IPO Grading — Demystified!

Afterthe Securities and Exchange Board of India (SEBI) made the grading of initial
public offerings (IPOs) mandatory for allissuers, many questions have been asked
aboutthe significance ofthe move and its effect on the Indian equity markets. This
commentary explains the utility of IPO grading for the investment process, and its
benefitstoboththeissuerandinvestor. Italso seeksto clarify some misconceptions
aboutIPOgrading.

Background
|| Forseveralyears, SEBIhas mandated increasing disclosure levels by companies
seeking to access the capital markets for funding. However, these disclosures
i % sometimes demand fairly high levels of analytical sophistication for acomplete
understanding; investors, particularly small ones, may notalways possess such
ﬂ-‘;.': e skills.
A Also, intheinterestofinvestor protection, regulators the world over have been
Roopa Kudva seekingtoimprove the functioning of equity markets by introducing independent
Executive Director views and research into the equity market. Initiatives in this directioninclude the
CRISIL Ltd. Spitzer settlement, and exchange-fundedresearch. However, independentresearch
thatis structured asaninvestmentrecommendation (ofthe ‘buy/sell/hold’ variety) has struggled for business viability
inthe presence of free research from brokers and investment banks.

Consideringthis scenario, SEBlinJanuary 2006 introduced a grading system for Indian equity IPOs. The objective
wasto encourage independentresearchinto the equity market, capitalising onthe high disclosure levels already
prevalent. The gradingwastobe donebyratingagencies, sinceratingagencies areindependentoftheissue-selling
process, andtheir proficiencyinanalysiswould give investors an expertopinion. To better understand the mechanics
and utility of the IPO rating process, IPO gradings were assigned to 20 equity issues by three rating agenciesina
pilotprojectinthe second half of 2006. Taking on board the learnings fromthis pilotexercise, SEBImade IPO grading
mandatory in April 2007 for all issues where offer documents were filed with SEBI after April 2007.

Definition of IPO grading

IPO grading represents an overall assessment of the fundamentals of the issue, graded in relation to other listed
equity securitiesin India. The grade isassigned on afive-point scale, with 1/5 representing poor fundamentals, and
5/5 representing strong fundamentals. The grade facilitates comparison of fundamentals between companies,
irrespective of size orindustry. Each IPO grading is accompanied by ashortrationale detailing the reasons behind
the grade assigned.

The place of IPO grading in the investment process
The generic components of any investmentdecision consist of an analysis of fundamentals, an analysis of returns/
pricing, and an opinion on suitability for the investor (see Chart 1).

Chart 1: Components of an investment decision
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Sincethese componentsfolloweach otherchronologically, itisusefuliffundamentals are analysedinamannerthat
facilitates the pricing decision; this analysis also needs to enable investorsto clearly understand if the investments
fittheirinvestment objectives and needs. Chart 2 below gives a schematic representation of this concept.

Chart 2: Order of analysis of components of the investment decision
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The bond marketuses ananalysis offundamentalsinacomparative framework (creditrating) that easily dovetails
into the pricingdecision (where a clear relationship between creditrating and pricing emerges). These components
together presentaclear choice to the investor across, say, ‘speculative’ bonds and ‘high safety’ bonds.

IPO grading seeksto learn from rating practices in the bond market that have worked well for close to 50 years. It
disaggregatesthe equityinvestmentdecisionintoits components, each of which are analysed separately.

Fundamentals defined: CRISIL’s IPO Grading framework

AnIPO gradingrequires afairly clear delineation of that frequently talked about but often amorphous concept called
‘fundamentals’, inthe context of equity investment. CRISIL has arrived atthe constituents of fundamentals, based
onextensive interactions with participants inthe equity markets—such as corporates, merchantbankers, and banks
—anditsunderstanding ofthe Indian market. CRISIL’s IPO Gradingis arelative assessmenton these constituents
ofequityfundamentals, whichinclude:

. Management capabilities
— Experience, consistency of performance, success of past strategies

e Businessprospects
— Industry: growth prospects, degree of competition, regulatory environment
— Company:revenue growth, market position, operational efficiency/cost control

«  Corporate governance

— Boardfunctioning and composition, governance processes, transparency and disclosure levels, to
ensurethatall benefits and risks of the business are equally shared by all categories of shareholders

. Financial performance
— Accounting quality: bringing disparate treatment ofitemsto acommon level
— Profitlevels and growth, return on equity, financial flexibility

e Otherfactors
— Trackrecord oncompliance and litigation, capital history
— Otherdetails: Stature of auditor, lead manager, listing arrangements




Benefits of IPO grading
An IPO grading offers the following benefits to investors:

1. Disaggregatedanalysis ofthe components ofthe investmentdecision andtheintroduction of fundamental
analysis for its own sake will improve the efficacy of the equity investment process.

2. Presentingthe analysis of fundamentalsinaframeworkthatis comparable across companies andindustries
facilitates the emergence of a clearer relationship between fundamentals and pricing than is currently
possible.

3. Anindependentopiniononfundamentalsfromaninformedandindependentagencythatisnotlinkedtothe
placement ofthe equity issue will enhance the quality ofinformation available to investors.

