attracting investors, underwriters use their
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influence to allocate scarce IPOs to favoured clients. This maintains their business

relationship ensuring that the issue is fully subscribed. Participant 4 outlined the

process as follows:

Usually IPOs are hard to get into. I have seen in fact while
investing in shares, companies advertise the fact that they have
access to IPOs as a selling factor in terms of what they’re able to
do for you. Reputable investment banks usually are able to get
access to such hot issues. For them, that is a key selling point.
The fact that they could get access to IPOs, like be a distributor, is a
key influence on IPO attractiveness.

(Participant 4)

A common response was that underwriter reputation acts as a credible signal to

influence attractiveness of IPO. For instance, Participant 3 indicated:

If a company is good and it manages to attract a reputable
underwriter, I go for it because this underwriter would basically be
in charge of communicating more information to the public.
Remember they are in charge of selling the shares to the public.
In this case the underwriter is the one in charge of minimising the
information asymmetry with regards to the shares that are being
sold to the market. Now if the underwriter does not do this
successfully I normally suggest that this underwriter does not have
a good reputation or probably the company does not have a good
future prospect.

(Participant 3)

Semi-structured interview responses indicated that given the strategic role

underwriters have at IPO, resources sector investment analysts focus on reputational

capital as this gives an idea of attractiveness of an IPO investment opportunity. Less

risky firms attract reputable underwriters who have the resources to perform

thorough investigations of IPO firms which increase investor confidence.
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4.4.4.3 Independent Geologist Reputation

According to the experiment findings, independent geologist reputation had a

significant influence on analyst perceptions of attractiveness of IPO. Semi-structured

interview responses revealed that reputable geologists have significant research

capabilities and a reputation to protect by not overstating the existence of reserves.

Participant 1 and 2 argued that:

Powerful geologists start by de-risking the industry, which is,
finding out more about where these resources can be found
beforehand. By the time you approach them at IPO, they already
have an idea if your project has potential or not. The challenge is
these are expensive ventures that cannot be carried out by small
geologists.

(Participant 1)

If there’s no resource, don’t even bother looking. There’s a strong
doubt, don’t even bother looking. Look somewhere you can find
something. Who do you entrust with the role of verification
process? You are not an expert in the field. Neither is the simple
geologist who might just be fresh from school. Firms with credible
resources will source for reputable geologists to say the story on
their behalf.

(Participant 2)

The participants indicated that they valued an independent geologist’s expertise in

verifying the existence of reserves. The following quotes from Participants 1 and

Participant 6 reinforce the importance of geologist reputation in influencing the

attractiveness of IPO for resources sector firms.

For resources companies, in my opinion, geologists and valuers are
absolutely critical. I think they are absolutely important because
some of these companies just have nothing to go by, so they will
usually come with the resources or reserves sort of calculations
which need a reputable geologist to verify. Like in fact, I have
invested in an iron ore sort of explorer and another one which is
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based on copper and I did that predominantly based on the
estimates on the reserves that these companies potentially had. So it
is critical and important that the geologists and the valuers get it
right and are credible. If I have reservations about valuations
I would probably not be investing.

(Participant 4)

I mean in the petroleum base sort of the life-blood of the company
is the reserves and resources, as opposed to industrial or
manufacturing companies, where you look at their earnings
potential. We sort of look at what they got on the ground. So the
geologist report is very important. The IPOs that I have been
involved with, we did spend considerable time thinking about which
geologist or in our case, the independent expert or independent
technical expert. That is essentially to bring confidence to investors.

(Participant 6)

Participant 2 and Participant 1 provided additional insights:

If they do not have a track record, there is no way you would invest
into the company. That is just like putting money down the drain so,
you would have to be sure that whatever you are investing in, a
reputable geologist is in charge.

(Participant 2)

Your geologist is of most importance, and therefore, you know an
IPO like the one I refer to, you have to employ the best geologist
available. You have paid them that extra money to be able to get the
best in the team. As I see it, it’s not only getting the best in the team,
because the best can get it wrong as well. So it’s actually getting a
team together who have a balanced view. Collectively if they can
come to a good agreement then you know there is a good chance
you will find something there.

(Participant 1)

The participants were of the view that the independent geologist selected at IPO is a

reflection of the firm’s potential reserves. Together with the experiment findings, the

semi-structured interview responses provide new evidence to support the argument



232

that independent geologist reputation is a critical factor that influences attractiveness

of resources sector firm IPOs.

4.4.4.4 Investigating Accountant Reputation

The responses to the semi-structured interviews revealed that investment analysts do

not put much emphasis on accountant reports when making investment decisions

about IPOs. The responses supported the experiment findings that investigating

accountant reputation did not significantly influence analyst perceptions of

attractiveness of IPO. Participants mentioned that for some resources sector firms,

there is little or no financial data to audit. The participants were also cautious of the

fact that entrepreneurs also engage the services of reputable investigating accountant

firms even when there is no information to be verified. The following quotes

exemplify this perspective:

For the resources sector firms, the majority are in exploration
activities that have not had much sort of revenues in the past. So for
the accountant it is usually just looking into historical accounts and
then a pro-forma of what the historical accounts would look like
post the capital raising. I have not really given too much thought
about which accountant is used. But I would admit that if I was
dealing with an unfamiliar market or a very unfamiliar asset, then
having an accountant that I knew would give me comfort and also
with some companies. So if I have to rank it, I would say in terms of
attractiveness, it is not the highest priority thing that I would look
at but I can imagine for certain people it would be.

(Participant 6)

There is just not enough information for an accountant to deal with
in terms of financial data. I would rather be reading what the
underwriters, valuers and other people have to say but not the
accountant at that stage at IPO. Obviously, I would not want
cooked up numbers and I would be hoping that the accountants do
their job, but that is probably less significant... To me, the
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reputation whether it is big 4 or someone else who does this smaller
type accounting, probably those numbers would matter less to me.
I would more be looking at if it is an exploration company or
whatever; I would be looking at the value of the geologist report.
I would be looking more to that than to the reputation of the
accountant. I would care more about other experts.

(Participant 4)

Semi-structured interview responses indicated that accountant reports are considered

useful together with other reports in the offer documents. The following quote

illustrates a situation where trust has eroded among users of auditing firm services.

It is tricky these days to entrust auditors with the whole task of due
diligence process. I check the auditor’s report in conjunction with
reports, because there are cases where auditors have actually
conspired with the company to defraud investors in the past.
There are cases where reputable auditing companies have been
found to collude with the company in order to give the public wrong
information… A lot of things have been put in place to stop that
from happening and most of the reputable companies have been
working to keep their reputation in order to always do the right
thing. Whereas for smaller companies, I don’t think have a lot to
lose when it comes to defrauding people… So that’s why I’d really
pay attention to a case where you have really big auditor saying,
yeah I think this is a really good investment…

(Participant 3)

The semi-structured interview responses shed light on the reasons why investigating

accountant reputation has minimal influence on attractiveness of IPO. More

explanations of cases where investigating accountant reputation interacted with other

variables to influence attractiveness of IPO are provided in Section 4.4.6.

In this section, the semi-structured interview responses on the influence of ownership

proportion, underwriter reputation, and independent geologist reputation on analyst

perceptions of attractiveness of resources sector IPO are provided in the light of the
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experiment findings. Also presented are the findings on why there is a lack of

significant influence of an investigating accountant’s reputation on attractiveness of

IPO. The following section presents the responses to semi-structured interviews

questions on influence of the four IPO signals on expected underpricing.

4.4.5 Expected Underpricing

The experiment results indicated that the expected underpricing associated with

Australian resources sector IPOs was significantly influenced by retained ownership

proportion and underwriter reputation signals. Independent geologist reputation and

investigating accountant reputation signals had no significant influence on analyst

perceptions of expected underpricing. Semi-structured interview responses on the

four IPO signals are presented next.

4.4.5.1 Retained Ownership Proportion

The semi-structured interview participant responses supported the experiment results

which indicated that the level of retained ownership had a significant influence on

analyst perceptions of expected underpricing for resources sector IPOs. However, the

reasons depended on how participants interpreted signals from the issuers.

Participant 2 and Participant 3 commented on this as follows:

In my opinion, I tend to put a higher price on a company that has
high retained ownership, because I assume the owners and the
directors are in the company because they think it is a company that
will last for a long time. So the market would price it at a higher
rate compared to firms who are just selling off too much, maybe
they just want to make money and run, again it is a risk you are
taking. These are the mining companies that are underpriced.
The shares prices may go up the first day but then they will drop off
drastically thereafter.

(Participant 2)
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If you look closely at those companies issuing a higher proportion
at IPO you will notice that they are mostly in dire need of capital
either for exploration or development of tenements. Issuing equity
however is an expensive exercise and therefore such issues will be
underpriced to entice investors.

(Participant 3)

Participants responded that there was a relationship between the expected

underpricing associated with resources sector IPOs and the level of retained

ownership. Respectable companies were identified as those with a high retained

ownership proportion at IPO. The presence of the initial issuers was interpreted as an

indication that the firm had a promising future. Participant 1 argued that:

Low levels of retained ownership are associated with more risk. But
at the same time, in my opinion, I’d say companies with low
retained ownership are correctly priced in the market. This is
because investors are able to read between the lines. They can see
clearly through the level of retained ownership.

(Participant 2)

Participants held the opinion that the proportion of ownership at IPO was critical in

influencing expected underpricing. The level of retained ownership acts as a signal of

value at IPO. However, there were indications that expected over or undervaluation

at IPO also depended on a combination of other signals. The next section reports the

semi-structured interview responses related to the influence of underwriter reputation

on expected underpricing.

4.4.5.2 Underwriter Reputation

Participants recognised the importance of underwriters in pricing new issues.

However, as Participant 6 stated, valuation of resources sector IPOs is a complicated

process.
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One of the problems we have certainly in our space is exploration
companies are very hard to value to begin with and I think we have
to acknowledge that upfront. We have had that problem as well,
where a company can be worth 1 cent, or it can be worth a billion
dollars and you just do not know. It all depends on whether they
made a very significant discovery or not… For reserves, small
proportion of it is proven, the rest is prospective that is contingent
and you do not know.

(Participant 6)

When asked their views on how the underwriter influences expected underpricing at

IPO, participants responded that the process of setting a subscription price depends

on the issuing system. Where a bookbuilding system is applicable the process begins

with the establishment of market demand. The following responses illustrate the

process:

The process of coming up with a price at IPO, usually they go
through a situation where the underwriter would actually foresee
what the level of demand is and then effectively make a soft
underwriting. So they do not actually commit to underwriting the
IPO unless they have seen the demand and if it is covered. If it is
covered multiple times, they have more confidence that they could
sell it at a particular price. That is where reputation matters.
Reputable underwriters are able to go through such a process
successfully.

(Participant 6)

Serious underwriters have to gather information about a project
beyond the company. They have to look at other things in the
environment. They have to do an environmental scan to look at
what’s happening currently in the sector and what are really the
selling points. With geothermal, for example, if you are serious
about mobilizing geothermal, there are some measures you can take
as an underwriter, and it might not be just associated with the little
company you’re looking after. It has to be more strategic including
consulting with relevant government agencies.

(Participant 1)
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Participants explained that prestigious underwriters with industry knowledge and

linkages with government agencies have more information at their disposal which

enables them to price an issue higher. In a firm commitment underwriting

arrangement, the underwriter will have to purchase all the remaining shares if the

issue is not fully subscribed. Participant 4 stated that:

One thing with underwriting as I understand it is that if there is
under subscription, the underwriter is left holding that basket of
shares. They do not want to be left holding something that does not
have potential. I would expect that even if they are left holding
shares that they have not been able to sort out, they would have
checked to make sure that that is something they would want to get
involved in.

(Participant 4)

Participants indicated that underwriters are well informed about the IPOs they

underwrite and therefore the likelihood of underpricing or overpricing an issue

depends on the need to retain clients. When an investment bank decides to underwrite

an issue it should also be prepared to market the issue. According to participants,

expected underpricing for such issues will therefore depend on whether the

underwriters are assured of maintaining their reputation for future business.

Participants argued that reputable underwriters are able and willing to market issues

that are less risky. According to Participant 3:

For low rated issues, reputable underwriters actually underprice
more to ensure that all the shares are bought and nothing is left for
them since they may not be able to resell in the market thereafter.
However, for resources sector IPOs I have noted that a good
underwriter will turn down offers to underwrite poor issues. But
new underwriters or those with bad reputations, they undertake less
reputable companies, because they want to get their foot on the
market. They want to get into the market and start building
customer base by underpricing just a little bit more.

(Participant 3)
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Reputation maintenance was indicated as the main reason for expected underpricing

associated with reputable underwriters underwriting resources sector IPOs.

4.4.5.3 Independent Geologist Reputation

Independent geologist reputation had no significant influence on analyst perceptions

of expected underpricing according to the experiment findings. There were

indications from the semi-structured interviews that for established firms the

reputation of the geologist does not influence expected underpricing at IPO.

Participant 1 commented that “the company’s experience speaks for itself.

Any mispricing will be based on other factors but not the geologist’s reputation”.

