IPOs- An Issuer’s Perspective

There has been a
considerable increase
inthenumberandsize
of publicissues during
last few years. For
example in the year
2001-2002therewere
19issueswiththe total
issue size of Rs.6423
crorewhere asthetotal
number of issues in
2005-06 was 102 with
the total issue size of
Rs.23,676 crore. The
Third Annual Global
IPO Trends Report of

Institute of Company Ernst Young pointed

Secretaries of India out that IPO activity
continues to reflect the shifting landscape of the world
economy. Whileakeytrendin2005was anincreasein
IPOsinChina, Israel, Russiaand Poland, the outlook for
2006 showed anincreased interestin marketsincluding
the Middle East, South Korea, India and Brazil. The
report further highlights that many Indian IPOs have
beenoversubscribed 20to 30timesin marketsthathave
beenscalingrecordlevels.

Public issue of equity shares is thus an important
segment of securities marketasitenablesthe Corporate
Sector, both public and private, to raise resources
required for business and relatedpurposes. One ofthe
major advantages of raising money through issue of
shares is its nature of being a permanent source of
capital without providing a security. Money can beraised
through offering of shares to public or to existing
shareholders orbyissuingthe shareson private placement
basis. Though offering of sharesto publicinvolves higher
cost and higher level of compliance, itis considered a
better source offinance asithelpsinaccessing notonly
domestic market, butalsotheinternational capital market.

An IPO is the first sale of a company’s shares to
investors through a listing of the shares on the stock
exchange. The purpose is to raise capital for the
company. Itis an opportunity for the company to open
awindowto raise further capital throughissue ofrights
shares. Itmay allow the company to tap awide pool of
investors on the stock market from the domestic and
foreign sources. Afollow-on offering canbe completed
inasignificantly shortertime framethananIPO. Thisis
because a company that is already public has
relationships with underwriters who are familiar with its
business; has an established valuation, and a following
among analysts and investors who understand the
company’s business and market.

Further, going public may have a positive impact on
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the company’s stature, perceived stability and competitive
position. A private company may face salesresistance
from prospective customers who may entertain doubts
about the company'’s staying power. Suppliers and
lendersmay perceive acompanytobeabettercreditrisk
afterits IPO. The company may obtain more favourable
termsfromthem. Financialnewspapersand magazines
asalsogeneralmediaare moreinclinedto coverpublic
companies than private ones. This may enable the
company to attract better managementtalent.

Asuccessful public offering may remove the illiquidity
discount the company has in its market valuation. A
wider investor base thatincludes a variety ofinvestors
may increase the demand for the company’s stock.

The limitationis thatthe listing of the shares on stock
exchange invitesregulatory compliance and reporting
requirements, which may make a heavy cost.

An IPO is the first public issuance of the company
shares. The existing shareholders have their
shareholdings diluted asthe proportion ofthe company
capital. They may also gain by their shareholdings
becomingfarmore valuablein absolute terms.

The company is then able to raise large amount of
capital from the market without having to seek and
negotiate with individual investor.

Afterthe IPO the company gets a liquid market for its
shares and the shares become as much valuable as
cashforacquiring otherbusinesses. Tax experts point
out that there are tax shelters for a stock-for-stock
acquisitionwhichis notavailable foracashacquisition.

The investor approach to IPOs has changed
dramatically since the times in 1990s when Internet
companieswere booming. They are nolongerimpressed
by mere “concept”stories, unprovenbusiness models,
growthand marketshare gainsatany expense. Theyare
now looking for companiesthatare profitable, driven by
experienced managershaving proventrackrecord, having
provenbusiness models and differentiated products or
technologies andrapidly growing marketopportunities.
The Guidebook on IPO published by Browne & Co, Inc
points out that the criteria used by various merchant
bankers may differ; larger merchantbankers may require
stronger financial profile. The criteria may also differ
based ontheindustry sector ofthe candidate company.
Individual exceptions of candidate company havingan
unusually innovative product or exceptionally
accomplished managementteam may be able to attract
merchantbankers andinvestors evenifitfalls shorton
other criteria.

What is however imperative for a company
considering a publicissue of equity sharesistotake an
objectiveview, afterexaminingallaspectsonthe purpose
of the issue, including evolving state of investment
climate, performance ofthe industry and its prospects,




investors appetite for equity shares, (both retail and
institutional) aswellasthe state of primary and secondary
market of the stock exchanges.

