Initial Public Offerings

Despite the significant institutional and legal differences that exist across
countries, the last few years has witnessed the establishment of book building
method as the default mechanism for conducting an initial public offering
(IPO)*. Close to 80% of non-US IPOs were marketed using book building? .\What
led to this trend? Is it there because of its efficiency or is it just an outcome of
the attempts to duplicate what the developed countries (read USA) follow?
This paper,onthebasis of varioustheoretical studiesin thisfield, triesto find
answerstothe above questions.

The study is divided into four parts. Part one discusses and compares the
various mechanismsfor conducting an IPO. Parttwo discussesin brief the way
inwhichthebookbuilding processgained groundinthe non-UScountries. It
alsodiscussesthelegal framework for going publicthroughthe book building
process for the selected countries. The focus then shifts to the efficiency of the
various IPO processes in the next section. The last section before concluding

AK.Batra delvesuponthepolicy implicationsofthe discussed inefficienciesand suggests
Wholetime Member some recommendation.
Securitiesand Exchange Board
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1.Going Public- The Alternatives

Various methodsexistto go foran Initial public offering (IPO). Broadly, they can be categorized as traditional
andnon-traditionalmethods® . The first category comprises of the auction method and the fixed price offerings.
Book building and the hybrid offerings constitute the other category.

1.1 The Mechanisms Theauction methodwas popularinmany countrieslike the UK, Japan, France and others
before the process of book building became popular. Though variants of this model exist in the form of single
price auction, discriminatory price auction etc. acommon feature in all is that price and allocation is made
according to some pre-set rules after indication of interest is received from the prospective buyers.

Theuniform priceauction or thesingle priceauctionas practiced in French IPO market* involvessubmission
of quantity/ price bids by the investorsafter the issuer and the underwriter has declared aminimum price. Based
onthebidsreceived the regulatory authority computes acumulative demand curve. The underwriter and the
issuer then negotiate with the regulatory authority to reach at the offer price and the maximum price. All bids
above the maximum price are eliminated and investors who placed their bids between the offer and the
maximum price are allocated shares on a pro rata basis.In the discriminatory (pay- what- you- bid) auction
procedure, which was made compulsory in Japan between 1990 and 1997 after the Recruit Cosmos scandal,
shares are allocated to highest bidders first until either the entire allocation is exhausted or the minimum bid
valueisreached.®

The other traditional method known asfixed price offeringsisdifferentfromtheauctionmethodinthesense
that issues are priced without first soliciting investor’s demand. Price discovery mainly takes place in the
aftermarket. Insimpler words, first, the underwriter chooses an IPO price® and then orders of the investorsin
the form of bids are collected. If the issue is under-subscribed, then all bids can be met in full with the
underwriterstakingup any unallocated shares. However, ifthe issue isover-subscribed then someallocation
ruleisnecessary. Theseallocation rulesreflect regulationimposed by the securities regulators. These rulescan
befairallocationrules, whichrequireallbidstobescaled downtoproratauntil supply equalsdemand. Typically
(notnecessarily),suchrulesalso require thatbidders pay inadvance for partorall of the sharesthatare ordered.
Thisisdoneto limit the extent of strategic over bidding’ . Sometimes unlike the fair allocation rules, a country
can allow discrimination in favour of investors who bid for limited number of shares, specifically the retail
investors. Randomallocationrulesisyetanother way toallocate sharesinthis mechanismwhere the investors
are essentially chosen by lottery.

Thethirdalternative or thebook building procedure like the auction method assesses the market before fixing
up the prices. Itinvolves three distinct steps. After the appointed underwriter sets an initial price range, road
shows are organized to publicize the imminent offering. These road shows help to raise interest as well as to
reduce information asymmetry among the various categories of investors. In the second stage, the investors
submittheirnon-bindingorders/indication ofinterest to the merchantbankers. These bids provide theissuer
with valuable information about the market demand of the concerned security as well as the prospects of the




firm. These indications of interestare called abook and the process of polling potential investorsis called book
building.