Participant 4 reinforced this view:

I do not think the reputation of the geologist really impacts the
valuation or not. The findings would be their findings whatever they
are, so the reputation of the independent geologist probably does
not really matter. For me, what matters is the report’s finding not
the reputation.

(Participant 4)

Participants were of the opinion that an independent geologist report in the offer

document at IPO gives an indication of the existence of reserves. The existence of

reserves gives an indication of future expected cash flows which are then used to

value a firm at IPO. In advancing this argument, Participant 5 stated:

From the four forces the geologist report is very important because
that is the key driver of the future cash flows in the mining sector.
For me, the geologist report, irrespective of whether the geologist is
reputable or not will be the main driver, because that would give a
signal of the expected cash flow. You can have whatever level of
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proportion at IPO, a very reputable underwriter, and an
investigating accountant who is also very reputable to actually
predict those cash flows, but if there are no resources, then there is
no mineral…

(Participant 5)

The market for geologists is not as developed as that of underwriters or accountants

as the following quote illustrates:

Unfortunately in terms of branding, the geologists are not like the
underwriters and the others. It is hard to know… I have to confess,
in all my investments that I have made; I never ever sought to know
the reputation of the geologist when it comes to pricing an issue
although I relied on the information from them. I sort of took it for
granted that they would do their job properly. So I did not rely on
the reputation of the geologist... I do not think they have much of a
reputation to protect when it comes to underpricing, in terms of like
branding and things like that; they are less visible. They issue their
report but usually people won’t care who’s done the valuation
report.

(Participant 4)

Participant 4’s response suggests that the reputation of an independent geologist does

not have an influence on the valuation process of resources sector IPOs. There were,

however, indications that under or overvaluation at IPO depends on a firm’s future

performance and the owners’ expectation.

4.4.5.4 Investigating Accountant Reputation

The experiment results showed investigating accountant reputation did not

significantly influence analyst perceptions of expected underpricing for Australian

resources sector IPOs. Responses to the semi-structured interview questions revealed

little information regarding this. Participants indicated that the presence of reputable

investigating accountants at IPO does not influence the pricing process. However, the
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accounting services of reputable accountants continue to be employed at IPO as the

following quote illustrates:

To be honest, for most of the IPOs I have seen here in this market
the accountants have all been big four, big five, or there about.

(Participant 6)

Prior IPO studies have indicated that in the issuing process there is a relationship

between underpricing and auditor reputation (Beatty 1989; Bloomfield 2004). As for

resources sector IPOs, participants indicated that exploration firms do not have

financial information to be audited. Therefore the role of an investigating accountant

is limited to provision of opinion in regard to forecast financial statements.

The interaction effects associated with investigating accountant reputation are

possible reasons for the engagement of reputable accountants at IPO (Participant 6).

The semi-structured interview responses related to the four IPO signals’ interaction

effects are presented next.

4.4.6 Interactions

The experiment findings provided a guideline on the main and interaction effects of

retained ownership proportion, underwriter reputation, independent geologist

reputation, and investigating accountant reputation on analyst perceptions of

information asymmetry, attractiveness of IPO and expected underpricing. The semi-

structured interview results based on the interaction effects on each of the IPO

signals are presented in the next subsections.
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4.4.6.1 Information Asymmetry

The four-way repeated measures ANOVA completely-crossed produced eleven

interactions effects. The experiment results produced three significant interaction

effects (alpha < .05). They were:

1. Retained ownership proportion and underwriter reputation;

2. Retained ownership proportion, underwriter reputation, and independent

geologist reputation; and

3. Retained ownership proportion and investigating accountant reputation

Semi-structured interview responses emphasised that the interaction effects are

brought about by the need to gather information from different IPO signals.

According to Participant 5 and Participant 3 for interaction of the variables to have

an impact on information asymmetry at IPO, there has to be a trigger.

You cannot pinpoint influence on information asymmetry at IPO
solely on the underwriter. There are many forces that will drive it…
However, there is a sequence. Independent geologist will send the
initial signal on the existence of reserves. This obviously affects
information asymmetry. The owner will then decide how much to
keep depending on expected cash flows estimated by a good
accountant. A good underwriter will then market the issue.
So, collectively all these will send a signal and will drive the share
price. It is a complicated relationship.

(Participant 5)

In general, I know retained ownership does influence information
asymmetry. However, I do not consider it in isolation. I look at it in
combination with other factors...

(Participant 3)
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The impression of the participants was that two or more IPO signals allowed a better

understanding of an IPO firm. Thus, the findings provided more evidence that

investment analysts process information configurally to arrive at an investment

decision.

4.4.6.2 Attractiveness of IPO

Retained ownership proportion, underwriter reputation and independent geologist

reputation had a significant influence on analyst perceptions of attractiveness of IPO

according to the experiment results. The experiment results reported four interaction

effects which were significant (alpha < .05) as follows:

1. Retained ownership proportion and underwriter reputation;

2. Retained ownership proportion, underwriter reputation, and independent

geologist reputation;

3. Retained ownership proportion and investigating accountant reputation;

and

4. All the four independent variables.

A shared explanation that emerged from the semi-structured interviews was that the

interaction between the IPO signals is a result of a concerted effort between the

owners of the firm and some of the key parties to an IPO. A common response was

that reputational capital is highly regarded. The participants indicated that

entrepreneurs decide their retained ownership proportion based on their motivation

for going public. They also decide on key IPO participants to work with to ensure an

IPO is successful. Cost benefit analysis also featured as a common interaction

determinant. The following quotes illustrate these points:
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Ideally a company would want to get the best. The only problem is
the cost limitation. For instance, a reputable lead underwriter
knowing that they are the best will give you a really big
underwriting cost and therefore you would have to settle for the
second best. Whereas if cost is an issue, companies usually set a
priority list by weighing which IPO party needs to be reputable to
make an impact- the ones at least to ensure that the firm gets the
best in the market. For example, spend money on the best geologist
or spend money on the best accountant. The initial owners try and
see which variable has the most impact on investor’s decision to
invest in the company….

(Participant 3)

The reputation matters a lot… If you are going to an IPO with
somebody with a low quality, unless you know they have a low
quality but you have been with them before and have seen reports
they have produced, then you would be able to interact with them.
You know what they are bringing to the market is actually true.
However, it’s all about reputation, you only want to work with the
best. Everybody wants to work with the best. For the owners, they
sit down and work out strategies of how much to retain. By the time
they get going for an IPO, they know the parties they want to work
with. Since it is a thorough process you will notice that they will
approach an accountant who will help with their own panel of
geologists and underwriters. Most parties have their own panels in
order to be able to interact with each other.

(Participant 2)

As reported in both the experiment and the semi-structured interviews, investigating

accountant reputation main effect was not significant. However, when combined

with other IPO signals it becomes a significant influence to analyst perceptions of

attractiveness of IPO. This provided additional evidence that investment analysts

processed cues configurally in the decision making processes.

4.4.6.3 Expected Underpricing

Only retained ownership proportion and underwriter reputation had a significant

influence on analyst perceptions of expected underpricing for resources sector IPOs
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according to the experiment results. Three interactions were found to be significant

(alpha < .05) as follows:

1. Retained ownership proportion and underwriter reputation;

2. Retained ownership proportion, underwriter reputation, and investigating

accountant reputation; and

3. Retained ownership proportion, independent geologist reputation, and

investigating accountant reputation.

The semi-structured interview participants indicated that investigating accountants

work closely with underwriters to influence the pricing of an issue. Participant 5

provided an indication of interaction by stating:

Resources firms are very tricky investments in my opinion because
the owner decides the proportion to keep depending on their long
term plans. With this in mind they then will combine effort with a
good investment bank to decide on what level of underpricing will
attract enough demand.

(Participant 5)

However, there were doubts on the possible interactions involving independent

geologist reputation and the other two reputational capital signals. Participant 2 and 4

illustrated these points by noting:

The question of underpricing is complicated. As an investor,
depending on your level of sophistication again you have to sit
down and see who does what at IPO… It does make more sense for
the accountant to go with an underwriter depending on their
reputations in the market, because that would be sort of the same
field. But a geologist and an underwriter? See you do not know
much about geology but as an accountant you know some bits about
underwriting. It is all about insurance. In my case, I notice that the
underwriter and the accountant work together depending on their
reputation to determine whether to underprice or not, but the
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geologist is more of a specialist. That is, it is a specialised field and
you have to be in that market to be able to understand what the
geologist does anyway.

(Participant 2)

In terms of working together, the underwriter would usually work
with certain valuers or certain geologists. Like, I know those
relationships do exist. The brands of the names would influence me
in terms of investing in resources IPOs.

(Participant 4)

In an effort to unveil the interactions between the factors that influence expected

underpricing, Participant 6 summarised the situation as follows:

The issuer appoints its own legal counsel, then appoints the
geologist, the accountant, the underwriter. These are all appointed
by the issuer but it is probably not unusual for the issuer then to ask
the underwriter who should we get or who would you recommend?
And the underwriter might go, well, because you are marketing this
IPO in this market and these investors in this market are familiar
with this geologist we would recommend you pick the best one,
which is this one. I very much doubt that the underwriter would
choose the accountant, because most companies have an
accountant before they float. At the end of the day, they have to
work together to set a price, there is a level of interaction.
How deep that level is and how intertwined is complicated.

(Participant 6)

Despite the interaction complexity described by Participant 6, post hoc and contrast

analysis of the experiment results indicated that IPO signals significantly interacted

to influence expected underpricing. When both design results are viewed in

combination, they provide further evidence that investment analysts process

information configurally when evaluating Australian resources sector IPOs.

The following section provided further factors that participants indicated were useful

in influencing information asymmetry, attractiveness of IPO, and expected

underpricing.
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4.4.7 Other Factors

The experiment results were useful in identifying the main and interactive effect of

retained ownership proportion, underwriter reputation, independent geologist

reputation, and investigating accountant reputation on information asymmetry,

attractiveness of IPO, and expected underpricing. However, even with the presence

of significant effects there are always variables influencing the targeted relationships.

These are represented by error terms. In relation to resources sector IPOs,

participants were asked to provide details of other factors which they thought

influenced information asymmetry, attractiveness of IPO, and expected underpricing.

As this was an open ended question participant responses were diverse and differed.

However, as the following quotes illustrate, most of the factors were issue and

market related.

Other than normal IPOs, you have to look at the time of the cycle.
Is it during the boom or recession? I reckon that underpricing for
resources sector IPOs depends on the period at which the IPO is
being made.

(Participant 2)

I usually look at anything in the prospectus that can tell me about
the firm specific operational issues so that I can assess how this will
affect my investment.

(Participant 3)

As for me, while evaluating resources sector IPOs I am also
interested in the commodity. For instance if it is iron ore and its
demand and infrastructure to get that stuff out to what I presume is
a ready market.

(Participant 4)
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Participants 4 and Participant 6 identified the reputation of the owners and

management team characteristics as important additional variables with an influence

on information asymmetry, attractiveness of IPO, and expected underpricing.

The influence of these additional factors was illustrated as follows:

Apart from the other reputations, the reputation of the owners to me
also matters. I would want to know what their background is, say
someone who has been in the iron ore industry and the company is
exploring for iron ore and this guy has a track record in iron ore,
I would definitely be interested. For someone who has no track
record in resources or in that particular sort of commodity, I would
be worried if they know enough. I would want someone with a
history or someone with some sort of experience in that commodity
or in the resources sector at the very least.

(Participant 4)

Another factor that I am interested in when evaluating resources
sector IPOs is the management of the company, that is, if they are
people who have made a lot of money for investors in the past, have
a lot of success, and have a strong track record. That would give
me some confidence.

(Participant 6)

Management team characteristics has received research attention in regard to IPOs

(Certo 2003; Filatotchev & Bishop 2002; Shleifer & Vishny 1989). This extended to

the boards of directors and executives. Another factor that has received little or no

research attention includes the legal team responsible for ensuring a firm’s legal

aspects are adhered to during the IPO process. Participant 6 commented as follows:

We should not discount the legal advisors because they are involved
a lot, in terms of who is holding the pen on the prospectus and
making sure that along with the underwriter and everyone else
involved nothing in the prospectus is misleading and deceptive.
That is the legal requirement.

(Participant 6)
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While these factors are important variables their influence on analyst perceptions of

information asymmetry, attractiveness of IPO, and expected underpricing is beyond

the scope of this study (see Section 1.7). However, the influence of these additional

factors relevant to Australian resources sector IPOs present further research

opportunities as mentioned in Section 5.6.

4.5 Chapter Summary

This chapter presented both the results stemming from the experiment and semi-

structured interviews. The objective was to evaluate the main and interaction effects

of retained ownership proportion, underwriter reputation, independent geologist

reputation, and investigating accountant reputation on analyst perceptions of

information asymmetry, attractiveness of IPO, and expected underpricing.