Dr. J. J. Irani Expert Committee on Company Law
while examining the issue of access to capital by the
corporate sector deliberated onthe need for streamlining
the regulatory framework being administered by multiple
authoritiesunder several statutesincluding simplification
of approval requirements. The ExpertCommittee inits
recommendations highlighted the need for effective
interaction and coordination between Ministry of
Corporate Affairs and SEBI in various aspects of
publicissue of equity shares and other securities.

The Expert Committee has recommended that, the
Companies Act should deal with basic framework and
provisionsrelating toissue and managementof capital,
rights flowing from ownership of capital and regulation of
various stakeholders with regard to capital, while the
capital market regulator should work out the details
through regulations governingthe operation ofthe capital
market. The Committee also recommended the
rationalization and reduction of timeframe prescribed
under the law for the process of issue of capital to
bring itat parwith international practices. The Committee
further suggestedthe introduction of conceptof Deemed
Approvalwithtimebound processesandfavouredallowing
corporateissuers of capital to use electronicmediainthe
process of issue of capital as well asreducing the cost
of raising capitalthrough a system of shelf prospectus.
Non-compliance withdisclosure normsrelatingtoaccess
to capitalmarketorraisingmoney fraudulently has been
recommended by the Committee to be subject to strict
penalty regime.

Overtheyears, Securitiesand Exchange Board of
India (SEBI) has done acommendable jobinissuing
andwhereverrequired modifying guidelinesfromtime to
time withan aimto protecttheinvestors’interestaswell
as to enhance transparency and fairness, relating to
disclosure andeligibility norms. Operational procedures
have also been simplifiedto facilitate mobilization of
resources. In terms of eligibility norms, SEBI allows
making of an IPO of equity shares, by an unlisted
company with atrack record of profitability including
conditions of net worth, net tangible assets etc. An
unlisted company notcomplying with any of the above
conditionsis also allowed to make an IPO, provided
the issueis made through the book buildingprocess,
with at least 50% of the issue size being allotted to the
Qualified Institutional Buyers (QIBs), failing which the
full subscription money have to be refunded, or the
project has at least 15% participation by Financial
Institutions/Scheduled Commercial Banks, of which at
least 10% comes from the appraisers. In addition, at
least 10% of the issue size is to be allotted to QIBs,
otherwisethefull subscriptionmoneyistoberefunded.
Also, the minimum post issue face value capital of the
company has to be Rs. 10 Crore or, there should be a
compulsory market making for atleast2 years from the
date oflisting of the shares subjectto certain conditions

stipulatedinthe guidelines.

New trends are emerging as shown by issuance of
novel categories of capital in the form of Tracking Shares
and Treasury Stockinthe overseas markets. Theissuer
may have to tackle these in not too distant a future.

Alisted company is eligible to make a public offer of
equity shares, provided the aggregate issue size of the
proposed issue alongwith all the previousissues made
duringthe samefinancialyearshould notexceed5times
its preissue networth as perthe audited balance sheet
of the last financial year. In case the name of the
company hasbeenchangedinthelastoneyear,thenthe
revenue accountedinthe newname should notbeless
than 50% of the total revenue in the preceding one full
year period. SEBI has also issuedguidelines relating to
promoters contribution andlock-in period and regulations
relating to substantialacquisition of sharesandtakeover,
infact, the regulatory framework prescribed by SEBI
forinitial public offering is at par with global standards
and continuesto evolve.

The book building in public issue of equity shares
has beenasignificantinnovationinthe sphere of price
discovery of anissue. Based on the bidsreceived at
various prices fromthe investors, demand isassessed
and thereafter the price of the equity sharesis discovered.
Inthisprocesstheissuerhastoenterintoanagreement
with one or more stock exchange(s), which have the
appropriate system to offer on-line securities.

