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Abstract

We investigate the impact of pre-issue ownership structure on the key decisions surrounding an IPO. We find that managerial own-
ership is significantly related to (1) the proportion of shares offered, (2) share allocation, and (3) direct issue-related expenses. This sug-
gests that pre-IPO ownership by managers influences their incentive to maintain control and to lower the cost of going public. In
comparison, large pre-IPO non-managerial shareholders are more concerned about exiting, and their presence tends to increase issue
size and costs. Our findings indicate that differences in pre-IPO owners’ incentives and bargaining power as implied by their pre-IPO
shareholdings can significantly influence the IPO process.
� 2008 Elsevier B.V. All rights reserved.
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1. Introduction

An initial public offer (IPO) fundamentally alters many
characteristics of a firm, but none more so than its owner-
ship structure. An immediate consequence of issuing shares
through an IPO is increased dispersion of shareholdings,
often followed by further declines in ownership concentra-
tion for many years after listing (Brennan and Franks,
1997; Mikkelson et al., 1997). These changes have a pro-
found effect on managerial incentive and control consider-
ations (Jensen and Meckling, 1976; Zingales, 1995), and to
some extent, have been linked to observed anomalies in
IPOs, such as underpricing and long-run underperfor-
mance (Jain and Kini, 1994; Booth and Chua, 1996; Pham
et al., 2003). However, most previous studies examining
this critical juncture in a firm’s ownership evolution have

focused only on the post-IPO shareholding structure, lar-
gely ignoring the pre-IPO structure. Before the IPO, pri-
vate firms are not always wholly owned by managers,
hence agency problems are not exclusive to public corpora-
tions (Ang et al., 2000). That pre-IPO managerial incentive
and control considerations can influence the IPO process is
therefore a plausible possibility, which due to the lack of
ownership data for private firms, has thus far not been
thoroughly investigated.

Using a sample of Australian IPOs, we investigate the
divergence of interests within private firms and its potential
impact upon IPO decisions. This sample facilitates the con-
struction of pre-IPO ownership measures, using the unique
and extensive disclosure required of Australian firms to
both the Australian Securities and Investment Commission
(ASIC) when firms remain private, and to the Australian
Stock Exchange (ASX) when they go public. We document
that pre-IPO ownership structure influences the proportion
and allocation of new shares offered to the public in such
a way that reflects managers’ desire to retain control
after listing. We also find that pre-IPO shareholdings by
managers provide them an incentive to lower the direct
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and immediate issuing expenses, and ultimately the total
cost of going public.

Many previous studies have examined the roles of
uncertainty and information asymmetry in the IPO process
(see Loughran et al. (1994) for a review). Our findings add
to this literature by identifying pre-IPO ownership struc-
ture, which creates differences in owners’ interests and bar-
gaining power, as another important determinant of key
IPO decisions. We document that retention of corporate
control is an important concern for certain managers, but
less so for non-managerial shareholders.1 This is in line
with the literature that attributes the managers’ desire for
control of a listed firm to their ability to enjoy private ben-
efits (Zingales, 1995). Using survey methodology, Brau and
Fawcett (2006) also find that maintaining control is very
important to managers of IPO firms.

In this study, control retention consideration is first
observed by examining the proportion of shares offered
in an IPO. Corporate finance theory stipulates that the
amount raised is determined by the need to exploit
growth opportunities and reduce leverage (Pagano
et al., 1998), to signal firm quality (Leland and Pyle,
1977; Keloharju and Kulp, 1996), and to liquidate pre-
IPO investments (Booth and Chua, 1996). After control-
ling for these factors, we find that the proportion of
shares offered is also dependent upon pre-IPO ownership
structure, following a non-linear relation that highlights
the importance of managerial control retention consider-
ations. In particular, IPO firms tend to issue a large pro-
portion of shares when the pre-IPO ownership level of
their managers is very high (as they can afford to do
so without losing control) or very low (as they do not
have voting control before listing anyway). In contrast,
when pre-IPO managerial ownership is in the middle
range and managers are therefore exposed to potential
post-listing loss of control, they are reluctant to issue
many shares. We find that this non-linear relation cannot
be simply explained by the funding needs of issuing firms
and the liquidity concerns of their managers. It is how-
ever less observable as management bargaining power
declines relative to that of non-managerial shareholders.

Post-listing level of management control also depends
on the allocation of IPO shares. Brennan and Franks
(1997) argue that by favoring small shareholders, managers
are better protected from hostile control challenges. How-
ever, large shareholders play an important information
generating role in the IPO process (Benveniste and Spindt,
1989) and engage in post-listing monitoring activity
(Stoughton and Zechner, 1998). These benefits are consis-
tent with the findings of Cornelli and Goldreich (2001)

and Jenkinson and Jones (2004), that large and long-term
shareholders are often favored in the allocation process.
In this study, pre-IPO ownership structure provides impor-
tant insights into the allocation decision that are consistent
with both of the above arguments. We find that for manag-
ers with large pre-IPO shareholdings, control retention is a
dominant concern, making the emergence of large new
shareholders after the IPO less likely. In contrast, when
pre-IPO managerial ownership is low, the need for outside
monitoring becomes stronger and more large new share-
holders are likely to emerge as a result of the allocation
process. This relation becomes less observable for IPOs
managed by the most prestigious underwriters, which are
likely to exercise tight control over share allocation.

We also examine the impact of pre-IPO ownership
structure on the incentive of pre-IPO owners to reduce
the costs of going public. Ljungqvist and Wilhelm
(2003), for example, view underpricing as evidence of
agency costs caused by the lack of managerial incentive
to closely monitor the price-setting process. However,
underpricing does not represent the entire cost of going
public. According to Habib and Ljungqvist (2001), the
negative impact of underpricing on pre-IPO owners
declines with the proportion of shares offered to the pub-
lic. Underpricing can also be used to intentionally substi-
tute other direct costs (e.g., underwriting fees). Similarly,
Loughran and Ritter (2002) suggest that while underpric-
ing is an opportunity cost (as it results in additional
ownership dilution for pre-IPO owners), it is accompa-
nied by the perceived positive outcome of an increase
in the value of retained shares. If this wealth gain is suf-
ficiently large, issuers are likely to be more fixated on
their net wealth changes than on underpricing in itself.

Consistent with the above arguments, we find that
the divergence-of-interests problem is more observable
through the direct rather than the indirect costs of going
public. Pre-IPO owners are concerned about underpricing
only to the extent that they stand to lose directly and imme-
diately from it, that is, when existing shares are sold
directly to the public (as a secondary transaction) at the
IPO. We also find that pre-IPO managerial ownership is
negatively related to immediate expenses and ultimately
total cost of going public. Thus, management ownership
provides an incentive to control the most direct, out-of-
pocket costs. This may be done at the expense of the firm’s
interests, as any lack of marketing tends to result in a smal-
ler shareholder base after the IPO, which may adversely
affect secondary market liquidity and cost of capital.
Finally, we find that the presence of large non-managerial
shareholders before the IPO actually increases issuing
costs, reflecting their strong motivation to use the IPO as
an exit mechanism.

This paper proceeds as follows: Section 2 describes the
sample and main variables. Sections 3–5 investigate the
impact of pre-IPO ownership structure on offer size, share
allocation, and issuing cost decisions, respectively. Section
6 presents our conclusion.

1 Most Australian listed firms follow the one-share-one-vote rule. Thus,
in this study, control can be understood as a percentage ownership level
that provides the manager with the largest voting block and a high
probability of overcoming a potential challenge from outside sharehold-
ers. It is also important to note that Australian company law defines
shareholders with 20% of voting rights as having some level of control.
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