Participants evaluated four IPO signals in the context of Australian resources sector

IPOs. The measurements utilised to evaluate the weightings of the independent

variables included self-reported weight, magnitude of effect, and effect size for each

dependent variable. Also presented was investment analysts’ cue processing ability

and self-sight. The semi-structured interviews results were presented and analysed by

identifying common themes which related to the four IPO signals’ influence on

analyst perceptions of information asymmetry, attractiveness of IPO, and expected

underpricing with regard to Australian resources sector IPOs. The next chapter

presents a discussion of the findings and conclusion of the study.
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Chapter 5 – Discussion and Conclusions

5.1 Introduction and Overview

This study’s aim was to investigate the influence of retained ownership proportion,

underwriter reputation, independent geologist reputation, and investigating

accountant reputation on analyst perceptions of information asymmetry,

attractiveness of IPO, and expected underpricing in relation to Australian resources

sector IPOs. This was achieved through a factorial experimental design to control

extraneous influences thus achieving internal validity. Triangulation was achieved

through semi-structured interviews which also provided external validity and

reliability benefits. Experimental design and semi-structured interviews were

selected in line with Chapter Three deliberations on methodology. The posited

relationships between the dependent and independent variables were as depicted in

the model described in Section 1.3. The implied network of association was arrived

at through systematic literature review (Chapter Two) which yielded the model

presented in Figure 1.4 (Section 1.3.3). Findings and analysis were presented in

Chapter Four.

This chapter provides a discussion of the findings and conclusions. It is organised as

follows: Section 5.2 discusses the findings from experiment and semi-structured

interviews with a focus on literature reviewed in Chapter Two. Conclusions of this

study’s research problem are presented in Section 5.3. Section 5.4 provides a

discussion based on theoretical and practical implications of this study’s findings.

The limitations of the study are presented in Section 5.5. Section 5.6 presents
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suggested areas for further research. The chapter concludes with remarks on

achievements derived from this research (Section 5.7).

5.2 Discussion on the Relative Influence of the Four IPO Signals

This study’s emphasis was to determine the relative weights of retained ownership

proportion, underwriter reputation, independent geologist reputation, and

investigating accountant reputation influence on analyst perceptions of IPO aspects

presented in the conceptual framework (Figure 1.3 in Section 1.3.2) with a focus on

Australian resources sector IPOs. From the literature reviewed (Section 2.4 to 2.7)

the four IPO signals were identified as those likely to have an impact on analyst

perceptions of information asymmetry, attractiveness of IPO, and expected

underpricing. Completely crossed, the four signals produced sixteen experimental

conditions for each dependent variable. The four IPO signals’ weightings were

presented in Table 4.1 for information asymmetry, Table 4.3 for attractiveness of

IPO, and Table 4.5 for expected underpricing. Weights assigned to each independent

variable were arrived at using three measures. The self-reported weights

measurement was based on investment analysts’ perceptions of how the four

independent factors influenced information asymmetry, attractiveness of IPO, and

expected underpricing on a scale of 0 to 100. Magnitude of effect calculations and

effect size measurements were based on experimental case evaluation.

Apart from the main effects of retained ownership proportion, underwriter

reputation, independent geologist reputation, and investigating accountant reputation

on the dependent variables, the experiment design enabled the evaluation of

interactive effects. Using configural cue processing, the participants demonstrated
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significant interaction effects among the variables. The results are reported in Table

4.2 for information asymmetry, Table 4.4 for attractiveness of IPO, and Table 4.6 for

expected underpricing. For triangulation purposes, semi-structured interviews were

carried out to answer Research Question Seven (Section 3.2.4). The results are

reported in Section 4.4.

The following sections provide discussion of this study’s research questions and

hypothesis (Section 3.2.2). The findings are linked to research surveyed in Chapter

Two. The discussion begins with the relative main effect of the four IPO signals’

influence on analyst perceptions of information asymmetry, attractiveness of IPO,

and expected underpricing to answer the first parts of Research Questions One, Two,

and Three (Section 3.2.1.5). Next, the discussion focuses on relative interaction

effects to answer the second parts of Research Questions One, Two, and Three

(Section 3.2.1.5) and this study’s hypothesis (Section 3.2.2). The section concludes

with a discussion on the participants’ degree of self-insight to answer Research

Questions Four, Five, and Six (Section 3.2.3). The discussion incorporates the

experiment and semi-structured interview findings in response to Research Question

Seven (Section 3.2.4).

5.2.1 Retained Ownership Proportion

For information asymmetry (Table 4.1), retained ownership proportion was the most

influential having been weighted first in relation to self-reported weights (36.86%)

and magnitude of effect (39.59%). Although retained ownership proportion ranked

second based on effect size (38.02%), its interaction effects was ranked highest

(17.72%). Results in Table 4.2 indicate that holding the other IPO signals constant,
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retained ownership proportion at IPO significantly influenced analyst perceptions of

information asymmetry associated with Australian resources sector IPOs, F(1, 34) =

45.617, p< .05. Literature on retained ownership proportion (Section 2.4) suggests

that the issuing owners are more knowledgeable about their firm’s future prospects

than other interested parties at IPO (Chiang & Venkatesh 1988; Leland & Pyle 1977;

Menon & Williams 1991; Myers & Majluf 1984; Sanders & Boivie 2004). In such

situations, insiders may communicate their private information to interested parties

through the retained ownership proportion (Grinblatt & Hwang 1989; Mayhew et al.

2004).

Downes and Heinkel (1982) have argued that retained ownership proportion is one of

a firm’s distinctive features that are used to signal value at IPO. The magnitude of

effect and effect size measurements (Table 4.1) shows that the difference between

high and low levels of retained ownership proportion variable was significant.

These findings support the importance of retained ownership proportion variable as

documented by IPO researchers (Bruton et al. 2009). Semi-structured interview

responses (Section 4.4.3.1) revealed that analysts make reference to retained

ownership proportion when learning more about firm’s reasons for seeking equity

capital through an IPO. This finding provides supporting evidence to Sanders and

Boivie’s (2004) argument that secondary sources of information are an indicator of

value for firms operating under highly asymmetric environments.

Post hoc tests and contrasts showed that as retained ownership proportion changed

from low level to high level information asymmetry increased. From Table 4.1, the

rating from low to high had a positive sign. One implication of these findings is that
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issuing owners do not directly share their information about their firms with

investors. This is despite increased reserves disclosure requirements in Australia

(Bird et al. 2013; Taylor et al. 2012). From the semi-structured interview results

(Section 4.4.3.1) participants interpreted a high level of ownership at IPO as a sign

that a firm is not open with its information. Although this is an indirect way of

communicating a firm’s future prospects, the interpretation of this signal from the

semi-structured interviews were diverse. High retained ownership at IPO leads to

increased investment analysts’ curiosity as to the motivation for going public. This

increased curiosity further triggers the need for more information about a firm. On

the contrary, low retained ownership at IPO was interpreted as a sign that issuing

owners were offloading their investment to the public. From the semi-structured

interview responses, low retained ownership proportion was associated with low

information asymmetry implying that such firms are open with their information.

The weights allocated to retained ownership proportion with regard to influence on

analyst perceptions of attractiveness of Australian resources IPOs differed slightly

among the three measurements used in this study (Table 4.3). Participants assigned

this IPO signal the second highest weight after underwriter reputation variable based

on self-reported weights (30.57%) and magnitude of effect (35.94%). This trend is

the same for the main effects (20.12%). However, when the impact of the interaction

effects was factored into the analysis the combined effects weight of retained

ownership proportion (35.83%) was higher than underwriter reputation weight

(32.86%). The relatively higher standard deviation (13.60%) associated with retained

ownership proportion helps to explain the uncertainty surrounding the weights

allocated based on the self-reported weights measurement.
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In addition, the experiment weightings indicate that the influence of retained

ownership proportion on analyst perceptions of attractiveness of IPO was significant,

F(1, 34) = 57.317, p< .05 (Table 4.4). The magnitude of effect measurement reported

in Table 4.3 shows that there was a significant positive difference between low and

high levels of retained ownership signal. The positive relationship indicate that as the

retained ownership proportion increased from low level to high level, IPO

attractiveness increased. According to the semi-structured interview responses

(Section 4.4.4.1) retained ownership proportion is an important factor to consider at

IPO depending on the nature of a firm and the level of information revealed directly

or indirectly. Respondents expressed their disapproval of issuers who sell a relatively

high percentage of ownership to outside investors at IPO.

Taking a long-term investment perspective, participants indicated that they are likely

to invest in IPOs where the issuing owners retain a high proportion of ownership.

This is in support of the IPO literature which shows investors perceive IPOs

associated with high level of retained ownership favourably. This is an indication

that the issuing owners have faith in their own firms (Leland & Pyle 1977; Mayhew

et al. 2004). This study contribute to the IPO literature by extending research on IPO

attractiveness to include Australian resources sector firms using primary data from

investment analysts. The findings should help investors in assessing how retained

ownership proportion influence analyst perceptions of attractiveness of IPO.

Holding reputational capital signals constant, retained ownership proportion was

found to be an important variable in influencing analyst perceptions of expected

underpricing associated with resources sector at IPOs, F(1, 34) = 111.322, p< .05
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(Table 4.6). Based on self-reported weights (37.00%), magnitude of effect (43.70%)

and effect size (main effects, 31.15%) retained ownership was weighted second after

underwriter reputation variable (Table 4.5). However, participants considered

retained ownership proportion’s interaction effects to be relatively most influential

(10.87%). Thus, based on the combined effects weight measurement, retained

ownership proportion was weighted as the relatively most influential IPO signal on

analyst perceptions of expected underpricing (41.87%). Additionally, the magnitude

of effect measurement indicated a positive relationship between retained ownership

proportions and expected undepricing. Nevertheless, these weightings should be

interpreted with caution given the self-reported weights’ relatively high standard

deviation (14.02 %) which is a reflection of relatively high level of variability in the

weightings.

Semi-structured interview responses (Section 4.4.5.1) indicated that where little or no

public information about a firm exists, as is the case of exploration firms in Australia

(Czernkowski & Ferguson 2006), investors resort to other mechanisms to gather

information. Participants identified retained ownership proportion as a valid signal

that helps reveal information about resources sector IPOs. The perceptions of the

participants were that as retained ownership changed from low level to high level

expected underpricing increased. From the literature review, underpricing is

associated with uncertainty (Lowry & Shu 2002; Derrien 2005; Rock 1986;

Robinson et al. 2004). The feedback from participants are interpreted to imply that

high retained ownership proportions at IPO leads to “opportunistic and self-seeking

behaviour” (Bruton et al. 2009, p. 911) which then leads to high expected

underpricing for resources sector IPOs.
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Using 523 Australian IPOs issued between 1979 and 1989, How and Low (1993)

found evidence to suggest there is a connection between firm value and retained

ownership proportion at IPO. However, in a study covering 130 Australian mining

IPOs, How (2000) finds no significant influence of retained ownership proportion on

underpricing. Both studies were based on secondary data analysed using multiple

regression. This thesis extends these two studies’ findings. It also presents further

evidence based on primary data on the retained ownership proportion’s influence on

analyst perceptions of information asymmetry, attractiveness of IPO, and expected

undepricing for resources sector IPOs.

5.2.2 Reputational Capital Signals

The following discussion focuses on the main effects of reputational capital signals

on analyst perceptions of information asymmetry, attractiveness of IPO, and

expected underpricing.

5.2.2.1 Underwriter Reputation

According to Table 4.1, underwriter reputation was weighted second in terms of

influencing analyst perceptions of information asymmetry at IPO after retained

ownership proportion using the self-reported-weights (35.94%) and magnitude of

effect measurements (36.89%). However, based on effects size, underwriter

reputation was weighted relatively higher (38.87%) than the other IPO signals. This

weighting variation is reflected by relatively higher standard deviation (18.73%)

associated with self-reported weights. Experimentation results indicated that holding

retained ownership proportion, independent geologist reputation, and investigating

accountant reputation constant, the type of underwriter reputation associated with a
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resources sector IPO significantly influenced analyst perceptions of information

asymmetry, F(1, 34) = 82.686, p< .05 (Table 4.2). The magnitude of effect results

reported in Table 4.1 indicated that information asymmetry associated with low and

high underwriter reputation was significantly different. This study’s results on the

importance of underwriter reputation in mitigating information asymmetry are

consistent with academic literature that has evaluated IPO activities (e.g. Beatty &

Ritter 1986; Carter & Manaster 1990; Cohen & Dean 2005; Carter & Power 2012;

Duarte-Silva 2010).

The semi-structured interview results (Section 4.4.3.2) reinforced the view that

investors’ first source of information about a firm’s value at IPO is the underwriter.

This was attributed to the role an underwriter plays at IPO which includes marketing

an issue (Chemmanur & Fulghieri 1994; Titman & Trueman 1986) and assumption

of risk through underwriting arrangements (Dong, Michel & Pandes 2011).

The semi-structured interview participants pointed out that an underwriter of high

reputation has the ability and resources to carry out due diligence processes on firms

they take through an IPO process. This effort helps to disseminate, either directly or

indirectly, much needed investment information to interested parties at IPO. By

deriving the relative weight associated with underwriter reputation’s influence on

information asymmetry with regard to Australian resources sector IPOs, this study’s

findings contribute to the IPO literature on underwriter reputation importance

(Section 2.5).
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In terms of analyst perceptions of attractiveness of IPO, the underwriter reputation

was assigned relatively higher weight than the other IPO signals based on self-

reported weights (34.00%) and magnitude of effect (36.56%) measures (Table 4.3).

