IPO Gradings — Rationale and Prospects

Equity, needless to
say, is one of the most
important asset
classes on the
investments spectrum
i 1 of the Indian capital
market. Itis interesting
to note that over the
last five years IPOs,
rightsissues,andother
equityissuanceshave
generated over Rs
90,000 crores as equity
capital for various

P.K.Choudhury businesses. Ontheflip

Vice Chairman side, the same
ICRA Ltd. quantum of money,

which by any standards isreasonably large, has been
invested by equity investors — to rephrase in simple
terms, there is a lot at stake in the equity instrument.

However, itis intriguing that despite such high stakes,
professionaland independent opinions on equity quality
had notfound afootholdinthe financial market—atleast
not till now as professional advise on equity investing
haslargely beenfrom market participants themselves,
although SEBI's new initiative of IPO gradings by
independent and professional agencies may be an
importantlandmarkin the development of a structured
system of evaluating riskinherentin equity investedin.
A factor that so far seems to have blocked the path of
IPO gradings is the misconception of an IPO being an
instrument to make quick money. It is more than often
thatthe successofanIPOfromtheinvestors’ perspective
is subjected to judgement onthe price the IPO lists at—
whichisnormally notonlyafunctionoftheissuer'slong-
termprospectsbutalso of temporary marketsentiment
and environmental factors. IPO gradings are means of
diluting this obsession with market sentiment and
speculative tendencies while attracting attention towards
inherentcore quality, orthe lack ofit—which over aperiod
of time is bound to impact the investor.

Further, a common debate in the matter is that such
evaluationis notessential as equity by characteris risk
capital. Thatseemstobe afair hypothesis, howeverthat
stilldoes notpreclude the value ofinformed analysisin
the decision making process of equity investing—more
sowhensuch equityis being offeredto andinvestedin
bypublicatlarge, evenwhiletheretailinvestormay have
acquired greater maturity since the experiences of the
mid-nineties. In other words, for an equity investment
decisionto be worthwhile, itshould be based onreliable
information and analysis. Anditis precisely thisthatan
independentagency with sophisticated analysis skills
offers to investors through grading of IPOs. Being

objectiveandindependent, IPOgradingsaredesignedto
helpinvestorsstrikeabalance betweentheirexpectations
and their individual risk appetites. Moreover, most
investors, especially theretail or small ones, often may
nothavethe expertise, resources ortime to evaluate the
quality of an equity offering or IPO and the decision is
ofteninfluenced by the size, or the familiarity with name
oftheissuer. PO Gradingscanserveasanenablingand
acomfortfactorforsuchinvestorswhileimprove market
access ofgood, yetunknown companiesirrespective of
their size or visibility.

IPO Gradings - Conceptual Framework

The practice and experience of creditrating, which has
contributed notably in the institutionalized financial
marketsworldwide, brings essentiallearningforaworkable
conceptof IPO grading. As equityisrisk capital, itdoes
not have any fixed obligations to be serviced. This
feature gives equity anindeterminate characterincontrast
to debt which can be regarded as an instrument with
determinable outcomessincetheinterestchargesand
principalrepayments are defined andthe cash accruals
ofacompany canbe measuredagainstthese obligations
to arrive at a ‘cushion’ (benchmarks) or safety scale
(creditrating). The indeterminate nature of equity poses
a problem of lack of benchmarks against which the
performance of the company can be compared with.
However, the need to evolve a mechanism to help
differentiate between equity quality requires solutions to
overcome these character constraints of equity in a
manner that would encourage an investment process
ratherthan fuel speculationin stocks. Such differentiation
of equity is best done on fundamentals by creating
benchmarks for key performance parameters.
Consequently, the performance ofacompany canthen
be measuredagainstthesebenchmarksandthusimpart
a determinate character to the equity analysis. Atthe
sametime, to enable theinformation (on quality of equity
availablethroughanissue)tobedisseminatedwidely (to
retailinvestors) andinauser-friendly manner, the opinion
on the equity quality is communicated in form of a
symbolicgrade. Oncethereisalarge enoughuniverse
of graded issues, the correlation between grades and
performance benchmarks willemerge and enhance the
investor’s familiarity to the concept of equity grading.
Moreover, more than a grade in isolation, a grade is a
‘relative comment’ which helpsto distinguish between
equities. Thisis true for the traditional concept of credit
rating also because more than the absolute levels of
safety, itis the relative levels of safety that matter. It is
only afteralarge enoughuniverse of debtinstrumentsis
rated that the underlying absolute levels of various
performance parameters adopted by a rating agency
emerge.




Atthe sametimeitis essential torecognize what IPO
gradings are not. IPO grades are not forecasts of the
future marketprice performance of the stock and do not
indicate the companies compliance or violation of any
statutory requirementsrelated totheissue. Althoughitis
commonly argued that equity returns (mainly capital
appreciation) rarely follow any logic, the importance of
fundamentals cannot be underestimated. Although
market sentiment, rumours orinsider information tend to
de-link fundamentals from returns to investors in the
shortterm (more sointhe absence ofacredible opinion
on fundamentals from an independent agency), itisin
factthe fundamentalsthatnotonly determinethereturn
on the investment over the medium and long term, but
also decide the resource allocative dynamics of the
market.IPO Gradingfacilitatesaninformationenhanced
investmentdecisionandinthe process strengthensthe
hands of allthose entities and participantsinthe capital
market who want to help the flow of investible funds
towards productive and competitive enterprise.

