IPO Grading-An Update

It has been about a
year since Grading of
Initial Public Offerings
(IPOs) was made
mandatory via an
amendment in the
SEBI (Disclosureand
Investor Protection)
Guidelines,2000.And
during this one year,
IPOs seem to have
lost some of their
shine, prompting a
revival of the old
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s
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some other questions too have cropped up in the
interregnum, such as: Is there room for any IPO reform
inIndia?Isitpossible for Rating Agenciestoassignthe
Grading afterthe IPO price has beenfinalised? Thatis,
is it possible to factor in the IPO price in the Grading
decision, giventhe experience thatthe Rating Agencies
have gainedin Grading IPOs for aboutayearnow? Are
investors now ableto make abetter choice while selecting
IPOs?

In this write-up | make an attempt to answer these
guestionsand address somerelatedissuesaswell, but
first a few words on the old debate that refuses to die
down.

Relevance of IPO Gradings
Itis true that during the past one year IPOs have found
the marketturn from euphorictotepid. Infact, there have
beenreports of scrip prices going belowthe IPO price, of
IPOs Graded low preferring notto proceed withthe issue,
of highly Graded IPOs notdoing wellonthe bourses, and
soon. Thesearefacts, and being so, cannotbe contested.
Butdothey make IPO Gradingsirrelevant? Certainly not.
If the market price of a scrip has gone below the IPO
price, it is purely a market function. IPO Grades very
specifically declare thatthey are notacommentonthe
issue price, valuation, or possible gains. Also, the
exercise of IPO Grading does nottake price into account
atany stage. Price being a market function, itis entirely
possible for highly Graded IPOs to do badly on the
bourses post-listing, especially if the market is on a
downward slide, and also vice versa. That is, IPOs
Graded low may well perform smartly on stock markets
when the going is good. The question that may follow
fromthisis: Whatthendoesan IPO Grade conveytothe
prospective investor? The answer: The strength of the
businessfundamentals ofthe company making the IPO,
in relation to the universe of similar issuers

Next, to turn to the subject of prospective IPO issuers
turning away fromthe marketafter havingbeen Graded
low by a Rating Agency. True, this would rob investors
ofaninvestmentopportunity. Butthatis the way it should
be. If IPO Gradings are a way of filtering out “weak”
issuers from the market, that should be only desirable;
infact, thatis a Regulatory goal. | would say, instances
of weak prospective issuers deciding not to come out
withtheir IPO on getting poor Grades only reinforces the
relevance of IPO Gradings.

Now, to take up the other questions.

Is there room for any IPO reform in India?

This question, | suppose, acceptstherelevance of IPO
Gradings, and that is welcome. By now, | think the
Regulatorsandthe Rating Agencieshave beenableto
convey the basic idea that the IPO Grading system is
designed to provide investors with an opinion on the
fundamentals ofthe company makingthe IPO. Thatis,
an IPO Grading, specifically, is not a comment on the
issue price, the valuation and possible gains, post-
listing. The value of an IPO Grade lies in the fact that it
isarrived atthrough ananalytically rigorous process, one
that involves evaluation of the candidate company’s
competitive position, its execution capabilities, its
management depth, and the prospects of the relevant
industry orindustries. AnIPO Grade thus canonly serve
asanadditionalinputinthe investor’'s decision-making
process, the othersinputs being individual risk appetite,
investment horizon, investment purpose, and so on.
Thismuch, Ithink,the Rating Agenciesandthe Regulators
have beenlargely abletogetacross.

Nevertheless, the conceptof IPO Grading remains new
and itwould take some time for the implications to sink
in. To that extent, itis perhaps slightly premature to be
thinkingonthelinesofanIPOreforminindia, atleastin
termsof Gradingmethodology. However, someregulatory
streamliningmay stillbe possible. Infact, thatmay even
be desirable. For instance, the process of allotment to
Qualified Institutional Investors (QIBs) could be made
lessdiscretionary. Thatis, the QIBs could berequired to
put in the full money on application, just as retail
investors do. Thatwould notonly level the playing field
between QIBs andretail investors, butalso shortenthe
“waiting time” between application and allotment.

Is it possible for Rating Agencies to assign the
Grading after the IPO price has been finalised? That
is, is it possible to factor in the IPO price in the
Grading decision, given the experience that the
Rating Agencies have gained in Grading IPOs for
about ayear now?