For the third measure, effect size, the weighting was equally higher (20.79%) in

terms of main effects. However, due to underwriter reputation’s lower interaction

effects (12.10%) compared to retained ownership proportion interaction effects

(15.71%), the related combined effects ranked in the second position (32.86%) after

retained ownership proportion (35.83%). The experiment results indicated there was

a significant main effect of quality of underwriter employed at IPO on the rating of

attractiveness of resources sector IPOs, F(1, 34) = 62.465, p< .05 (Table 4.4). Hot

issues accessibility and the existence of strong underwriter distribution networks

were the reasons for significant underwriter reputation’s influence according to semi-

structured interview respondents (Section 4.4.4.2).

Howton (2006) has argued that companies hiring a reputable underwriter have more

chance of survival in the long run. Carpentier and Suret (2011) have found that the

presence of reputable intermediaries at IPO influences the survival rate of

companies. Prior studies have documented that firms underwritten by prestigious

underwriters are less risky and outperform their peers in the long run (Carter et al.

1998; Dong et al. 2011). This study’s findings contributes to the IPO literature which

considers reputable underwriters associate themselves with less risky IPOs (Albring,

Elder & Zhou 2007; Carter & Manaster 1990; Carter & Power 2012). This is an

important investment analysts’ feedback for stakeholders. The results identify the

relative importance of underwriter reputation signal in determining the attractiveness

of Australian resources sector IPO investment opportunities. Nevertheless, the results
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should be interpreted with caution as not all resources sector IPOs are backed by

underwriters.

In relation to expected underpricing, underwriter reputation was weighted highest

relative to other IPO signals (Table 4.5) based on self-reported weights (40.57%),

magnitude of effort (50.62%), and main effects (33.16%). A further analysis of effect

size measurement revealed that underwriter reputation interaction effects (8.7%)

were lower when compared to retained ownership proportion interaction effects

(10.87%). The combined effect lowered the weight attributed to underwriter

reputation (41.87%) compared to retained ownership proportion weight (42.02%).

The relatively higher standard deviation (14.44%) associated analyses based on self-

reported weights explain why there was variability in ranking between retained

ownership proportion and underwriter reputation.

The underwriter reputation significantly influenced analyst perceptions of expected

underpricing associated with Australian resources sector IPOs, F(1, 34) = 150.208,

p< .05 holding the other signals constant (Table 4.6). Semi-structured interview

respondents indicated the level of expected underpricing is influenced by the

underwriter’s desire to ensure full subscription at IPO (Section 4.4.5.2). From the

IPO literature review underwriter reputation has been associated with IPO

underpricing (Benveniste, Ljungqvist, Wilhelm Jr & Yu 2003; Carter & Manaster

1990; Chemmanur & Fulghieri 1994; Logue 1973). Beatty and Ritter (1986) argue

that investment bankers manage the initial performance of an IPO through
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underpricing stabilisation. However, while evaluating underpricing phenomenon,

Dempere (2008, p. 13) finds no difference between initial performance of

underwritten IPOs and IPOs which are “self-underwritten”.

Using secondary data and regression analysis on a sample of Australian industrial

IPOs for the period 1994 to 2004, Dimovski et al. (2011) found a significant

relationship between investment bank reputation and expected underpricing. As IPO

underpricing has been described as an elusive anomaly (Bruton et al. 2009; Chang

et al. 2008; Loughran & Ritter 2004; Ritter 1991), past research on the role of

underwriter reputation on expected underpricing is difficult to compare. For instance

Günther and Rummer (2006, p. 227) note that “underpricing depends crucially on the

underlying period”. Nevertheless, this thesis contributes to the IPO literature by

extending the analysis of underwriter reputation influence on analyst perceptions of

expected underpricing to Australian resources sector IPOs using primary data.

5.2.2.2 Independent Geologist Reputation

According to the experiment participants, independent geologist reputation was

identified as the IPO signal with least influence on analyst perceptions of information

asymmetry. Independent geologist reputation was ranked fourth based on self-

reported weights (12.86%), magnitude of effect (10.41%) and effect size (8.65%)

measurements (Table 4.1). Low variability of opinion based on the self-reported

measurement’s standard deviation (8.68%) indicated there was consensus on the

ranking of independent geologist reputation’s influence. Holding the other three IPO

signals constant, there was a significant main effect of independent geologist

reputation on analyst perceptions of information asymmetry at IPO, F(1, 34) = 6.763,
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p< .05 as reported in Table 4.2. Contrast results based on the magnitude of effect

measurement revealed a significant difference (p< .05) between high and low levels

of independent geologist reputation.

The interview responses indicated that participants rely on independent geologist

reports to understand a firm’s future prospects at IPO (Section 4.4.3.3). In addition

the participants indicated that such reports help understand the nature of a firm’s

resources and the location of reserves. When minimum disclosure requirements are

met, the participants indicated independent geologist reputation has a limited role in

influencing information asymmetry at IPO. Findings from the semi-structured

interviews supplemented the work of Taylor et al. (2011) who have argued that

disclosure of reserve approximations to the public can help investors in their

investment decision making processes.

The influence of independent geologist reputation was ranked third after retained

ownership proportion and underwriter reputation in terms of influencing analyst

perceptions of attractiveness of IPO. The assigned relative weights based on self-

reported weights (24.00%), magnitude of effect (19.38%) and effect size (19.62%)

revealed a high degree of agreement among participants (Table 4.3). This is also

supported by a relatively low standard deviation (11.23%) associated with

independent geologist reputation based on self-reported weights measurement. There

was a significant main effect of the low and high levels of independent geologist

reputation on attractiveness of IPO, F(1, 34) = 16.084, p< .05 (Table 4.4). Post hoc
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tests and contrasts results showed that the main effect reflected a significant

difference between low and high levels of independent geologist reputation

(Table 4.3).

Semi-structured interview participants were of the view that the success of resources

sector firms depends on the existence of credible reserves which have been verified

at IPO (Section 4.4.4.3). The participants mentioned that high reputation geologists

have reputational capital at stake. Reputable geologists, therefore, commit sizable

resources to the due diligence process before accepting to be associated with a

resources firm at IPO.

This study has extended the research on variables affecting attractiveness of IPO to

include independent geologist reputation. Prior IPO research in Australia has focused

on underwriter and accountant signals when evaluating industrial IPOs (Dimovski

et al. 2011; Finn & Higham 1988). This study’s results suggest that independent

geologist reputation is an important variable in determining Australian resources

sector IPOs’ attractiveness.

Independent geologist reputation’s influence on analyst perceptions of expected

underpricing was assigned the least relative weight based on self-reported weights

(10.29%) and effects size (7.35%) measurements (Table 4.5). However, in terms of

magnitude of effect (3.95%), independent geologist reputation ranked higher than

investigating accountant reputation (1.73%). The low variability of opinion measured

by self-reported weights’ standard deviation (7.17%) indicated participants were in

agreement on the ranking of independent geologist reputation. Holding the other
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three IPO signals constant, there was no significant main effect of the low and high

levels of independent geologist reputation on expected underpricing, F(1, 34) =

2.434, p> .05 (Table 4.6).

Semi-structured interview respondents indicated that independent geologist

reputation has no impact on expected underpricing for exploration resources firms

(Section 4.4.5.3). Resources firms at IPO can only claim to have the potential to

discover reserves and a geologist report only identifies this potential depending on

the exploration activity’s location. These findings add support to How’s (2000)

conclusion that independent geologist reputation does not have an impact on the

expected underpricing associated with Australian resources sector IPOs. The semi-

structured interview respondents, however, mentioned that reputable geologists

whose reputational capital is at stake may associate themselves with less risky firms.

Such an association may influence the level of expected underpricing at IPO.

5.2.2.3 Investigating Accountant Reputation

For information asymmetry (Table 4.1), investigating accountant reputation was

among the least influential IPO signals having ranked third based self-reported

weights (14.34%), magnitude of effect (13.11%), and effect size (14.45%).

The consensus in ranking is depicted by the relatively low standard deviation

(7.12%) based on the self-reported weights. However, investigating accountant

reputation had significant influence on analyst perceptions of information

asymmetry, F(1, 34) = 11.144, p< .05 (Table 4.2). Using the literature reviewed, it

was anticipated that investigating accountant reputation would play an important role

at IPO (Firth & Smith 1992; Lee et al. 2003; Michaely & Shaw 1995). Titman and
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Trueman (1986) have indicated that issuers with favourable information at IPO will

endeavour to select a reputable auditor.

This study found evidence to suggest that investment analysts rated the levels of

investigating accountant reputation considerably differently with regard to

information asymmetry, holding the other three IPO signals constant (Table 4.1).

Semi-structured interview participants suggested that reputable accounting firms are

able to carry out thorough investigations of enterprises they take through an IPO thus

mitigating information asymmetry (4.4.3.4).

In relation to analyst perceptions of attractiveness of IPO, investigating accountant

reputation was assigned the lowest relative weight based on self-reported weights

(11.43%), magnitude of effect (8.12%), and effect size (11.69%) measurements

(Table 4.3). The results indicated there was no significant difference between low

and high levels of the investigating accountant reputation holding other IPO signals

constant, F(1, 34) = 2.041, p>.05 ( Table 4.4). Results from the semi-structured

interviews (Section 4.4.4.4) indicated investigating accountant reputation’s role is

minimal because resources firms seeking listing on the ASX do not have credible

financial reports. Such firms are relatively new with little or no verifiable data to

enable a thorough investigation by reputable accountants. From the IPO literature

reviewed, this is typical of IPOs of firms operating under an information asymmetric

environment (Carter & Power 2012; Sanders & Boivie 2004; Nayyar 1990).
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Semi-structured interview respondents mentioned that investigating accountant

reports accompanying offer documents are based on future projections which in turn

are subject to varying assumptions. They indicated that the presence of investigating

accountants at IPO is for public relation purposes in regard to the Australian

resources sector. This may help to explain why experiment respondents assigned

very low weight to the investigating accountant reputation signal in relation to

attractiveness of IPO.

The influence of investigating accountant reputation on analyst perceptions of

expected underpricing was ranked third based on self-reported weights (12.14%) and

effects size (8.76%) measurements (Table 4.5). However, in terms of magnitude of

effect (1.73%), investigating accountant reputation ranked lower than independent

geologist reputation (3.95%). Nevertheless, the relatively low variability of opinion

measured by self-reported weights’ standard deviation (7.98%) indicated participants

were in agreement on the ranking of investigating accountant reputation. Holding the

other three IPO signals constant, there was no evidence to suggest that the low and

high levels of investigating accountant reputation influenced analyst perceptions of

expected underpricing, F(1, 34) = 0.309, p> .05 (Table 4.6). Semi-structured

interview responses (Section 4.4.5.4) indicated that there are no important

differences between investigating accountant firms’ reports because resources sector

issuing firms have no financial data to be used for value verification at IPO.

Theoretical and empirical IPO literature suggests that accountant reputation should

have an influence on expected underpricing (Albring et al. 2007; Balvers et al. 1988;

Michaely & Shaw 1995; Rauterkus & Song 2005). Australian evidence of the
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influence of investigating accountant reputation is inconclusive. How’s (1995) study

based on archival data of industrial sector IPOs found no evidence to support the

argument that investigating accountant reputation significantly influenced expected

underpricing. Dimovski and Brooks (2004b) reported similar findings. To the

contrary, in a research based on 371 Australian IPOs for the period 1996 to 2003,

Chang et al. (2008, p. 414) reported that “audit quality is positively associated with

IPO underpricing”. This thesis’ empirical evidence supports How (1995), and

Dimovski and Brooks (2004b) research. Investigating accountant reputation did not

significantly influence analyst perceptions of expected underpricing for Australian

resources sector IPOs.

This section has explored the findings and literature on the impact of the four IPO

signals to answer the first parts of Research Questions One, Two, and Three (Section

3.2.1.5). The following section presents a discussion on the IPO signals’ interactions

effects to answer the second parts of Research Questions One, Two, and Three

(Section 3.2.1.5) and this study’s hypothesis (Section 3.2.2).

5.2.3 Interaction Effects and Configural Information Processing

With four-way repeated measures ANOVA, the four factors completely crossed over

produced eleven interactions for each dependent variable (see Table 4.2, 4.4 and 4.6).

The results are discussed next for each IPO aspect investigated by this study.

5.2.3.1 Information Asymmetry

In relation to interaction effects based on Research Question One (Section 3.2.1.5),

retained ownership proportion formed significant cues by interacting with the other
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IPO signs to influence analyst perceptions of information asymmetry. Based on the

experiment findings (Table 4.2), there was a significant interaction between retained

ownership proportion and underwriter reputation, F(1, 34) = 4.598, p< .05.