Rationale driven by methodology of grading
Tipsandtiming ofinvestmentare the ways of speculators,
while ‘fundamentals’ are tools of investors. The
methodology of grading focuses onrelative fundamentals
of acompany offering the equity whichinturnencourages
investmentinacompany ratherthanspeculationonthe
stockmarket—more soininstances where the company
does not have a track record in the capital market and
may be approaching the public for the first time.

Inlightofthe above, the quality of equity beingissued
isdetermined by examining the fundamentalfactorsthat
drive the performance of the company issuing the said
equity. Inotherwords, performanceisseenasthelogical
outcome of certain underlying factors. Atthe end ofitall,
the grading assigned communicatesto investors what
they might rationally expect on the performance front,
given the issuer’s fundamentals. In fact, grading can
thus be akeyingredientthat could make allthe difference
between speculation and calculated risk taking.

Consequently, IPO Grading is designed to examine
equity inthe long term context. The analytical exercise
isessentially forward looking. The grades are comments
ontherelative inherent quality of equity reflected by the
earnings prospects, riskandfinancial strength associated
with the specific company. These factorsinturn are an
outcome of a complex combination of variables which
are bothinternal and external to the company and may
be broadly categorized as:

® The Managementquality

® The industry outlook

® Corporate operations and competitive character

® Financial strength

Among external factors the key one is the industry and
economic/business environmentforthe issuer. Among
internal factors are: competence and effectiveness of
theissuer'smanagement; profile of promoters; marketing
strategies; size and growth of revenues; competitive

edge; technology employed; operating efficiency; liquidity;
financial flexibility; asset quality; accounting quality;
profitability; and hedging of risks. It may be noted that
quality of management and governance are of utmost
importance fromthe grading perspective. Pragmatically,
the financial results and other performance measures
are only a reflection of management competence and
governance quality inthe business environment ofthe
company.

The analysis of the factors as above further suggest
thelevel, growth and composition of earningsas alsothe
financial strength which may be expectedinfuture. This
opinionisarrived atthrough comprehensive information
acquisition, interactionwith managementofthe corporate,
criticalanalysisand acollective judgemental process.

The Proccess

The grading processisinitiated by the issuing company
mandatingthe gradingagencytoundertakethe exercise,
followingwhichthe agency seeksrelevantinformation
through primary and secondary sources and consequent
to a rigorous analysis and diligent examination the
analysts present the case to a committee whichin turn
assignsthe grade. The complex combination of various
factors is encapsulated in a symbol to appropriately
reflect the strength of the fundamentals of the issuing
entity measured on a five point scale ranging from IPO
Grade 5 (indicating strong fundamentals) to IPO Grade
1 (indicating poor fundamentals) - so much on the
mechanics ofthe process. However, inthe mechanics
of the process and the emphasis on the outcome (the
grade) what gets lost is the importance of the process
itself which is anything but an academic exercise and
which more than rationalises the usefulness of IPO
Gradings. While investor protection or rather investor
informationisthe primary objective of IPO gradings, the
interactive process which brings the benefit of an
independentand detached agency’s observations onthe
businessoftheissuerandthe attendantcommunication
ofthe sametothe promotersand managementinvariably
addsvaluetothe conduct ofthe business of suchissuer
company.

In Practice

Thefunction ofthe gradesisto help the investor choose
betweeninvestmentoptions atagiven pointoftime. For
example, at the time of investment, the investor may
have the optiontoinvestinanissue graded IPO Grade
4 (Good fundamentals) at Rs. 20 per share, or another
graded IPO Grade 2 (weak fundamentals) atRs. 10 per
share, and/or another graded IPO Grade 4 (Good
Fundamentals) atRs. 50 pershare. With the availability
of suchinformationthe investor may first eliminate what
he does not want, say IPO Grade 2. He then chooses
between two companies with the same level of
fundamental strengths. Theinvestormay thus chooseto
investin shares of the stock graded IPO Grade 4 at Rs.
20 per share rather than the shares of the company
priced at Rs 50 although the grading is the same.




Therefore the grades act as additional input in the

investors ongoing efforts of portfolio maintenance.

Although equity grading is designedto help investorsin
theirdecisions, the grades are notrecommendationsto
buy, hold or sell, sinceitis leftto the investorsto decide
forthemselves what they prefer.

Looking Ahead

With increasing number of lesser known companies
accessing the capital markets in future, IPO gradings
hold promise to benefit all stakeholders in the system
including the investors, issuers, intermediaries or

regulators. Whiletheissuers are likely torecognize the
supportive and beneficial nature of the exercise rather
thanbeingintrusive, and the benefits of which are likely
tomorethanoffsetthefearofgradingbeinganotherlevel
ofscrutiny, IPO gradings are poised to serve animportant
rolein making capital raising an efficientand transparent
process. As IPO gradings are instruments of reducing
marketimperfections, itis also likely to face resistance
from players who thrive on such market imperfections
only at the cost of ordinary unsophisticated investors.
However, it is an idea which seems to be ripe for the
market to enjoy its taste now.