In case the offer is through 100% book building
process, thenthe guidelines require notless than 35% of
the netoffertobe madetoretailindividual investors; not
lessthan 15% to non-institutional investors, i.e. other
than retailindividualinvestorsand QIBs, and notmore
than 50% of the net offer to QIBs. Specific conditions
have also been stipulatedin respectof offering through
book buildingin other situations. Book building system
requiresthattheissuerto provide indicative floor price
and no ceiling price bid to remain open for at least 5
days. Only electronic bidding ispermitted and bids are
submitted through syndicate members, whileinvestors
canbidatany price, retailinvestors have optionto bid at
cut-off price. Bidding demand is displayed at the end of
every day. The lead merchant banker analyses the
demandanddeterminestheissue price in consultation
withissuer and other entities.

Another important aspect of public issue of equity
sharesisthe publication of offerdocumentor prospectus.
Both the draft offer documentand the final offer document
shouldbe approvedbythe Board of Directorsandsigned
by allthe Directorsincluding the Chief Executive Officer
(CEO), the Company Secretary whoisthe Compliance
Officer and Chief Financial Officer (CFO). They should
also certify that all the disclosures made in the offer
documentare true and correct. The draftofferdocument
hastobedulyapproved by SEBI. Alsothe offerdocument
is required to be filed with the Registrar of Companies
(ROC) and the designated stock exchange(s). The
contents of the offer document, duly prescribed by SEBI,
normally relate toinformationrelating toissue, purpose




of the issue, risks envisaged by the management and
how thoserisks are proposedtobe addressed. Industry
environment, detailed information on the issuer, full
disclosure of financial information, management
discussion and analysis of financial statements,
accounting standards, financialratios, accounting policies
and related matters should also form part of the offer
document. The offer document should reveal all
outstandinglitigations being faced by the issuerandits
promotersaswellasdirectors, compliances ofall laws,
regulations and guidelines ofthe Governmentand the
concerned regulatory authorities.

Road Shows

The success ofan IPO crucially depends upon effective
marketing of the issue to the different investor groups.
Once, allthe pre-issue processofan PO, includingall
regulatory approvals and compliances are complete,
the management together with the lead merchant
bankers and other intermediaries should draw up a
comprehensive planfor‘Road Shows’asitis customarily
termed to marketthe issue. If global investors are also
targeted, the ‘Road Shows’ should also be organized
atimportant investor centres both within thecountry
and abroad. Theinvolvementoftop managementinthe
process is very crucial in making presentations as
wellasinreplying to thequeries, which may be posed
by the prospective investors.

Abroad, the practice of making the road show
presentation after filing the offer document with the
authoritiesiswidespread. The merchantbankershave
every incentive in ensuring a successful road show.
Prior to the road show presentations are made to the
merchantbankers’salesforces. The priorpresentations
educate the salesforces aboutthe company and enable
them to call on their retail accounts to solicitinterest in
the IPO.

Road show presentations provide large amount of
high-level information in a very short period of time.
Herein a representative from the lead underwriter
introducesthe managementteam. He alsomakesinitial
remarks aboutthe company andthe industry. The CEO
then speaks to investors giving an overview of the
company, its history, business, products and services,
sales and marketing, customers, competitive situation,
etc.

This is followed by a presentation by the CFO who
reviewsthefinancialand accounting matters. The entire
road show presentation should notgive anyinformation
thatis not contained in the prospectus. Otherwise the
extraneous information may serve as the basis for a
claim against the company for publishing misleading
prospectus.

Any companyissuing equity sharestothe publichas
to enter into a Memorandum of Understanding (MOU)
withlead merchantbankers, specifying rights, liabilities
and obligations of parties. The leadmerchantbanker
should exercise due diligence and satisfy itself of the all
aspects of offering, veracity and adequacy of

disclosures in the offer document. All the other
formalities like allotment, refund, and dispatch of
certificates are also taken care of by the lead merchant
banker. Thelead manager should also ensure thatthe
issuercompany hasenteredintoagreementswithallthe
depositories fordematerialization of equity shares and
thatthe investors have been givenan optiontoreceive
equity sharesindematerialized formthrough any ofthe
depositories.

In case of an under subscription, the lead merchant
banker is authorized to invoke underwritingobligations
and ensure thatthe merchantbankers pay the amount
devolved. The merchant banker has to appoint a
compliance officer to directly liaise between the
regulatory authorities and the issuer company with
regard to compliances of various laws, rules,
regulations and other directivesissued by SEBI.