The indications can take a number of forms. Leastinformative are thestrike bids. Itsimply means that that the
bidder is prepared to take a given number of shares at any price within the initial price range. In other words,
the bidder presents the investment banker with acompletely inelastic demand curve, leaving it to others to set
the price. More informative are the limit bids, where the bidders submita price-quantity combination. Asingle
investor might submit a number of limitbids-sometimes known as step-bids-which amounts to revealing that
investor’sdemand curveasastep functionto the investmentbank. Generally, investors can submitbidsatany
timeuntilthebook closes,and are freeto revise, or even cancel, their bids. If, during the process, itbecomesclear
thatdemand is either very strong or weak, the price range can be revised and new bids can be invited from the
investors. In practice, it will usually be necessary that to submit the price bid to the regulatory authorities.

In the last stage, the underwriter fixes up a price with the help of the demand curve constructed from the
information contained in the bids. This information is also used to decide the final allocation of the shares.
However, the important pointto be noted here is that the final price is not determined by mechanistic crossing
ofthe supply and thedemand curve. Theinvestmentbanker, in consultation with the issuing companies retains
considerablecontrol overtheissue priceandallocation. Thisdiscretion enjoyed by the investmentbankers sets
apartthebookbuilding procedure fromthe rest of the mechanismsas mentioned above. Thisaspectisalsoone
ofthemostcontroversial aspects of the book building procedure;in part, because notall investorsare abletotake
partinthisthe process?.

The above three methods are the basic ways to go for an IPO. When two of the above-mentioned methods are
combined then it results inhybrid offering. There have been hybrid auction/fixed price and hybrid auction/
book building IPOs , but by far the most common combination is book building/fixed price offer. For most
hybrids, bookbuildingisusedtosetthe priceandallocate sharestoinstitutionaland foreign investorswhile fixed
offer is reserved for local retail investors who do not participate in the price setting process.

1.2 What sets them apart? Though, sometimes it may appear that there is an overlap in the above procedures,
there exists firm grounds of distinction amongst them. These features, which distinguish the processes (in the
context of the three basic procedures), are discussed below.

Role Of Different Actors-Fixed price and auction mechanismsare investor driven mechanismaimedatgiving
significantdecisiontoinvestors. Comparably, the investors play agreater roleinthe auction mechanismbecause
thefinal priceand theallocation, though dependentonthe pre-setrules, are ultimately determined on the basis
ofdemandasindicated inthebids received fromthe investors. In case of the fixed price mechanism, the investor’s
bid play role in the allocation of the shares as the prices are fixed before hand.

Insharp contrasttothe above two procedures, the book building mechanism givesalesser role to the investors.
Theunderwriter hasfull discretion over the pricingandallocationdecisions.

Thefinal price, despite having agood ideaabout the demand for the shares on offer, is not determined by the
mechanisticcrossing of supply and demand. Underwritersdecide the priceandrelatively little isknownabout
howthe merchantbankers use theinformation inthe book. They tend to keep their books shuttothe outsiders®.

He also hascontrol over theallocation of sharesand can refuse any order. Thisisin contrast,asauctions require
allocationsinresponsetocurrentbidsaccordingtosome presetrules, withoutregardsto the pastrelationship
between certainbiddersand theauctioneer. The fixed price offer alsonormally includes “fairness” rule, which
limits discrimination. To be brief, investors’ bid represents acommitment in the last two mechanisms while it
is justan indication of interest in the former.

Degree of risk - The degree of risk varies from one process to another. Auctions are the most risky as the final
priceand level of subscriptionremainsuncertaintill the lastmoment. Anissuersimply setsthereservation price
and waitsto see whathappens.

The fixed price offerings are less risky as the price is known from the beginning. The pay in advance feature
offixed price (ifitisthere) allows ordersto be collected from many unknown investors withoutarisk of subscriber
defaults. Itthusguaranteestheissuer aspecificlevel of proceeds afeature thatmightappeal torisk adverse issuer.

