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LIQUIDITY
MATTERS
Liquidity is often taken as a given once a
stock has entered a benchmark index, but
it’s actually a requirement to be accepted
into an index. So rather than looking
for index inclusion to achieve liquidity,
liquidity should be the focus and index
inclusion follows and brings a further boost
to liquidity.
These considerations aside, investors
prize stocks that are liquid as this indicates
widespread interest in the business and the
potential for an efficiently-priced exit when
the time comes.
There are plenty of steps companies
can take to influence liquidity in their stock
both before and after an IPO – even when
liquidity may not have been top of mind
prior to listing. This roundtable discussion
explores this important element of being
successfully listed.

It’s important for listed
businesses to understand
how critical healthy liquidity is
right from the time of the IPO.
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“When things are
going particularly
well for a company,
the sell side knows
exactly what it is
going to make at the
end of the year.”

Alan Deans, moderator, Listed@ASX:
Why is liquidity important?
Karen Towle, portfolio manager,
Tribeca Investment Partners: Liquidity
is important: ASX entry requirements
require a minimum of 300 shareholders
with a $2,000 parcel (spread) and 20
per cent free float (stock not held by
insiders). Recently, there have been some
instances where companies have called
off a potential float just because they were
uncomfortable getting spread. So you need
to think about these factors before coming
to market.
Listed@ASX: Is that a sign the
opportunity for IPOs is contracting?
Karen: Pricing has become important.
If you pitch a float at a price that is too
high, the retail market is probably going
to say no. At the beginning of this year, we
saw floats getting away pretty easily and
coming on at a nice premium. People have
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become a bit greedier, and retail investors
have been more discerning in the floats
they take up.
Dyson Bowditch, head of syndicate
for Australia and New Zealand, JP
Morgan: Liquidity is critical for access to
capital. You see situations where illiquidity
can turn off investors. Liquidity tightens
spreads. It offers flexibility about when
and what structure is used to raise capital.
Ultimately, it leads to healthier share price
appreciation.
Paul Winter, head of quantitative
research, Asia Pacific, UBS: We have a
very different view on liquidity. We tend to
think about it from an alpha perspective.
A share price change of five per cent on
very thin liquidity is fairly meaningless.
A share price change of five per cent
on strong liquidity is significant. For us
liquidity is a factor we will use alongside
other factors in making an investment
decision. The interesting dynamic from a

fundamental perspective is understanding
the interaction between investor relations
and what influence that has on sell-side
analysts and their views on stocks. How
they message that to the market will be
captured within quant models and that will
drive investment decisions.
To give you an example, when things
are going particularly well for a company,
the sell side knows exactly what it is going
to make at the end of the year. Continuous
disclosure means there’s a high degree
of certainty in outcomes. We measure
that. We look at the standard deviation of
analyst earnings estimates and, as a result,
we can have a high degree of certainty
in the earnings outcome. But that means
there is very little price discovery and
volatility. Of course, when things don’t go
so well, suddenly your sell-side earnings
estimates broaden out and there’s a
huge amount of price discovery and that
translates into volatility.
There is a tight relationship between
company communication, underlying
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Karen: Companies need to be really aware
of consensus. At the small end of the
market, sometimes consensus is one or two
brokers. If you’re either a long way above
or a long way below, you need to be careful
in guiding analysts. It does seem that some
companies aren’t particularly good at
understanding where consensus is.

earnings in tandem with company
communication and how that translates
into analysts’ perceptions of stocks.
As a result, that impacts the buy-side
perception of stocks, volatility and
liquidity. It’s a nice, clean relationship.
The worst thing you can ever do is stop
communicating with the market, even if
it is bad news it’s better to be clear about
exactly what that means.
Karen: Companies are very aware
of selective disclosure. Even this last
reporting season there were some
surprises. If you talk to those companies,
they say they weren’t really sure how to
communicate the message close to the
result because they were pretty concerned
about selective disclosure. But it depends
on the company. Some go into blackouts,
particularly before the end of the financial
year, and they’re reluctant to update the
market during that period of time.
Listed@ASX: What is the solution?

“Some companies aren’t
particularly good at
understanding where
consensus is.”