After the issue, the lead merchant banker should
ensure thatpostissue monitoring reports are submitted
irrespective of the level of subscriptions. The merchant
banker should also monitor the redressal of investor
grievances. Inapublicissue, the Managing Director of
aDesignated Stock Exchange alongwith the postissue
lead merchant banker and the Registrars to the Issue
shouldbe responsible forthe finalization of allotmentin
a fair and proper manner. Under e-IPOs, a company
proposingtoissue capital to publicthroughtheonline
system s required to enter into anagreementwiththe
stock exchange (s).

SEBI has recently made IPO grading mandatory.
Thoughthere have beendifferentviewsforand against
IPO grading, considering the retail investors, it is a
positive move on the part of SEBI to make the same
mandatory. The primaryreasonbeing,ithelpsthe small
investor to take informed decision, with confidence.
Further, many investors will notbe in a position to read
andunderstandthe descriptive andtechnical aspects of
abridged prospectus. Through IPO grading, aspects
such as risks involved in business, promoters’ track
record forward looking statements, litigation status etc
arebeinganalysedbyarecognizedcreditratingagency.

Though some analysts may feel differently who feel
that IPO grading would increase cost of compliance
and may constrain fund managers who may not be
able to invest in low graded IPOs for fear of being
reprimanded later even if they make a positive
assessmentoftheirvalue. Also at presentthereisno
uniform methodology and the weightages assignedto
various parameters may be questionable butwhich |
am sure would evolve with time. Most importantly
they feelthat IPOs are allaboutthe future generation
of value, while IPO grading may substantially be
basedonthe pastperformance.

Havingregardtothe stringentlegal and regulatory
framework of publicissue of shares, the role of Company
Secretaries, may be considered quite vital at several
stages in the whole process. The compliance officer,
normally a Company Secretary, is key personnel in
whole process. Company secretariesin practice may




be involved at many stages by the external agencies
such aslead merchant bankers and others to certify
the veracity of compliances with laws, regulations,
rulesetc.requiredbytheregulatoryauthorities. Company
Secretary is a specialist in corporate governance and
contributes to improvement of corporate governance,
whichrole assumes greatsignificance forthe company
in the context of IPO. Company Secretary entails,
through her/his persistent work, a culture of corporate
governance consciousnessinthe company. This betters
the prospects of successful listing of the company’s
shares.

I am of the firm belief that once listed it forces the
company to perform better, have better governance
practices as all companies naturally want to meet the
expectations of various stakeholders and | think
corporates realize today that investors always pay a
premiumtothose corporateswho notonly perform better
but follow good practices too.

Pricing

A proper balance must be struck while pricing an IPO.
Thereisanalignmentofinterests between the company
and the merchant banker when it comes to pricing the
IPO. Ahigher price raises more money forthe company
with less dilution and higher fees for the merchant
banker. The companyandthe merchantbankerhavean
incentive to establish as high a price as possible while
ensuring good after-marketdemandthatwill supportthe
trading price in the days following the IPO. They must
howeverrememberthatan unsustainably high price can
harmboth. Disappointing aftermarket performance may
make investors and analysts lose interest making a
follow-on offering more difficult. The company may even

face securities litigation. There is also a threat to the
merchant banker’ credibility with their institutional
accounts.

The merchantbanker access differentfinancial models
todetermine company valuations. During the underwriter
selection processthe company willbecome familiarwith
the valuation approach ofthe underwriter. Whenthere
are comparable companiesinthe sameindustry, which
are publicly traded, the merchantbanker generally will
use asimilar multiple of earnings, revenue or cash flow
while valuing the company. Otherwise, a discounted
cash flow or net present value method will be used
discounting the projected cash flow or earnings to a
current valuation.

Adiscountwill be applied onthis valuation forensuring
after-marketdemand. Suchadiscountisalso called for
toreflectthe relatively higher risk of investing in a new,
unproven company as compared to more established
companies with greater resources.

The merchant banker will have a good feel for the
demandforthe company sharesasthey nearthe end of
the road show and encounter the levels of potential
orders. During the road show merchantbankertabulates
theindications ofinterestand provide the company with
visibility as the “book”is builtduring the progress ofthe
road show.

Thusan PO process comprises of aseries of events,
some of which are sequential while others could be
simultaneous. The objective would be to complete the
process within agiventime frame. The processinvolves
alarge number of intermediaries,advisors, beside the
full commitment of the management in the entire
chain of events.