Thebookbuilding procedureliessomewhereinmiddleasitislessrisky thantheauctionsbutare notascertain
asthefixed price. Thisis sobecause in this case once the final allocations are decided upon, the investors who
participated are contacted to confirmtheir bids. Till that pointthe bids are notlegally binding. The probability
of defaultersubscribersis highand may lead tosituationswhere the issuerisunable to raise the targeted amount.

Evidencesalsosuggestthatauctionssell fewer sharesincomparisontothebookbuilding. Thisinturn implies
thatexpected proceeds fromthe sale of sharesaresstrictly higher forbook building, holding constant theamount
spentoninformationacquisition*. Thus, for risk averse entrepreneursthat have anenormousinvestmentin their
company, the reduced risk of book building may be attractive.

Cost Involved- Any IPO mechanism involves both direct and indirect costs. Thedirect costsare very similar to
fixed cost and result due to the costs of marketing, legal and auditing work etc. They involve considerable




economies of scale as the costs of going public, expressed as percentage of the fund raised, tend to fall with the
size of issue. Indirectcostsare associated with under pricing. Thatis, the sharesin companiesthat go publicare
offeredtoinvestorsat prices considerably below the price atwhich they subsequently trade on the stock market.
Consequently, the initial owners have to “leave money on the table” for the investors who purchase shares.

Book building isthe mostexpensive mechanism as far asthe direct costis concerned. Fixed price isalow cost
way to distribute shares to retail investors as it avoids the high fixed cost of road shows (road shows are only
associated with the book building process). Moreover, the fees of underwriters are higher when book building
is used than with auctions or fixed prices.

Indirect cost in the form of underpricing is associated with all mechanisms of IPOs (Loughran, Ritter and
Rydquvist, 1994 reportthatunder pricing occursvirtually inall IPOs). Infact, itisan obligatory costtothe issuer.
However, the degree of under pricing differs from on method to other. Most of the papersargue that while book
buildingisassociated with highestlevel ofunder pricing, theauction method resultsinthe lowestlevel of under
pricing (this topic would be dealt in detail afterwards).

So in brief, the features can be broadly summarized as following:

Basis of distinction/Method Fixed price Auction Book building

Price determination and Prices at which the securities Though price depends on the Offer price conditioned

dependence on the investor’s bid. are offered are known in advance indication of interest, pricing on the indication of
to the investors. It does not depend rule is pre defined. Prices are demand received. No
on indications of demand received not known in advance and are pricing rule exists. Final
in the bids. fixed up only after the bids are prices are known when

received. the final prospectus is
published.

Demand Can be known only after the closure | Can be known only after the Can be known every day
of security. closure of security as the book is built.

Payment It can require payments to be made Payment only after allocation. Made only after allocation
at the time of subscription wherein of shares is made.
refund is given only after allocation.

The main player Investors are important as their bids | Investor’s bids are important Underwriters are the most
decide the allocation according to the | as prices as well as allocation important as they have
pre defined rules as set by the of shares are decided on the sole discretion in pricing
regulatory authority. basis of bids. as well as the allocation

of shares.

Road shows Not an integral part. Not an integral part Integral part of the whole

process. Purpose is to
collect information about
investor’s interest in that
offer at the indicated price
range and then use it to
arrive at the final price.

Cost

A) Direct Cost. Road shows are absent and the Underwriters’ fees less in Highest on account of the
underwriter’s fee is low. The comparison to the book underwriter’s fees as well
resulting direct cost is thus low. building process but greater as road shows.

than fixed price process. As

road shows are also absent here
direct costs are greater than fixed
price but less than book building
process.

B) Indirect Cost Under pricing higher than auctions Least in comparison to the other | Highest under pricing
but less than the book building methods. observed.
procedure.

Allocation rules. Pre set rules prevents discretionary Allocation rules are pre set. Discretionary allocation
allotment. Contracts are binding and | Past relation ship do not play as allocation depends on
allocations made on the basis of bids | a role in the allocation process. the investment banker.
submitted.