Dyson: Quality communication with
investors and the sell side is clearly critical.
Generally, there’s been a juniorisation
of the sell side. But it has never been
more critical for companies to have a
clear, structured way to help manage
that consensus spread. On the buy side,
there’s an increased reliance on sell-side
recommendations. So, it’s something
corporates need to be very conscious of –
they should have a clear strategy about
how they engage, manage and monitor
sell-side expectations.
Karen: At the top end of the market,
there are some really quality analysts.
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As you go down the spectrum, there are
a number of brokers that have lost a lot
of small cap analysts. There are fewer
people with experience at that end of the
market. Unfortunately, it’s probably not
going to change.
Listed@ASX: Let’s look at IPOs in
relation to this. Is there an ideal way
for a corporate to go about structuring
its register at the pre-IPO stage to
maximise liquidity?
Dyson: You don’t want to be too simplistic
in your thinking about the different
pockets of liquidity. You don’t want to put
all hedge funds, quant funds, passive funds
or long-only funds in the same bucket.
Ultimately, scarcity is always a benefit in
allocating an IPO register. But I don’t think
you can discriminate. Hedge funds, and the
way they approach capital markets, play an
important role when raising capital. Think
about the nature of the business and the
register constituents, whether the stock is
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“You don’t want to put
all hedge funds, quant
funds, passive funds
or long-only funds in
the same bucket.”

value or growth and the type of funds that
suit that type of stock.
Paul: From a systematic perspective, we’re
seeing a fragmentation of investors. We
have short-horizon quant funds, we have
mid-horizon quant funds and we have longhorizon quant funds. Hedge funds tend to
be mid-horizon and fundamental funds are
generally very long horizon. Really what’s
happening here is we’ve got machines doing
what they do best, which is processing
huge amounts of data on very short time
horizons, out to people processing smaller
amounts of information on very long
horizons, doing what people do best.
A few years ago, we introduced natural
language processing to the market and we
started processing press releases. When
you process a lot of press releases, you’ve
only got to be right 51 per cent of the time
to make a lot of money. A fundamental
investor would have to be right 55 per
cent of the time to make money. We have
a client in Hong Kong that augments its
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“Improving quality
drives share prices
and liquidity, so really
what’s important
is high quality
people and driving
underlying earnings.”

natural language processing with body
language processing. When the CEO gets
up, machines are watching on TV and
watching the body language. They can say:
“Actually I know the words are positive,
but the body language is negative, so I’m
trading in the other direction.” It is more
and more important to be aware of what
you’re saying and how you’re saying it.
Listed@ASX: Does short selling
boost liquidity?
Dyson: I think it does. There are
components where short selling provides
liquidity and is healthy for ironing
out distortionary factors, for instance
providing entry points for other funds
to come into a stock where they have
a fundamental longer-term view. It’s
healthy and I think it’s productive for
the overall market.
Paul: I agree. Institutional investors
reallocate capital efficiently, and as a

long-only investor you’re only taking a
long side to a stock. It’s more efficient to
remove capital from a company that’s doing
poorly and allocate it to a company doing
well. You’re adding to market efficiency
through this process, and in doing so
increasing liquidity.
Listed@ASX: If a company has
liquidity issues, what can it do to
change that?
Karen: It depends on the structure of
the register. If it’s majority owned by the
founder, then perhaps it makes sense
for them to sell down a bit. The market
doesn’t necessarily like that, but there are
circumstances where it makes sense to
generate liquidity. It can also help to use
investor relations to get the story out.
Dyson: There’s only one resolution if free
float is constraining your ability to be
included in the index – enact a sell down
or liquidity event through a capital raising.