Underwriter reputation had different effects on information asymmetry depending on

different levels of retained ownership proportion and independent geologist

reputation used in the experiment treatment. Similarly, the findings revealed a

significant interaction between retained ownership proportion and investigating

accountant reputation, F(1, 34) = 19.693, p< .05. These findings confirm information

in the literature reviewed in Chapter Two (Leland & Pyle 1977; Mayhew et al. 2004;

Titman & Trueman 1986). Balvers et al. (1988) developed a theoretical model which

linked underwriter reputation with accountant reputation engaged at IPO. They assert

that reputable underwriters are likely to associate themselves with prestigious

accountants when taking firms public.

A linkage that has not been thoroughly evaluated and therefore a contribution to IPO

literature, is the influence of retained ownership proportion, underwriter reputation,

and independent geologist reputation on analyst perceptions of information

asymmetry. According to the experiment findings, there was significant interaction

between retained ownership proportion, underwriter reputation and independent

geologist reputation, F(1, 34) = 17.701, p< .05. The reasons given during the

semi-structured interviews included Australian exploration companies are small and

have ownership structures unstable. Respondents indicated that one has to look at the

nature of parties taking firms public as well as the level of stake the issuers are

willing to sacrifice at IPO to gain more information about such investment

opportunities. Interview results indicated that reputable underwriters are capable of
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extracting more information about a firm with no credible operating history if they

establish relationships with independent geologists and investigating accountants of

high reputation. This study provides support to Corwin and Schultz’s (2005)

suggestion that a group of underwriters taking a firm through IPO are able to extract

more information that can assist investors.

Post hoc tests and contrasts (Table 4.2) did not reveal any significant interaction

between underwriter reputation and investigating accountant reputation to influence

information asymmetry. Semi-structured interview responses (Section 4.4.61)

pointed to the argument that an accountant’s role at IPO is limited to opinion

provision about management forecasted financial estimates. Nevertheless, the

significant interaction effects found by this study contribute to the growing body of

knowledge on signalling at IPO using observable and unobservable indicators of a

firm’s quality (Bruton et al. 2010; Carter & Power 2012; Sanders & Boivie 2004).

5.2.3.2 Attractiveness of IPO

The influence of the four IPO signals on analyst perceptions of attractiveness of IPO

was not limited to main effects. The post hoc tests and contrasts based on experiment

results showed there were important interaction effects (Table 4.4). Among the

significant interaction effects included those between:

1. retained ownership proportion and underwriter reputation, F(1, 34) =

10.583, p< .05.

2. retained ownership proportion, underwriter reputation, and independent

geologist reputation, F(1, 34) = 23.032, p< .05.
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Semi-structured interview respondents (Section 4.4.6.2) attributed the significant

interaction effects to the fact that underwriters very carefully select the companies

they associate with to protect their reputational capital. Underwriters are informed by

the proportion issuing owners offload to the market and carry out a due diligence

process which extends to other parties associated with an IPO.

Although the main effect of investigating accountant reputation was significant

(Table 4.4), post hoc tests and contrasts findings revealed that investigating

accountant reputation did interact with the other IPO signals to form new cues which

had significant impact on attractiveness of IPO. Specifically, there was significant

interaction effect between retained ownership proportion and the type of

investigating accountant reputation associated with it, F(1, 34) = 11.789, p< .05.

This interaction effect reflects the reviewed IPO literature which indicates that the

association between retained ownership and the accountant employed at IPO can be

viewed as a “mechanism to signal firm value to investors” (Mayhew et al. 2004,

p. 92). Despite the lack of explanatory power of investigating accountant reputation

as a single main factor for resources sector IPOs, it remained relevant when viewed

in combination with the other factors. The findings shows that the interaction

between retained ownership proportion, underwriter reputation, independent

geologist reputation, and investigating accountant reputation is significant, F(1, 34) =

9.451, p< .05.

5.2.3.3 Expected Underpricing

The IPO signals’ influence on analyst perceptions of expected underpricing yielded

eleven interaction effects, three of which were significant (Table 4.6). Retained
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ownership proportion interacted significantly with low and high levels of underwriter

reputation, F(1, 34) = 6.515, p< .05. There was also significant interaction between

retained ownership proportion, underwriter reputation, and investigating accountant

reputation, F(1, 34) = 11.879, p< .05.

Despite the lack of significant main effects on expected underpricing associated with

independent geologist reputation, the experiment results revealed one important

finding that is yet to be reported in the IPO literature. This is in relation to a

significant interaction between retained ownership proportion, independent geologist

reputation, and investigating accountant reputation, F(1, 34) = 7.486, p< .05.

Although diverse explanations of IPO underpricing are well documented (Allen &

Faulhaber 1989; Loughran & Ritter 2004; Loughran & Ritter 2002), the role of

independent geologist reputation has received little mention in the Australian IPOs

literature except for How’s (2000) study on mining IPOs. The finding that

independent geologist reputation interacted significantly with investigating

accountant reputation and levels of retained ownership contributes to the IPO

literature. This interaction may be taken as a credible signal of a firm’s value at IPO

(Albring et al. 2007; Balvers et al. 1988; Mayhew et al. 2004). Semi-structured

interview respondents (Section 4.4.6.3) indicated that underwriters and geologists are

conscious of investigating accountant reputation as they protect reputational capital

even if there are no financial reports to be audited.

Drawing from the overall significant interaction effects, the establishment of new,

significant cues provided evidence to support this study’s Hypothesis One (Section
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3.2.2) that investment analysts assessed information configurally when evaluating

factors affecting analyst perceptions of information asymmetry, attractiveness of

IPO, and expected underpricing. As argued by Lee et al. (2003, p. 398) such

interaction effects provide evidence and opportunities for future research on how

“multiple signaling mechanisms interact…”. They also provide evidence on

respondents’ configural cue processing ability in the context of Australian resources

sector IPO evaluation. The next section provides a discussion on self-insight of

investment analysts.

5.2.4 Degree of Investment Analysts’ Self-insight

This study found that investment analysts displayed an above moderate degree of

self-insight when assessing their own evaluation. The subjective weights allocated to

IPO signals (Table 4.1, 4.3, and 4.5) under self-reported weights for each dependent

variable are consistent with the magnitude of effect and effect size measurements.

This study’s findings are in contrast with self-insight literature. Mear and Firth

(1987, p. 182) found financial experts reveal “only moderate insight” in their

evaluation of cues. Limited self-sight was reported by Schiff and Bento (2011) in an

experiment based on business manager respondents.

The above moderate degree of self-insight found in this thesis can be explained by

the unit of analysis selection criteria (Section 3.4.3). Figure 4.1 reveals that seventy

three per cent of participants in this study had five years or more experience in their

profession. A further look at Figure 4.2 reveals that the investment analysts who

participated in this study had confidence in their decisions.
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This section discussed the relative main and interactive weights of retained

ownership proportion, underwriter reputation, independent geologist reputation, and

investigating accountant reputation on analyst perceptions of information asymmetry,

attractiveness of IPO, and expected underpricing in relation to Australian resources

sector IPOs. The varied outcomes discussed in this section are of interest to

stakeholders evaluating determinants of value for resources sector IPO investment

opportunities. The next section presents conclusions based on this study’s research

problem.

5.3 Conclusions about the Research Problem

This study’s research problem was presented as:

To what extent do retained ownership proportion, underwriter

reputation, independent geologist reputation, and investigating

accountant reputation influence analyst perceptions of information

asymmetry, attractiveness of IPO, and expected underpricing for

Australian resources sector IPOs?

According to the market feedback (discussed in Section 5.2), of the four IPO signals,

retained ownership proportion and underwriter reputation were found to be the most

influential IPO signals on analyst perceptions of information asymmetry,

attractiveness of IPO, and expected underpricing for Australian resources sector

IPOs. The independent geologist reputation and investigating accountant reputation

signals were low in influence as they were weighted below retained ownership

proportion and underwriter reputation signals. The underwriter reputation signal was
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the most influential reputational capital at IPO compared to geologist and accountant

reputational capital signals.

The significant interaction effects findings on how IPO investment opportunities are

evaluated by investment analysts provide important cues to IPO stakeholders. These

cues provide evidence to support the application of signalling theory in the

investment evaluation of Australian resources sector IPOs. The participants had first-

hand knowledge of Australian resources sector IPOs which enabled an above

moderate degree of self-insight in their own evaluation process.

This study’s experiment design allowed the effective investigation of IPO signals’

influence on Australian resources sector IPO aspects and the control of extraneous

variables. Triangulation was achieved through semi-structured interviews. The mixed

methods approach enabled the collection of quantitative and qualitative primary data

on how investment opportunities for firms operating in an information asymmetric

environment are evaluated. In conclusion, the findings should be of interest to

issuers, investors, policymakers, and researchers. The next section explores the

implications of this study’s findings.

5.4 Implications of the Findings

This section examines the empirical findings from signalling theory and market

feedback model perspectives as well as the implications for behavioural finance.

Also presented are this study’s implications for the Australian resources sector.
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5.4.1 Theoretical Implications of the Findings

The conceptual framework (Figure 1.3 in Section 1.3.2) suggests that signalling

mechanisms can influence IPO aspects. This influence aids investors and issuers with

important information for financing and investment decisions. The signals are

modelled to include retained ownership proportion and reputational capital of key

participants who are involved with the Australian resources sector IPO process. Prior

studies have investigated the impact of such information imbalance and shown that

parties with an information advantage at IPO resort to signalling mechanisms to

reveal their value to potential investors (Bruton et al. 2010; Cohen & Dean 2005;

Sanders & Boivie 2004). The influences of various signals on IPO aspects have

previously been evaluated theoretically and empirically using secondary data (Allen

& Faulhaber 1989; Carter & Power 2012; Leland & Pyle 1977; Ritter 1984a). The

majority of previous studies are based on traditional finance theories of efficient

market and rationality (Fama 1970; Fama 1998; Ljungqvist & Wilhelm Jr 2005;

Yaqub et al. 2009). In this study responses from investment analysts were used to

develop the relative main and interaction weights of the modelled signals’ influence

on information asymmetry, attractiveness of IPO, and expected underpricing for

Australian resources sector IPOs based on market feedback proposition.

The implications are that “the human factor is of importance for the analysis of

financial markets” (Van der Sar 2004, p. 426).

This study contributes primary data to the IPO literature on signalling and market

feedback models by demonstrating that at IPO Australian resources firms apply

signalling mechanisms to share information with external stakeholders. The study

builds on previous behavioural finance research (Ganzach 1997; Al-Khafaji et al.
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1993; Leung & Trotman 2008; Slovic et al. 1972) in advancing signalling and market

feedback propositions while focusing on practical aspects of investment analysts as

expert judges. The findings demonstrate support for configural utilisation of credible

signals to assess factors influencing analyst perceptions of information asymmetry,

attractiveness of IPO, and expected underpricing. Despite cognitive limitations of

human beings in decision making processes (Mokoaleli-Mokoteli et al. 2009; Ritter

2003a), this study’s participants showed an above moderate degree of self-insight in

their evaluation process. This can be attributed to their “professional education and

training” (Sanders & Boivie 2004, p. 167) combined with resources sector IPO

experience.

A major characteristic of an informationally deficient environment is that the

relevance of conventional signals such as earnings announcements is less significant

in informing interested parties (Bruton et al. 2010; Certo 2003; Czernkowski &

Ferguson 2006; Ferguson et al. 2011). In support of signalling theory, this study

found that issuers can mitigate information asymmetry surrounding a resources

sector IPO by retaining different levels of ownership. Datar et al.’s (1991) model

theorises that issuers at IPO tend to retain more shares to signal positive future

prospects of the firm. Increased retained ownership at IPO, however, can trigger

“moral hazard problems associated with entrenchment and conflicts with other

investors” (Bruton et al. 2009, p. 912). For this study, the market feedback emanating

from participants was that as the level of retained ownership changed from low to

high, information asymmetry increased. Thus, there was significant evidence to

support a positive relationship between retained ownership proportion and

information asymmetry. Nevertheless, the participants also indicated that a high level
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of retained ownership is associated with increased attractiveness of IPO and expected

underpricing.

The findings of this study have implications on the validity of reputational capital

signals in influencing aspects of Australian resources sector IPOs. Of the three

reputational capital signals, underwriter reputation was perceived to have a higher

impact on information asymmetry, attractiveness of IPO, and expected underpricing.

Thus, the market feedback on underwriter reputation concurs with other findings

(Carter 2004; Helou & Park 2001; Ljungqvist 2007). The least influential

reputational capital signals were investigating accountant reputation and independent

geologist reputation. The theoretical implications of these findings are that issuers

stand to benefit if they allocate more resources to hiring reputable underwriters.

This will result in mitigated information asymmetry as well as making an IPO

investment more attractive to investors. However, in undertaking this strategy issuers

should be prepared to “leave more money on the table” through underpricing

(Derrien 2005; Dimovski & Brooks 2004a; Loughran & Ritter 2002). The results

also suggest signals can have less main influence on IPO aspects, but in combination

with other signals they become important. The significant interaction effects

involving independent geologist reputation and investigating accountant reputation

suggests analysts consider cues configurally when making investment decisions.