2) The Rise and Demise of Mechanisms
Therehasbeenamarked change inthe techniques used to take companies publicin many countries. In particular,
the book building technique, which is primarily aUS phenomenon, has spread to many countries.

The initial impetus for the spread of book building was the wave of privatizations, which were first made
fashionable by Margaret Thatcher of the UK. Until the mid-1980’s, auctions were frequently used toconduct IPOs
inthe UK. AccordingtoJenkinsonand Ljungqvist (2001),in 1983, 15 of the 24 public IPOs (excluding the large
number of placingsthat public cannotgenerally subscribe) were conducted by auctions (known atthattime as
offers for sale by tender). However, no private sector IPOs by auction have taken place in the UK since1986,




althoughapartoftheBritish Airports Authority (BAA) privitasationin 1987 wasconducted viaadiscriminatory
priceauction. Thoughthereasonsforthe demise oftheauctionsinthe UK are unknown, itiscertainthatitwas
not caused due to the introduction of any regulatory impediments.

InJapan regulatory changes in the wake of the Recruit Cosmos Scandal made auctions compulsory for IPOs
between 1990and 1997. The Japanese systemwas interesting during this period inthe sense thataformal auction
was used for a portion of the issue, and the price determined by the auction was then used to fix the price for
therestof theissue. In 1997, when it was permitted to select either of the pricing method, the Japanese market
quickly changed to hundred percentbook building, even though the auction method was available officially.
Auctions were also used in other countries like Italy, Portugal, Switzerland in 1980s and Singapore in 1990s.
However, they wereabandoned gradually after otheralternativesbecameavailable. Regulatory compulsion has
stillkepttheauction mechanismin practiceinfew countrieslike Taiwan, Israel etc. Franceisthe only European
countrywhereauctionsstill existby the name ofoffer a’ prix minimal. Infact, itisunique, asall the three procedures
co-exist in the primary market.

Though the fixed price method is very common world wide, itis used less particularly for larger issues and
moreactive markets. Thisisevidentfromthe documentation of the global trends in the IPO process by Bierbaum
and Grimm (2002)(Refer Table2).

Table?2
Country patternsin IPO methods
Book Building Public Offer Auction
Used atleast| Dominantor| Hybrid Usedin | Usedtoday Used today
sometimes | gaining BB/POused| Past (notincl.
popularity hybrids)

Europe
Austria yes yes yes yes ?
Czech Republic yes yes ?
Finland yes yes yes yes yes
France yes yes yes yes occasionally
Germany yes yes yes yes
Hungary yes yes yes yes yes
Ireland yes yes yes yes
Italy yes yes yes yes
Netherlands yes yes yes yes
Norway yes yes yes yes occasionally
Portugal yes yes yes yes yes
Spain yes yes yes
Sweden yes yes yes yes yes
Switzerland yes yes yes yes
United Kingdom yes yes yes yes yes
N. & S. America
Argentina yes yes yes
Barbados yes yes
Brazil yes yes ? yes yes
Canada yes yes yes
Chile yes yes hybrid
Mexico yes yes ?
Paraguay yes yes
Peru yes yes yes yes yes occasionally
United States yes yes yes occasionally
Asia/Pacific
Australia yes yes yes yes
Bangladesh yes yes
China yes yes yes yes yes
Hongkong yes yes yes yes yes
India yes yes yes yes
Indonesia yes yes




Book Building Public Offer Auction
Used atleastf Dominantor| Hybrid Usedin | Usedtoday Used today
sometimes | gaining BB/POused | Past (notincl.
popularity hybrids)
Japan yes yes yes
Korea yes yes yes yes
Malaysia yes yes
New Zealand yes yes yes yes yes
Philippines yes yes yes
Singapore yes yes yes yes
SriLanka yes yes
Taiwan yes yes yes
Thailand yes yes
Africa/Middle East yes
Kenya yes yes
Israel yes yes yes
Jordan yes yes
South Africa yes yes yes
Turkey yes yes

Table2summarizesthe IPOs methods used in various countries. Itcan be seenthatboth public offersand book
building are commonly used worldwide, while auctions are rare. In all the developed capital markets, except
Singapore, book buildingisthe dominantmethod orisgaining popularity. Table 2showsthat thereisnoteven
aonecountrywhereauctionsare dominanteventhoughbook buildingis freely available. Infew placeswhere
auctionsarestillusedfrequently, thereare legal restrictions on the book building method. Hybrid book building/
public offer is more popular than “pure” book building.