I don’t think anyone ever advises issuing
shares for the sake of liquidity but it does
increase the free float.
Listed@ASX: Are there any golden
rules for improving liquidity?
Paul: Improving sentiment drives share
prices and liquidity. Improving quality
drives share prices and liquidity, so really
what’s important is high quality people
and driving underlying earnings. That
will change the risk premium. If things are
improving the risk premium changes and
liquidity improves as an outcome.
We’re moving away from thinking
about the market in terms of factors. The
word factor implies it drives returns,
but factors don’t drive returns. They are
correlated with future returns but they
don’t cause future returns. What causes
future returns is people, so human capital
creates earnings outcomes for businesses
and the market then prices that earnings
outcome and associates a risk premium
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with it. So, what we’re now looking at is
how we quantify those people and what
that human capital will drive in terms of an
earnings outcome for that business relative
to all the other businesses in the market,
and that will drive a liquidity outcome.
Listed@ASX: That’s unexpected in an
industry where people tend to focus
on numbers. So, it’s a difficult thing to
do, isn’t it?
Paul: Look at governance scores;
companies with poor governance perform
poorly. We look at board-level executives
and C-suite executives for companies
over time, and we can associate certain
individuals with certain outcomes, and you
can build up a profile of someone being a
serial entrepreneur and if they show up at a
company it is likely to be entrepreneurial.
Karen: We’ve only talked about liquidity
in terms of share prices going up and
not share prices going down. If something

“Keep your
shareholders
and potential
shareholders fully
informed so that
they’re aware of
where the business
is going.”
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is going wrong with the business then
maybe you don’t want a lot of liquidity.
It goes back to messaging and what you
want is to keep your shareholders and
potential shareholders fully informed so
that they’re aware of where the business
is going, and if the business is improving
then you want to increase liquidity. If
for some reason you have a short-term
problem with the business, then you don’t
want liquidity, and you want your existing
shareholders to understand the longer-term
strategy of the business and still want to
stay with the company.
It just comes back to messaging and
making sure the market understands
where the business is going in both the
short term and the long term, and making
sure the consensus number is appropriate
as well so people know what to expect.
Dyson: Reflecting on those comments,
there’s a theme that’s run through the
whole conversation. Corporates that do
have a considered strategy for shareholder

engagement enjoy rewards for the
resources and time spent on it and the
effort that goes into flying around the
world and seeing your shareholders in
Edinburgh and London. The payoff of
going on the road two weeks a year to see
your investors is a more liquid, healthier
share price, and an equity market that’s
efficiently valued and less volatile in the
way shareholders react to news from
a company. So, liquidity comes from
structure and rigour around shareholder
engagement and balance. A share register
that has a variety of different attributes
also leads to liquidity.
An extreme example is the effect
on liquidity of one large shareholder
dominating a register. Alternatively,
liquidity can be constrained where one
cohort of investors is there for only one
of a company’s attributes. Balance in the
variety of retail, institutional and passive
investors is important and inclusion in
the index also has liquidity consequences,
and part of that comes through balance.
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It’s all about strategy, engagement, the
quality of your messaging and the balance
of your register.
Listed@ASX: It’s often an individual
who will lead people into a stock. They
have a guru status and people pile in
and pile out if they sell or leave, so it
can cut both ways.
Dyson: When companies perform well on
low levels of liquidity, that’s when asset
prices tend to overshoot. Look at stocks like
Facebook and some of the shares whose
prices moved substantially over reporting
season; we saw large, global, liquid stocks
repriced by 20 per cent. Liquidity didn’t
help in the pricing of those assets. But the
more an asset’s price overshoots, the more
volatility there will be when liquidity is
lower, generally. At the same time, if there’s
a negative surprise and a large portion of
the register decides to move out of the stock,
liquidity can be high, but your share price is
going to overshoot on the downside as well.

“The more an asset’s
price overshoots, the
more volatility there
will be when liquidity
is lower.”

Karen: Look at Kogan. Its share price
is under pressure as the two founders
have started to sell down and intend to
continue to do so. So, sometimes providing
liquidity isn’t necessarily a positive for the
share price.
Dyson: Australia has a unique market in
that our share prices are often measured
in cents rather than dollars, and this has
consequence for liquidity. Spreads can
also be up to four per cent of the price of
a security. That doesn’t support efficient
pricing, and that can be a deterrent for
people to buy, sell, or be involved and
provide liquidity. I’m always surprised
we don’t see more share consolidation
in this market, so the tick size is more
representative of fundamental value. That’s
more of an issue for the smaller end of the
market. But there are other circumstances
where it is a real issue and a constraint
at times. But it’s more of a marginal issue
than a broader structural problem, and an
oddity in the Australian market.
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