5.4.2 Implications for the Australian Resources Sector

The potential of the Australian resources sector is yet to be fully exploited given the

increased number of listed exploration firms and the amount invested in resources

and energy projects. The economic benefits of this sector will continue to boost the
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Australian economy for the foreseeable future. Tuck (2012) has noted reputational

challenges faced by Australian mining industry. Thus, knowledge on factors

affecting resources sector investments continues to be of interest to issuers, investors,

researchers, and policymakers (Nguyen et al. 2010). Australian IPO research is

skewed towards industrial sector firms (Albring et al. 2007; Finn & Higham 1988;

Lee et al. 1996). As a way of extending research to Australian resources sector and

thus mitigate information asymmetry associated with it (Czernkowski & Ferguson

2006), this study suggests the relative main and interactive weights of signals which

are important in understanding of the sector’s IPOs. The findings imply that if the

firms raising unseasoned equity are relatively unknown, investors will revert to

“alternative types of data that reduce information asymmetry” (Sanders & Boivie

2004, p. 168) as in the case of Australian resources sector IPOs.

Disclosures of resources sector firms’ reserves in Australia are heavily regulated

(Taylor et al. 2012) similar to insurance firms which are described as “complex-

regulated firms” Carter and Power (2012, p. 486). The findings of this thesis suggest

that investors should rely on credible unconventional signals when evaluating

Australian resources sector IPOs which operate under an informationally asymmetric

environment.

The influence of independent geologist reputation, either as a single variable or in

combination with other variables, has previously received little attention in the IPO

literature. Despite being closely associated with resources sector activities,

independent geologist reputation signal had relatively low influence on this study’s

IPO dependent variables (see Section 5.2.2.2). This means that analysts pay little
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attention to an independent geologist reputation when evaluating investments in

Australian resources sector IPOs. Despite the cost of hiring geologists to prepare

reports at IPO, their influence is minimal compared to underwriters and investigating

accountants. A feature worth noting is that despite the low weight attributed to the

independent geologist reputation, it has a significant influence on aspects of

Australian resources sector IPOs when considered in combination with other signals.

Ultimately, the decision on how to influence the IPO aspects investigated in this

study remains with issuers and management of a firm as they are actively involved in

deciding the retained ownership proportion and nature of reputational capital to

engage in the IPO process. IPO signals such as retained ownership proportion,

underwriter reputation, independent geologist reputation, and investigating

accountant reputation help mitigate adverse selection and moral hazard problems if

they are evaluated both individually and configurally. Notably, retained ownership

proportion had a significant influence on analyst perceptions of information

asymmetry, attractiveness of IPO, and expected underpricing. It was also the variable

that interacted most with the other independent variables to form significant cues.

This study recommends issuers choose carefully the level of ownership at IPO

combined with a calculated strategic alliance with key IPO participants. This will

help disseminate information on a firm’s future prospects and attract investors. The

next section presents limitations of this study.

5.5 Further Limitations of the Study

As this study progressed from formulation to data analysis, efforts were made to

minimise limitations presented in Section 1.7. A mixed-method research approach of
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both quantitative and qualitative data was employed. Experiments were conducted to

gain IPO signals’ influence on analyst perceptions of information asymmetry,

attractiveness of IPO, and expected underpricing. For triangulation purposes, semi-

structured interviews were conducted. It was hoped that a mixed methodology

involving the experiment and semi-structured interviews would mitigate this study’s

limitations. However, the limitations discussed in this section still persisted.

The questionnaire used for the experiment phase was self-administered. Although

this data collection methodology has several advantages (see Bryman & Bell 2007,

p. 232–233), it is also associated with “low response rate” (Sekaran & Bougie 2010,

p. 218). Section 3.4 discusses measures which were taken to minimise non-response

biases commonly associated with survey studies. Despite sending a reminder to all

the sampled participants, the response rate achieved was 37.23 per cent.

Nevertheless, as indicated in Section 4.1 a response rate of 37.23 per cent was close

to the average response rate of forty per cent associated with financial market

professionals (Wang et al. 2011, p. 9). Although this response rate did not impact

negatively on the findings, it was not possible to entirely control for non-response

biases.

To facilitate the collection of qualitative data and thus gain participants own

perceptions, the semi-structured interview protocol did not include the variable

measurement levels as was the case for the experiment questionnaire. Apart from

triangulation (Section 3.3.3), the motivation behind semi-structured interview

methodology was to gain a first-hand understanding of the four IPO signals’

influence on resources sector IPO aspects while maintaining a structure to enable
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data analysis. Although the data from the semi-structured interviews clarified the

experiment quantitative results, some relevant aspects and issues related to

Australian resources sector IPOs could not be comprehensively addressed.

Such additional issues and aspects where noted in the course of data collection

exercise and therefore provide opportunities for future research.

5.6 Suggestions for Future Research

A comparison of underwritten and non-underwritten resources sector IPOs may shed

more light on the influence of underwriter reputation on the three independent

variables. Instead of a four-way repeated measures ANOVA, a three-way repeated

measures ANOVA would be applied based on the influence of retained ownership

proportion, independent geologist reputation, and investigating accountant reputation

using factorial design variations (Field 2009; Trochim & Donnelly 2008).

Another research area is the influence of the additional variables that were identified

in the process of carrying out this study. The reputation of legal experts at IPO was

identified during the semi-structured interviews as a variable worth further

investigation. Also suggested by an examiner is the existence of venture capitalists at

IPO. An experiment designed with more than four independent variables would

assess if these extra variables have an influence on analyst perceptions of

information asymmetry, attractiveness of IPO, and expected underpricing.

The role of investigating accountant as it relates to Australian resources sector IPOs

may warrant further examination as the IPO literature indicate that this is an

important variable in explaining underpricing of IPOs in other parts of the world
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(Mayhew et al. 2004). In this thesis, investigating accountant reputation received

minimal supports. It was only significant in influencing analyst perceptions of

information asymmetry. The findings indicated that accountant reports have no

significant role especially for junior mining companies with no prior operating

history, yet their prospectuses incorporate such reports. Further research may aid

policy makers in identifying the significance of expert reports included in the

prospectuses of Australian resources sector IPOs. The production and incorporation

of such reports in offer documents should inform investors. A cost benefit analysis of

such reports from common investors without specialised investment knowledge may

identify better their importance at IPO.

5.7 Concluding Remarks

This study has made a significant contribution to the IPO literature and knowledge

on signalling and market feedback propositions in relation to Australian resources

sector IPOs. It contributed to behavioural finance by isolating and examining four of

the most important signals influencing analyst perceptions of information

asymmetry, attractiveness of IPO, and expected underpricing. As discussed in

Section 1.2, the Australian sector will continue enjoying the benefits of the resources

sector’s contribution to GDP, employment, and investment opportunities.

The study’s focus was on the four IPO signals that have been posited as having an

impact on IPO assessment in the investment decision making processes. Thus, the

study has documented the relative main and interactive effects of the signals

influencing aspects of Australian resources sector IPOs from the investment analysts’

point of view.
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Australian research on resources sector activities has focused on disclosure

requirements enabling investors to form an opinion on the suitability of investment

opportunities in mining firms (Taylor et al. 2012). Investigations carried out during

the semi-structured interview phase of this thesis support Czernkowski and

Ferguson’s (2006) argument that Australian resources sector firms operate under an

informationally asymmetric environment. These levels of information asymmetry

need mitigation strategies as the condition can lead to market system failure (Akerlof

1970; Arvidsson 2012; Parrino et al. 2011). This study is a step towards such an

effort. The findings, interpreted in the context of the design, scope, and application

limitations (Sections 1.7 and 5.5) are the buildings blocks that will guide future

research on ways and means of understanding Australian resources sector IPO

investments.

It is hoped that issuers, investors, scholars, and policymakers will benefit from this

study by understanding which signals to place more weight on when evaluating

competing investment opportunities related to Australian resources sector IPOs.

The results suggest that investment decision makers process these signals

configurally. The finding that investigating accountant reputation, as a single

variable, does not have a significant impact on attractiveness of IPO will help issuers

understand the relative importance of reputational capital of key IPO participants and

thus allocate their resources appropriately. For instance, since the investment

analysts in this study regarded underwriter reputation highest, it is worthwhile for a

resources firm going public to allocate more funds to hiring an underwriter of higher

reputation while retaining an optimal amount of shares at IPO.
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One aspect of the study which received mixed support was the influence independent

geologist reputation has on analyst perceptions of expected underpricing. Investment

analysts interviewed indicated that independent geologist reputation has an influence

on resources sector IPOs. The experiment findings, however, only supported the

main effect of such an influence for retained ownership proportion and underwriter

reputation. These are important cues backed by considerable evidence documented

by other scholars. This study, nevertheless, extends the frontier of IPO literature by

identifying significant cues based on interaction effects of retained ownership

proportion, independent geologist reputation, and investigating accountant

reputation. This should be of interest to researchers, issuers, and investors as it forms

the basis for further investigation into the relationships that exists between variables

affecting the evaluation of Australian resources sector IPOs. Investors should know

which credible signals to look for and analyse the extent to which such signals

influence information asymmetry, attractiveness of IPO, and expected underpricing.

Putting together this thesis from problem formulation to analysis and interpretation

of data, despite the identified limitations, has been an exciting learning experience.

The research skills gained, and the addition of knowledge on IPOs and resources

sector activities achieved will be the basis on which the researcher will endeavour to

advance and disseminate knowledge further.
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Appendices

Appendix A Invitation to Participate-Experiment

FACULTY OF BUSINESS

Australian Catholic University Limited
ABN 15 050 192 660

MacKillop Campus
P.O. Box 968 North Sydney NSW 2059

Phone: +61 2 9739 2137 Fax: +61 2 9739 2088
CRICOS Registration: 00004G, 00112C

Date and address…..

Dear (Participate name…)
Invitation to Participate: Evaluation Exercise

As part of an extensive research into investment in Australian resources sector IPOs, we are
writing to request for your participation in a survey that we are conducting involving
evaluation of 16 short cases. We are asking analysts like you to reflect on the cases and using
your experience, judge each case independently. As an analysts involved in investment
analysis related to Australian resources sector, you have been selected to participate in this
survey. Enclosed with this invitation are detailed Information Letter to Participant and more
information to assist you on how to complete the evaluation exercise.

This evaluation should take no more than 20 minutes of your time. Once the exercise is
done, please return the completed questionnaire to us in the stamped envelope provided.
Your input is important to the development of knowledge which is anticipated to aid finance
and accounting professionals as well as investors when evaluating equity investments at IPO
where uncertainty is common.

Your participation in this survey is entirely voluntary and all of your responses will be kept
confidential. No personally identifiable information will be associated with your responses in
any reports of this data. We appreciate your time and consideration in completing the
evaluation. Should you have any question related to this research, please contact us through
the contact details provided below.

Thank you for your time,

Yours sincerely,

Peter Ngigi, MBA, BA
Student Researcher| Faculty of Business 
Australian Catholic University
Level 7, 250 Victoria Parade, East Melbourne 
Mobile: 
E-Mail: pwngig001@myacu.edu.au

Donald Ross, Ph.D
Professor of Finance | School of Business
Australian Catholic University
Level 10, ACU Tenison Woods House,
8-20 Napier Street, North Sydney NSW 2060
T: +61 2 9739 2356 F: +61 2 9739 208
E: Donald.Ross@acu.edu.au
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Appendix B Data Collection Instrument-Experiment

FACULTY OF BUSINESS

Australian Catholic University Limited
ABN 15 050 192 660

MacKillop Campus
P.O. Box 968 North Sydney NSW 2059

Phone: +61 2 9739 2137Fax: +61 2 9739 2088
CRICOS Registration: 00004G, 00112C

Survey: Analysis of Australian Resources Sector IPOs Investments

Case Evaluation Questionnaire

Step 1: Your typical IPO and definitions
Please, recall seven of the last ten Australian resources sector IPOs you evaluated.
You will make your assessment based on your previous experience with such IPOs.
This is the scenario for all cases. For each case assume that the firm has similar
characteristics with the resources sector IPOs you have evaluated before except for
the following features:

 Retained ownership proportion: Relates to percentage the issuing owners
hold immediately after IPO event.

 Underwriter reputation: Refer to the relative reputation of the organisation
that is actually responsible for pricing, selling, and organising the issue, and it
may or may not provide additional services.

 Independent geologist reputation: Relates to the relative reputation of a
professional who is well conversant with the resources sector and is engaged
at IPO to provide independent geologist report included in the offer
document.

 Investigating accountant reputation: Refer to the relative reputation of the
accounting firm engaged at IPO to provide investigating accountant’s report
included in the offer document.

Other important definitions include:
 Reputation: A perpetual representation of a company’s past actions and

future prospects that describe the firm’s overall appeal to all of its key
constituents when compared with other leading rivals.

 Information asymmetry: A business situation in which one party in a
transaction has more or superior information compared to another.

 IPO attractiveness: The general attractiveness and suitability of the IPO as an
investment in terms of expected return and risk characteristics.