Itshould be however keptin mind that though countries may have book building as the main mechanism for
conductinga PO, the frameworkwithinwhich itoperates differsfrom one country toanother. Oneinstancein
thisregardisthe participation ofthe retail and institutional investors in the bookbuilding efforts. In India, retail
participationisencouraged and the issuing company has to offload a certain percentage of the shares in their
favour. However,in USAtheretailinvestorsdo nothave anyrole to play inthe process. Theissuersallocate all
sharestotheinstitutional investorswho inturnallocate themto the retail investors. Variousother differences
existbetween the frameworkswithinwhich the book building efforttakes place. One thus needs to remain careful
while drawing comparisons betweenthem.

3. The Question of Efficiency

3.1 Why isthis question important? The question of efficiency in case of IPO processes has been the subject of
considerableacademicresearch. Itis necessarytoaddressthisissue because thisefficiency/inefficiency hasan
impact onthe economy aswell as on the company that floatsan IPO. On the macro level, if the primary market
isefficientthatisgoing publicisinexpensive and easy, the availability of equity finance will increase and its cost
will be lowered. Additionally, ithas been observed thatalthough considerable international variations exist,
majority of companies raise external equity finance only once-at the time of IPO. Thereafter they tend to rely upon
retained earnings and debt to finance their operations and the importance of stock exchange as a source of
additionalfinance becomeslessimportant. Thus, itisnecessary thatboth should gainthe maximumfromtheone
time process in the lifecycle of any company.

3.2 Manifestation of Inefficienciesinthe IPO Process Two apparent empirical anomalies namelyunderpricing
and long run underperformance exist in the case of IPO process.

Whatisunderpricing? Underpricing occurswhenthe sharesofacompany thatgo publicis offered to investors
at a price much below the price at which they subsequently trade on the stock market. It raises cost to the
companies, as they have to leave money on the table for the investors who purchase shares at the IPO. For
instance, if acompany sell shares equivalent to 20 percent of its total equity capital and if they are priced 10
percent below the market price then the amount left on the table is 2 percent. However if entire equity capital
were sold through IPO then the loss would be 10 percent.




The Plausible Reasons: Limited amount of undrepricing is expected because of two reasons. One is that any
changeinthe portfolio requires expenditure in the form of transaction cost. Thus, ifaninvestoristo be enticed
tochange her portfoliosome amountof discountinthe form of underpricingisrequired. Itcan be also interpreted
asareturnforbearingrisk. There isarisk that the market price may fall after below the issue price. If IPOs were
priced with zero discount then the risk averse investor would prefer to trade in the after market. Hence an
incentive needs to be given to this section of the investors. But empirical findings show that underpricing is
typically too large to be explained in this way.

What is long run underperformance? Long run underperformance occurs when relative to other quoted
companies, investorsappear to lose out by continuing to hold the shares of companies that have recently gone
public. Thus, any initial gain due to underpricing iswiped off. Itisof concern because itlastsforalonger period
and ultimately results in abnormal negative return over the period. Some studies suggests significant poor
returnsuptofiveyearsaftertheinitial flotation. In case of initial underpricing one can think of reasonswhy one
might want to place the issue at a lower price. But if a recently listed firm performs worse than expected
consistently, thenthere must be somethingamissinthe way inwhichriskand performance is measured or with
theasset pricing theories used to form expected returns. Economists till now do not know the causes responsible
for the long run under performance of the IPOs.