4. Thegrading rationale succinctly presents all the information that is relevant for an investor.

CRISIL believes that IPO grading adds value for issuers too, as it prepares them for investor scrutiny by asking
guestionsthatinvestorstypically ask of apubliccompany. Inthe pilotexercise, the sevenissuersthat CRISIL graded
were unanimous intheir opinionthatthey foundthe experience of undergoing an IPO grading value—adding, and ‘a
good learning experience’.

Caveatemptor
While discussing the benefits of IPO grading, it is also useful to understand that it is not:

1. Arecommendationtoinvestor notinvestinthe graded security
2. Avaluation of the equity offering — present or future

3. Anauditoftheissuer

4. Aforensic exercise that can detect fraud

Myths regarding IPO grading
CRISIL believes that some of the criticism of the concept of IPO grading and its utility arises out of incomplete or
erroneous understanding ofthe methodology. Afew oftheseissues are discussed below:

1. IPO grading is based on past performance.
CRISIL'sIPO Gradingis based entirely onthe assessment of expected future performance, taking into account
the business plan ofthe company’s managementas CRISIL understandsit. CRISIL subjectsthe business plan
to extensive reality checks based on its understanding of industry and market dynamics, management
capability, and the management’s track record of translating intentions into action. Past performance will be
studied only to the extent it acts as an indicator of future performance.

2. The size of the issuer is a constraint in getting a high grade.
The size of the issuer is taken into consideration only to the extent that it has a direct influence on the
competitiveness of the company orimpactsiits future growth. Therefore, a high grading could be assigned to
asmallcompanyinarapidly-growing business area.

3. IPOgrading is an investment recommendation.
No. Investment recommendations are expressed as ‘buy’, ‘hold’, or ‘sell’, and are based on a composite
comparative assessment of - fundamentalfactors’ (such as business prospects and financial position),  market
factors’ (suchasliquidity and demand/supply), and currentprice.

IPO grading addresses only one of the above three: fundamentals. Investors have to use this as an inputin
relation to price, keeping in mind the question of suitability to their needs. Only then should an investment
decision be made. Toillustrate, an IPO graded 5/5 would not be an attractive investment opportunity if the
valuationwas very high.

4. IsIPO grading the same as issuer credit rating?
Thoughthe basic elements ofthe analysis thatgoesintoissuer creditratingand IPO grading are the same, the
orientation ofthe analysis and, therefore, the outcomes, are very differentas the assessmentis done for different
objectives.

Credit rating assesses fundamental factors from a debt-holders’ perspective, which is distinct from — and
sometimes opposite to—an equity-holders’ perspective. Forinstance, some companiesraise far more equity
through IPOsthanthey need, and hence suffer depressed return on equity (RoE); such companies are likely




to be assessed unfavourably in the IPO grading exercise. However, they are likely to be assessed more
favourablyinacreditrating exercise, as equity cushions debtrepayment. Likewise, afinancially aggressive,
risk-taking management style could be a negative in a credit rating assessment: debt investors do not getto
participate inthe higherreturns arising out of risk-taking by the management, but are exposed tothe downsides
ofany high-risk ventures.

This distinction of objectives also means that the relative emphasis on the elements is very different in IPO
gradingand creditrating. Forinstance, the assessmentof corporate governance while evaluatingan IPO grading
would tend to assume amuch more pervasive character than in creditrating, as it affects the ability company
to dealwith all its stakeholders in a sustainably value accretive manner.

Giventhesedifferencesinanalyticalapproach, CRISIL doesnotcarry outIPO gradinginits creditrating division.

5. The grading agency’s opinion is not independent because the issuer pays for the grading.

Experience fromthe bond market, where issuers pay for creditratings, indicates that the existence of this conflict
doesnotbyitselflead tolax standards. Thisis because the reputation of the grading agency would play a crucial
roleinthe perceived value of the grading. Although the company pays for the grading, itis the investor who will
useit. Like any other productorservice, the value ofthe grade would depend entirely onthe perceptions ofthe
investor. Consequently, people wouldinvestonly in IPOs carrying gradings that they find objective, independent,
and analytically rigorous. Thus, grading agencies would have a strong incentive to maintain theirindependence
due to the reputation risk arising out of lax standards. CRISIL also ensures that the grading is free from any
individual bias by using a multi-layered process for assigning the grading, where the facts underlying every
grading are deliberated in a grading committee. In addition, the team that works on assigning the grading is
completely separate fromthe business developmentteamthat originates the assignment.

6. Comparing companies making an IPO to all other listed companies in India is ‘unfair’.
IPOgradingisaimedtoaidtheinvestor. Theinvestible rupeeisfungible across both companies makingan PO
and secondary marketcompanies. Therefore, if IPO grading is to meetinvestors’ needs, companies making
IPOswould needto be comparedwith allcompaniesthatare potential investment equity options forthe investor,
includingcompanieswhose sharesarealreadytraded.

The way forward

CRISIL believes that, over time, CRISIL IPO Grading will emerge as a useful valuation tool for equity shares just
as creditratings are used for the valuation of bonds. Once a sufficientnumber of gradings are assigned, the market
will develop robust ways of linking the grades to the price of the equity issue just as the market has developed a
robustrelationship between creditratings and bond prices.