An IPO Grade, by design, is an input for investors
seekingtodecide whetherthey shouldinvestinan IPO




atthe given price, or price band. Apostfacto Grading, if
| may put it that way, in an extreme case, could even
amount to closing the stable door after the horse has
bolted. Besides, the priceatwhichan PO gets subscribed
isafunction of various factors such as market sentiment,
investor willingness, investor risk appetite, and so on,
many of which are highly dynamic. In fact, the very
concept of a “market” is based on the fact that different
investors have different views on what constitutes the
“fair value” for a scrip; there are thus both buyers and
sellers for a scrip for the same price at any given point
in time.

The other pointis, if Rating Agencies were to factor in
the IPO priceintheir Grading decisions, such Gradings
wouldruntherisk of being considered biased. Here, one
mustemphasise thata Grading or Rating should notonly
be unbiased, but must also appear to be so.

While on the issue of price and IPO Grading, it is
perhaps appropriate that| dwell on the talk of Grading-
Price correlationsthatone getstohearnowadays. While
correlation statistics have enormous utility otherwise, in
this context correlating IPO Gradesto IPO Priceswould
at best indicate the extent to which an IPO Grade has
beenfactoredinbyinvestorswhile makingtheir choice.
Moreover, if Rating Agencies were to put out such
statistics more harm may be done than good. Invariably,
therewould be manywhowouldinterpretsuch statistics
as a validation or otherwise of an IPO Grade, and by
extension, of the competence of the Rating Agency
concerned. Correlationstatistics may howeverhave use
for the Rating Agencies themselves, economists,
academicians and such otherinterestgroups studying
market behaviour.

It is possible that the talk of correlation statistics in
some sectionsarises fromawoolly mental association
withthe Rating Migration Studiesthatthe leading Rating
Agencies periodically come out with, in which they
declare howtheirRatings have behavedintherealworld
of shifting business dynamics. Replication of this practice
forIPO Gradings however does notmake sense. Infact,
itis not possible. One simple reason for thatis, being a
one-time exercise, an IPO Grade cannot migrate.

Are investors now able to make abetter choice while
selecting IPOs?

Iwish | had investors tell me that. The basic purpose of
an IPO Grade is to serve as an additional input in the
investor’'s decision-making process. Now, whatweight
an investor assigns to an IPO Grade is a matter of
individual judgement. A Rating Agency can only hope
that the Grades it assigns are taken seriously.

Before I wind up the discussion, | would like to touch
uponasubjectthatis central to the concept of Grading.
| had discussed this issue at some length in my article
for The Prime Directory last year, but a bit of repetition
would dono harm, givenitsimportance.

Opinion: Subjective or Objective?
ItisoftenremarkedthataGrading opinionisbased more
on subjective issues, and subjective issues, being
matters of opinion, are prone to differences, since
opinions canthemselves differ. True, the service thata
Rating Agency provides, bet it Credit Rating or IPO
Grading, is after allthe opinion of the Agency concerned.
Andthe end-productbeinganopinion, differencesamong
Rating Agencies cannotruled out. Itisalso afactthata
Rating Agency’s opinionis built on both objective and
subjectiveissues. However, the process through which
thatopinionis arrived atis aninteractive one and goes
through considerable verification, validation, and cross-
checking. The combination of objective and subjective
analysis, | would say, ultimately leads to objective
opinion, onethatisunconditionaland precise.

ConflictofInterest

Besides the issue of subjectivity versus objectivity,
concerns are also expressed often over the conflict of
interestthatappearstobeinherentinthe businessmodel
ofaRating Agency. Itis argued that since the Rating or
Grading fee is paid by the Issuer, it is possible that the
Rating Agency would be inclined to be “soft” towards the
Issuer. Besides, thereis also the possibility of “Grading
shopping”. Interestingly, the “opposite view” isalso to be
foundinequalabundance. Thisone suggeststhatRating
Agencies, to save themselves for future
embarrassments, would tendto play safe and therefore
theiropinioncouldbe unduly harsh. Butforargument’s
sake, if we assume that both the statements are correct,
they should neutralise one another. The mostvaluable
assetthataRating Agency hasisits credibility, and the
most critical risk to which it is always exposed is the
reputation risk. Any compromise in its standards by a
Rating Agency because of commercialreasons would
severelyimpactits credibility, which inturn, would erode
its acceptability inthe market. Itwould simply amount to
selfdestruction. Onthe otherhand, being unduly harsh
could lead to missed opportunity for investors, which
again would impact the acceptability of the Agency
concerned. Ergo, an Agency worth its name has no
choice butto be fairand balanced.

I should hasten to add that | make no attemptto claim
perfection on behalf of Rating Agencies. My purpose
here has been merely to place things in the right
perspective. The analytical skills, techniques and tools
that Rating Agencies employ are always subject to
improvement. And suchimprovementis often achieved
at the prompt of the feedback received from users of
Gradings/Ratings, professionals, and academicians.