Why are these two patterns inefficient? It is so because both violate the fundamental tenet of ‘no arbitrage’.
Accordingtothis, the existence ofany systematic trading should be at best, transitory in nature. Thatis, if long
rununderperformance exists, then investors, inordertoavoid losses, should sell the sharesalmost immediately
they starttrading. In thisway investors, fortunate enough to be allocated shares at the IPO would benefit from
the underpricing and would also not suffer the losses due to long run underpricing. This trading rule will be
highly profitable. However, what perplexes economist is that despite the existence of such profitable trading
opportunities, investorshold ontotheirallocations.

3.3Empirical evidencesonthetwoanomalies

Underpricing impliesonone hand profitfor those investors lucky or privileged enough to obtain stocks in the
offering and on the other hand, an opportunity cost of going public for the owners of the company. This
phenomenon exists inevery nation irrespective of the mechanism adopted.

Which method is efficient of alI?One of the studies on comparative evidence of IPO underpricing fromalarge
number of countries categorized under three heads-the USA, other developed countries and the emerging
markets throws up some interesting results. It shows that first day premium typically averages more than 15
percentinindustrialized countriesand 60 percentinemerging countries. Italso indicates that countrieswhere
auctionisusedforinstanceinFrance, Israel etc. the degree of underpricingisvery less.ltalsoindicatesthatfixed
price offerings lead to higher underpricing in comparison to the book building procedure.

Variousexplanationsexisttoexplainunderpricing isthe IPO mechanisms. Itisneeded in fixed price offerings
tocompensate the uninformed retail investors forthe winner’s curse they face asinformed investors crowd them
outofgooddeals (Rock,1986). While winner’scurseisnotaconcerninbook building-because the underwriter
solicits investor information prior to pricing—adiscountisstill required to reward investors for surrendering
information (Benveniste and Spindt, 1989). Several papers have compared, in theoretical settings, the underpricing
required under two methods, and consensus finding has been thatbook building requires on average a lower
discount(e.g.,Benvensiteand Wilhelm,1990, Spattand Srivastav, 1991, Benvensiteand Busaba, 1997,and Biais
and Faugeron-Crouzet, 2001). Wommack and Derrien (2001) compare the degree of underpricing associated
with the above-mentioned mechanisms in the French stock market as all the three mechanisms are used here.
Using 1992-98 data, they conclude that auction procedure is associated with less underpricing. The result is
consistentwiththetheoretical work by Biais, Bossaertsand Rochet(1996) who suggest thatauction is optimal.

On the other hand Benveniste and Spindt(1989) suggest that American bookbuilding procedure is more
efficientasitencouragesinvestorstoreveal their beliefsabouttheissue’svalue, atacostofinitialunderpricing.
Welch (1992) focuses on the fixed price procedure used in some European countries and shows that this
procedure can cause informational cascade investors who observe the investment choice made by previous
investors can update their beliefs about the values of the issued shares. This possibility forces issuing firms to
underprice their shares, choosing price that is likely to create a positive informational and price cascade.
Ljunggvist,Jenkinson, Wihelm(2000) analyse both directand indirect costs (associated with underpricing) using
aunique dataset containing information on 2051 IPO in 61 non US markets during the period 1992-99. They
conclude that compared to fixed price offers, bookbuilding efforts though more expensive produces far less
underpricing. Thisbenefitwas more pronounced whenthe marketincluded USinvestors, when USlisting was
soughtandwhen USbankswereapartofsyndicate. Table 3givesasummary of equally weighted average initial
returnon IPOsinanumber of countriesaround the world. Thisinternational evidence shows thatcountries using
fixed price typically have more underpricing than countriesusing bookbuilding procedure.