 Underpricing: The percentage change from the offer price to the market price
at the end of the first trading day.
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Step 2: Case Evaluation
Each case is unique and includes four variables which are “high” or “low”. The cases
are independent of one another and each requires 3 responses. As an example, if the
four variables for the IPO were:

Retained ownership proportion Low
Underwriter reputation Low
Independent geologist reputation Low
Investigating accountant reputation Low

 In the first response, how would this combination of the four variables
influence information asymmetry relative to your typical Australian resources
sector IPOs?

 In the second response, what is the perceived attractiveness of the IPO firm as
an investment relative to your typical Australian resources sector IPOs?

 In the third response, what is the perceived degree of underpricing for this
IPO relative to your typical Australian resources sector IPOs??

You are asked to indicate your evaluation for each case by circling one appropriate
number on the scale of 1 to 7. On this scale:

 1 means relatively lower than your typical Australian resources sector IPOs
 7 means relatively higher than your typical Australian resources sector IPOs

As an example see Case xx below:

Case xx
 Retained ownership proportion High
 Underwriter reputation Low
 Independent geologist reputation Low
 Investigating accountant reputation High

Indicate your relative evaluation (circling)
a) Perceived level of information asymmetry

Lower 1 2 3 4 5 6 7 Higher

b) Perceived attractiveness of IPO
Lower 1 2 3 4 5 6 7 Higher

c) Perceived degree of underpricing
Lower 1 2 3 4 5 6 7 Higher

NOTE: It is very important that each case be answered as there are no
repetitions in case setting. As a reminder, please also note that completion of the
questionnaire and its submission is taken as consent to participate.
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Part I: Case Evaluation
Case 1
 Retained ownership proportion High
 Underwriter reputation Low
 Independent geologist reputation Low
 Investigating accountant reputation High

Indicate your relative evaluation (circling)
a) Perceived level of information asymmetry

Lower 1 2 3 4 5 6 7 Higher

b) Perceived attractiveness of IPO
Lower 1 2 3 4 5 6 7 Higher

c) Perceived degree of underpricing
Lower 1 2 3 4 5 6 7 Higher

Case 2
 Retained ownership proportion High
 Underwriter reputation Low
 Independent geologist reputation Low
 Investigating accountant reputation Low
Indicate your relative evaluation (circling)

a) Perceived attractiveness of IPO
Lower 1 2 3 4 5 6 7 Higher

b) Perceived degree of underpricing
Lower 1 2 3 4 5 6 7 Higher

c) Perceived level of information asymmetry
Lower 1 2 3 4 5 6 7 Higher

Case 3
 Retained ownership proportion Low
 Underwriter reputation High
 Independent geologist reputation High
 Investigating accountant reputation Low

Indicate your relative evaluation (circling)
a) Perceived degree of underpricing

Lower 1 2 3 4 5 6 7 Higher

b) Perceived attractiveness of IPO
Lower 1 2 3 4 5 6 7 Higher

c) Perceived level of information asymmetry
Lower 1 2 3 4 5 6 7 Higher

Case 4
 Retained ownership proportion Low
 Underwriter reputation Low
 Independent geologist reputation Low
 Investigating accountant reputation High
Indicate your relative evaluation (circling)

a) Perceived attractiveness of IPO
Lower 1 2 3 4 5 6 7 Higher

b) Perceived level of information asymmetry
Lower 1 2 3 4 5 6 7 Higher

c) Perceived degree of underpricing
Lower 1 2 3 4 5 6 7 Higher

Case 5
 Retained ownership proportion High
 Underwriter reputation Low
 Independent geologist reputation High
 Investigating accountant reputation Low

Indicate your relative evaluation (circling)
a) Perceived level of information asymmetry

Lower 1 2 3 4 5 6 7 Higher

b) Perceived attractiveness of IPO
Lower 1 2 3 4 5 6 7 Higher

c) Perceived degree of underpricing
Lower 1 2 3 4 5 6 7 Higher

Case 6
 Retained ownership proportion High
 Underwriter reputation High
 Independent geologist reputation Low
 Investigating accountant reputation Low
Indicate your relative evaluation (circling)

a) Perceived degree of underpricing
Lower 1 2 3 4 5 6 7 Higher

b) Perceived level of information asymmetry
Lower 1 2 3 4 5 6 7 Higher

c) Perceived attractiveness of IPO
Lower 1 2 3 4 5 6 7 Higher
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Case 7
 Retained ownership proportion High
 Underwriter reputation High
 Independent geologist reputation Low
 Investigating accountant reputation High

Indicate your relative evaluation (circling)
a) Perceived attractiveness of IPO

Lower 1 2 3 4 5 6 7 Higher

b) Perceived level of information asymmetry
Lower 1 2 3 4 5 6 7 Higher

c) Perceived degree of underpricing
Lower 1 2 3 4 5 6 7 Higher

Case 8
 Retained ownership proportion High
 Underwriter reputation High
 Independent geologist reputation High
 Investigating accountant reputation Low
Indicate your relative evaluation (circling)

a) Perceived degree of underpricing
Lower 1 2 3 4 5 6 7 Higher

b) Perceived attractiveness of IPO
Lower 1 2 3 4 5 6 7 Higher

c) Perceived level of information asymmetry
Lower 1 2 3 4 5 6 7 Higher

Case 9
 Retained ownership proportion High
 Underwriter reputation Low
 Independent geologist reputation High
 Investigating accountant reputation High

Indicate your relative evaluation (circling)
a) Perceived attractiveness of IPO

Lower 1 2 3 4 5 6 7 Higher

b) Perceived degree of underpricing
Lower 1 2 3 4 5 6 7 Higher

c) Perceived level of information asymmetry
Lower 1 2 3 4 5 6 7 Higher

Case 10
 Retained ownership proportion Low
 Underwriter reputation Low
 Independent geologist reputation High
 Investigating accountant reputation High
Indicate your relative evaluation (circling)

a) Perceived level of information asymmetry
Lower 1 2 3 4 5 6 7 Higher

b) Perceived attractiveness of IPO
Lower 1 2 3 4 5 6 7 Higher

c) Perceived degree of underpricing
Lower 1 2 3 4 5 6 7 Higher

Case 11
 Retained ownership proportion High
 Underwriter reputation High
 Independent geologist reputation High
 Investigating accountant reputation High

Indicate your relative evaluation (circling)
a) Perceived degree of underpricing

Lower 1 2 3 4 5 6 7 Higher

b) Perceived level of information asymmetry
Lower 1 2 3 4 5 6 7 Higher

c) Perceived attractiveness of IPO
Lower 1 2 3 4 5 6 7 Higher

Case 12
 Retained ownership proportion Low
 Underwriter reputation Low
 Independent geologist reputation High
 Investigating accountant reputation Low
Indicate your relative evaluation (circling)

a) Perceived attractiveness of IPO
Lower 1 2 3 4 5 6 7 Higher

b) Perceived level of information asymmetry
Lower 1 2 3 4 5 6 7 Higher

c) Perceived degree of underpricing
Lower 1 2 3 4 5 6 7 Higher

Please Turn Over to Continue……
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Case 13
 Retained ownership proportion Low
 Underwriter reputation High
 Independent geologist reputation Low
 Investigating accountant reputation Low

Indicate your relative evaluation (circling)
a) Perceived degree of underpricing

Lower 1 2 3 4 5 6 7 Higher

b) Perceived attractiveness of IPO
Lower 1 2 3 4 5 6 7 Higher

c) Perceived level of information asymmetry
Lower 1 2 3 4 5 6 7 Higher

Case 14
 Retained ownership proportion Low
 Underwriter reputation Low
 Independent geologist reputation Low
 Investigating accountant reputation Low
Indicate your relative evaluation (circling)

a) Perceived attractiveness of IPO
Lower 1 2 3 4 5 6 7 Higher

b) Perceived level of information asymmetry
Lower 1 2 3 4 5 6 7 Higher

c) Perceived degree of underpricing
Lower 1 2 3 4 5 6 7 Higher

Case 15
 Retained ownership proportion Low
 Underwriter reputation High
 Independent geologist reputation High
 Investigating accountant reputation High

Indicate your relative evaluation (circling)
a) Perceived degree of underpricing

Lower 1 2 3 4 5 6 7 Higher

b) Perceived attractiveness of IPO
Lower 1 2 3 4 5 6 7 Higher

c) Perceived level of information asymmetry
Lower 1 2 3 4 5 6 7 Higher

Case 16
 Retained ownership proportion Low
 Underwriter reputation High
 Independent geologist reputation Low
 Investigating accountant reputation High
Indicate your relative evaluation (circling)

a) Perceived level of information asymmetry
Lower 1 2 3 4 5 6 7 Higher

b) Perceived attractiveness of IPO
Lower 1 2 3 4 5 6 7 Higher

c) Perceived degree of underpricing
Lower 1 2 3 4 5 6 7 Higher

Part II: Evaluation Process
1. The four variables and their outcomes in the cases you have just completed

are set out below. Please indicate the weight you would place on each of
these four variables on your outcomes. Note that each variable must have a
value from 0 to 100 with the total sum of values equalling 100%.

Perceived
level of

information
asymmetry

Perceived
attractiveness

of IPO

Perceived
degree of

underpricing

Retained ownership proportion % % %

Underwriter reputation % % %

Independent geologist reputation % % %

Investigating accountant reputation % % %

Total 100 % 100 % 100 %
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2. Please indicate (by circling) how confident you feel that your evaluation
about the four variables in the equity investment decision would be the right
one for resources sector IPOs.
Not very confident 1 2 3 4 5 6 7 Very confident

3. Please indicate (by circling) the extent to which you feel your evaluation
would change if you are presented with additional characteristics of resource
sector IPOs.
Not very much 1 2 3 4 5 6 7 Very much

4. How many years have you worked as an analyst?

Below 5 years __ Between 5 and 10 years __ Above 10 years__

5. Please indicate the additional characteristics of resources sector IPOs that you
would want to make your evaluation in the space below:

______________________________________________________________
Thank you for Participating

Feel free to contact us if you have any question regarding the above evaluation

Peter Ngigi, MBA, BA
Student Researcher| Faculty of Business 
Australian Catholic University
Level 7, 250 Victoria Parade, East 
Melbourne
Mobile: 
E-Mail: pwngig001@myacu.edu.au
W: www.acu.edu.au

Donald Ross, Ph.D
Professor of Finance | School of Business
Australian Catholic University
Level 10, ACU Tenison Woods House,
8-20 Napier Street, North Sydney NSW 2060
T: +61 2 9739 2356 F: +61 2 9739 208
E: Donald.Ross@acu.edu.au
W: www.acu.edu.au
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Appendix C Information Letter to Participant-Experiment

FACULTY OF BUSINESS

Australian Catholic University Limited
ABN 15 050 192 660

MacKillop Campus
P.O. Box 968 North Sydney NSW 2059

Phone: +61 2 9739 2137Fax: +61 2 9739 2088
CRICOS Registration: 00004G, 00112C

Information Letter to Participant- Survey

PROJECT TITLE: Analysis of Australian Resources Sector IPOs Investment

PRINCIPAL INVESTIGATOR (SUPERVISOR): Professor Donald Ross
STUDENT RESEARCHER: Peter Ngigi
STUDENT’S DEGREE: Doctor of Philosophy

You are invited to participate in the research project described below.

What is the project about?
The purpose of the project is to investigate the influence of reputational capital and
retained ownership on Australian resources sector Initial Public Offerings (IPOs).
This topic is important because it will identify cues and signals that are relevant to
investors contemplating making an investment decision under uncertainty. Your
contribution is important to the development of knowledge to aid finance and
accounting professionals in their role as informed decision makers. We hope that
results of this study contribute to understanding of the relative main and interactive
influence of key IPO participants on information asymmetry, attractiveness of
investment and degree of underpricing for resources sector firms.

Who is undertaking the project?
This project is being conducted by Peter Ngigi and will form the basis for the degree
of Doctor of Philosophy at Australian Catholic University under the supervision of
Professor Donald Ross.

Are there any risks associated with participating in this project?
We do not anticipate any risks from this research project. It is not anticipated that
you will experience any inconvenience and/or discomfort in completing the case
evaluations as they are based on your day to day professional experience.
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What will I be asked to do?
Your involvement in the research project is in working out through 16 short
evaluation cases by circling one number on the scale provided followed by an
indication of the weight you would place on each of the four variables on the
outcomes. This evaluation should take no more than 20 minutes of your time. There
is also ample space for more input and free text if you need it.

What are the benefits of the research project?
We cannot guarantee that you will receive any direct benefits from this project.
However, possible benefits may include awareness of what signals investment
analysts consider important while evaluating IPOs that operate in an information
asymmetric environment. Your opinion and experience will help us to gain insights
in how such investments opportunities are influenced by key IPO participants under
conditions of uncertainty.

Can I withdraw from the study?
Participation in this study is completely voluntary. You are not under any obligation
to participate. If you agree to participate, you can withdraw from the study at any
time without adverse consequences and without giving any reason. However, you
cannot withdraw after you submit your survey, as surveys are non-identifiable.

Will anyone else know the results of the project?
The outcomes of this project will be made public through publications in
professional journals, reports and through presentation at conferences. No responses
or comments will be individually attributed in any published report and any
comments used will be de-identified. The student researcher and the supervisor are
the only personnel who will have access to the data. The nature of the access will be
in the form of data analysis and interpretation. All information will be stored in
accordance with ACU recommendations. Paper-based documents (questionnaires)
will be stored in a locked filling cabinet at the locked office of the student or the
supervisor on the premises of the Australian Catholic University. Upon project
completion, in accordance with regulatory guidelines, the information collected in
this research project will be kept for a minimum of 5 years and then destroyed.

Will I be able to find out the results of the project?
You may opt to provide contact details to the researcher so as to receive a copy of the
summarised research report.

Who do I contact if I have questions about the project?
Any questions regarding this project should be directed to the student researcher and
his supervisor.

Peter Ngigi, MBA, BA
Student Researcher| Faculty of Business 
Australian Catholic University
Level 7, 250 Victoria Parade, East 
Melbourne
Mobile: 
E-Mail: pwngig001@myacu.edu.au
W: www.acu.edu.au

Donald Ross, Ph.D
Professor of Finance | School of Business
Australian Catholic University
Level 10, ACU Tenison Woods House,
8-20 Napier Street, North Sydney NSW 2060
T: +61 2 9739 2356 F:+61 2 9739 208
E: Donald.Ross@acu.edu.au
W: www.acu.edu.au
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What if I have a complaint or any concerns?
The study has been approved by the Human Research Ethics Committee at
Australian Catholic University (Ethics Register Number: 2012 266V). If you have
any complaints or concerns about the conduct of the project, you may write to the
Chair of the Human Research Ethics Committee care of the Office of the Deputy
Vice Chancellor (Research).

Chair, HREC
c/o Office of the Deputy Vice Chancellor (Research)
Australian Catholic University
Melbourne Campus
Locked Bag 4115
FITZROY, VIC, 3065
Ph: 03 9953 3150
Fax: 03 9953 3315
Email: res.ethics@acu.edu.au

Any complaint or concern will be treated in confidence and fully investigated. You
will be informed of the outcome.

I want to participate!
If you are happy to participate in this project, please complete the attached
questionnaire after reading the instructions. Once the exercise is done, please return
the completed questionnaire to us in the stamped envelope provided. Please note that
completion of the questionnaire and its submission is taken as consent to participate.

Yours sincerely,

Peter Ngigi
Mobile: 
E-Mail: pwngig001@myacu.edu.au

Professor Donald Ross
E-Mail: Donald.Ross@acu.edu.au



317

Appendix D Follow-Up Letter-Experiment

FACULTY OF BUSINESS

Australian Catholic University Limited
ABN 15 050 192 660

MacKillop Campus
P.O. Box 968 North Sydney NSW 2059

Phone: +61 2 9739 2137 Fax: +61 2 9739 2088
CRICOS Registration: 00004G,

00112C

Date:
Address…..

Dear (Participate name..)

Invitation to Participate: Evaluation Exercise

We recently sent you a letter asking you to respond to a brief evaluation exercise about
investment in Australian resources sector IPOs. If you have already competed and
returned the questionnaire to us, please accept our sincere thanks. Your input will be
important to the development of knowledge which is anticipated to aid finance and
accounting professionals when evaluating equity investment at IPO where uncertainty is
common.

If you have not yet responded to the survey, we encourage you to take a few minutes and
complete it. This evaluation should take no more than 20 minutes of your time. Your
response is important. It is only through the help of analysts like you that we can provide
information to help in understanding how investments in IPOs are evaluated. In case you
are unable to trace the first questionnaire please find a copy attached, otherwise if you
have already responded disregard it.

Once again we appreciate your time and consideration in completing the evaluation
exercise.

Yours sincerely,

Peter Ngigi, MBA, BA
Student Researcher| Faculty of Business 
Australian Catholic University
Level 7, 250 Victoria Parade, East Melbourne 
Mobile: 
E-Mail: pwngig001@myacu.edu.au
W: www.acu.edu.au

Donald Ross, Ph.D
Professor of Finance | School of Business
Australian Catholic University
Level 10, ACU Tenison Woods House,
8-20 Napier Street, North Sydney NSW 2060
T: +61 2 9739 2356 F: +61 2 9739 208
E: Donald.Ross@acu.edu.au
W: www.acu.edu.au
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Appendix E Invitation to Participate-Semi-structured Interviews

FACULTY OF BUSINESS

Australian Catholic University Limited
ABN 15 050 192 660

MacKillop Campus
P.O. Box 968 North Sydney NSW 2059

Phone: +61 2 9739 2137 Fax: +61 2 9739 2088
CRICOS Registration: 00004G, 00112C

Date and Address…..

Dear (Participate name..)
Initial Public Offerings (IPOs) investment Assessment

We are writing to invite you to participate in a brief semi-structured interview on Australian
resources sector IPOs investment. We selected you because we believe your experience and
insight will be important to the development of knowledge which is anticipated to aid
finance and accounting professionals when evaluating equity investment at IPO where
uncertainty is common.

You are assured of complete confidentiality. No individual responses will ever be released
and any reported comment will not be identifiable to you. Participation in this research is
entirely voluntary.

We anticipate the interview to last about 40 minutes. Beside your normal working time, the
researcher can be available over your lunch break, in the evening or over the weekends and
place convenient to you. Please give us a call or e-mail to schedule the meeting.

We would like to assure you that the study has been reviewed and received ethics clearance
through the Human Research Ethics Committee (Ethics Register Number: 2012 266V). As a
willing participant, we will provide you with participant information letter with more details
about this research, and a consent form for your signature before the interview begins.

We look forward to hearing from you. Let us know in case you have further questions about
this research.

Yours sincerely,

Peter Ngigi, MBA, BA
Student Researcher| Faculty of Business 
Australian Catholic University
Level 7, 250 Victoria Parade, East Melbourne 
Mobile: 
E-Mail: pwngig001@myacu.edu.au
W: www.acu.edu.au

Donald Ross, Ph.D
Professor of Finance | School of Business
Australian Catholic University
Level 10, ACU Tenison Woods House,
8-20 Napier Street, North Sydney NSW 2060
T: +61 2 9739 2356 F: +61 2 9739 208
E: Donald.Ross@acu.edu.au
W: www.acu.edu.au
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Appendix F Semi-structured Interview Protocol

FACULTY OF BUSINESS

Australian Catholic University Limited
ABN 15 050 192 660

MacKillop Campus
P.O. Box 968 North Sydney NSW 2059

Phone: +61 2 9739 2137 Fax: +61 2 9739 2088
CRICOS Registration: 00004G, 00112C

Semi-Structured Interview Protocol

Analysis of Australian Resources Sector IPOs Investments
 Introduction: Welcome remark
 A brief introduction to study and value of participant’s contribution.
 Overview of Australian resources sector
 Background and related IPO evaluation experience.

Interview questions
1. In regard to Australian resources sector IPOs, how and why does the

following factors influence information asymmetry?

i. Retained ownership proportion
ii. Underwriter reputation

iii. Independent geologist reputation
iv. Investigation accountant reputation

2. In regard to Australian resources sector IPOs, how and why does the
following factors influence attractiveness of IPO as an investment
opportunity?

i. Retained ownership proportion
ii. Underwriter reputation

iii. Independent geologist reputation
iv. Investigation accountant reputation

3. In regard to Australian resources sector IPOs, how and why does the
following factors influence degree of underpricing?

i. Retained ownership proportion
ii. Underwriter reputation

iii. Independent geologist reputation
iv. Investigation accountant reputation
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4. In relation to Australian resources sector IPOs, what other factors influence:
i. Information asymmetry?

ii. Attractiveness of the IPO?
iii. Degree of underpricing?

Conclusion
Summarise the key points
Final remarks

____________________________________________________________________
Thank you very much for accepting to participate in this study
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Appendix G Information Letter to Participant-Semi-Structured Interviews

FACULTY OF BUSINESS

Australian Catholic University Limited
ABN 15 050 192 660

MacKillop Campus
P.O. Box 968 North Sydney NSW 2059

Phone: +61 2 9739 2137 Fax: +61 2 9739 2088
CRICOS Registration: 00004G, 00112C

Information Letter to Participant- Semi-structured Interview

PROJECT TITLE: Analysis of Australian Resources Sector IPOs Investments

PRINCIPAL INVESTIGATOR (SUPERVISOR): Professor Donald Ross
STUDENT RESEARCHER: Peter Ngigi
STUDENT’S DEGREE: Doctor of Philosophy

You are invited to participate in the research project described below.

What is the project about?
The purpose of the project is to investigate the influence of reputational capital and
retained ownership on Australian resources sector Initial Public Offerings (IPOs). This
topic is important because it will identify cues and signals that are relevant to investors
contemplating making an investment decision under uncertainty. Your contribution is
important to the development of knowledge to aid finance and accounting professionals
in their role as informed decision makers. We hope that results of this study contribute to
understanding of the relative main and interactive influence of key IPO participants on
information asymmetry, attractiveness of investment and degree of underpricing for
resources sector firms.

Who is undertaking the project?
This project is being conducted by Peter Ngigi and will form the basis for the degree of
Doctor of Philosophy at Australian Catholic University under the supervision of
Professor Donald Ross.

Are there any risks associated with participating in this project?
We do not anticipate any risks from this research project. It is not anticipated that you
will experience any discomfort in the course of the interview as it is based on your day
to day professional experience.

What will I be asked to do?
Your involvement in the research project is in a personal interview with the researcher
which should last for about 40 minutes at a mutually convenient location and time.
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The interview will be semi-structured in order to gain a deeper understanding about your
experience and insight on Australian resources sector IPOs. The interview will be audio-
recorded.

What are the benefits of the research project?
We cannot guarantee that you will receive any direct benefits from this project.
However, possible benefits may include awareness of what signals investment analysts
consider important while evaluating IPOs that operate in an information asymmetric
environment. Your opinion and experience will help us to gain insights in how such
investments opportunities are influenced by key IPO participants under conditions of
uncertainty.

Can I withdraw from the study?
Participation in this study is completely voluntary. You are not under any obligation to
participate. If you agree to participate, you can withdraw from the study at any time
without adverse consequences and without giving any reason. However, you cannot
withdraw after you have participated in the interview as the responses and comments are
non-identifiable.

Will anyone else know the results of the project?
The outcomes of this project will be made public through publications in professional
journals, reports and through presentation at conferences. No responses or comments
will be individually attributed in any published report and any comments used will be
de-identified. Data transcripts and questionnaire responses will not be identified through
name but through an identification number. This way, your data will be entered de-
identifiable (coded) into a computer database by using only the participant number to
protect your anonymity. The database and the audio-recordings will be kept in a
password-protected file on the student’s computer. In any publication and/or
presentation, information will be provided in such a way that you cannot be identified.
Most of the results will be published in summarised format. Direct citations from you
will only be published if they do not reveal you as an individual. The student researcher
and the supervisor are the only personnel who will have access to the data. The nature of
the access will be in the form of data analysis and interpretation. All information will be
stored in accordance with ACU recommendations. Paper-based documents
(questionnaires) will be stored in a locked filling cabinet at the locked office of the
student or the supervisor on the premises of the Australian Catholic University. Upon
project completion, in accordance with regulatory guidelines, the information collected
in this research project will be kept for a minimum of 5 years and then destroyed.

Will I be able to find out the results of the project?
You may opt to provide contact details to the researcher so as to receive a copy of the
summarised research report.
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Who do I contact if I have questions about the project?
Any questions regarding this project should be directed to the student researcher and his
supervisor.

Peter Ngigi, MBA, BA
Student Researcher| Faculty of Business 
Australian Catholic University
Level 7, 250 Victoria Parade, East Melbourne 
Mobile: 
E-Mail: pwngig001@myacu.edu.au
W: www.acu.edu.au

Donald Ross, Ph.D
Professor of Finance | School of Business
Australian Catholic University
Level 10, ACU Tenison Woods House,
8-20 Napier Street, North Sydney NSW 2060
T: +61 2 9739 2356 F: +61 2 9739 208
E: Donald.Ross@acu.edu.au
W: www.acu.edu.au

What if I have a complaint or any concerns?
The study has been approved by the Human Research Ethics Committee at Australian
Catholic University (Ethics Register Number: 2012 266V). If you have any complaints
or concerns about the conduct of the project, you may write to the Chair of the Human
Research Ethics Committee care of the Office of the Deputy Vice Chancellor (Research).

Chair, HREC
c/o Office of the Deputy Vice Chancellor (Research)
Australian Catholic University
Melbourne Campus
Locked Bag 4115
FITZROY, VIC, 3065
Ph: 03 9953 3150
Fax: 03 9953 3315
Email: res.ethics@acu.edu.au

Any complaint or concern will be treated in confidence and fully investigated. You will
be informed of the outcome.

I want to participate! How do I sign up?
If you are happy to participate in the interview session, please contact either the Student
Researcher or the Principal Supervisor in order to organise a mutually convenient
location and time. Before the interview commences you will be requested to sign the
consent form.

Yours sincerely

Peter Ngigi
Mobile: 
E-Mail: pwngig001@myacu.edu.au

Professor Donald Ross
E-Mail: Donald.Ross@acu.edu.au