Aseminal study by Ritter(1991)found evidence of substantial negative abnormal returns over longer time horizon;




acomprehensive sample of 1,526 UScompaniesthatcameto the marketbetween 1975and 1984 underperformed,
control firmsofasimilarsizeand inthe same industries by some 29 percent after three years oftrading. Another
study showsthatexcept Malaysia, Singapore, Swedenand Turkey, inother countrieslong run marketadjusted
returns, typically measured over athree-year investment horizon, are negative. These findings are consistent
with the viewthat new issuesare profitable investmentopportunity ifboughtat floatation and that they should
notbe held muchbeyondthe firstfewweeks or monthsoftradingand if possible should be shorted to profitfrom
the negative return drift. One of the interpretations for the long run underperformance is that firms go public
after period of fast growth that they are not able to sustain after floatation. This result in negative after market
returns. Another reason could be that investors are sometimes over optimistic about the prospects of a firm
coming to the market. This will only constitute a minority of the total investors present. But this small number
of investors are able to absorb the firm’s entire float. Thus the resulting price would not reflect the opinion of
the market as a whole but of the minority shareholders. This results in initial price jump but as there is a
convergence inthe views ofthe investorsthetrading pricefallsand declines overtime asinformation poursover.
Another reason could be related to measurement problems.

Evidencesinthiscasearenotlargeincomparisontotheevidence ontheunderpricing. Infact, theeconomists
arethemselves notsureaboutthe reasons responsible for thisphenomenon. Thus,acomparisonintermsofthe
different processesisdifficult.

Asfar asthe direct cost (indirect cost is associated with underpricing) is concerned however, bookbuilding
appearstobe moreexpensive. It may be dueto higherunderwriter’s fees, roadshow expensesetc. Chenand Ritter
(2000) reportthatfor almost90%of IPO raised between $20 million and $80 million have agrossspread of exactly
sevenpercent. Outside USA Ljungqvist(2000) analysed the grossspread of around 1000 bookbuilding effortsand
600 fixed price offers. Once factors like issue size , US listing , US marketing and specific country effect were
controlled for, bookbuilding efforts costed about 1.3 percent more than fixed price offers. The general result
found by Ljungqvistet.alare that Anglo capital markets have asignificantly lower costs for average , while the
costs of IPO in Germany, Sweden, Italy, Japan, Canadaare significantly higher than average.

One of the most controversial issues related to the three processes is related to allocation of the shares. A
number of empirical papers provide insight into the allocation outcome of the IPOs. As mentioned above the
allocationrulesare presetinthe othertwo processes (fixed price and auction procedure namely). Thus, question
ofdiscretionaryallocation relatesto the book building procedure only. Itisusually said thatbook building leads
todiscretionary allocation as it gives the underwriters a lot of discretion in the allocation of shares.

Ljungqvist and Wilhelm (2002) find that institutional investors are favoured in IPO allocation but that
underwriter’sdiscretionenables issuersto minimize the level of underpricing. Cornelliand Goldreich(2001) find
thatinvestmentbanker awards more sharesto bidderswho provide informationintheir bids.Regularinvestors
alsoreceive favourableallocations, especially whenthe issue is heavily oversubscribed. Inanother empirical
reasearh by Jenkinson (2001), it has been shown that underwriters and lead managers favour the frequent or
repeatedinvestorsandhighquality'® investors. Benveniste and Spindt(1989) also argue that by notannouncing
theallocation rule, the investment banker can use hisdiscretion to reward regular investorswho actas aform
of insurance by buying shares in both badly received and well received issues.

Inhissurveyof European IPO market, Ritter (2003) summarizesthe viewpointsintothree categories. The pitch
bookview, namedbecauseitisfoundinalmostall pitchbooks (set of slides used by underwriterswhentheyare
making presentation to the issuing firms explaining why this underwriter should be hired as the lead
underwriter) states thatunderwriters will use the discretionto allocate shares to institutional investorswhoare
likely tobuy and holdinvestors. Academic viewsstatesthat regular investorswill be allocated sharesinreturn
for truthfully revealing their estimate of share value. The profit sharing view, exposited by Long and Ritter
(2002,2003) states that underwritersallocate hot IPOsto investorsin return for commission business. The more
money that is left on the table, the higher is the profits that the underwriters receive from the resulting
commission business.

4. Policy Implications and Suggestions
The above three patterns have importantimplications for the policy formulation.

Discretionary allocation onthe surface may seemto be unfairtoasection of theinvestors, especially theretail
investors. However according to research, it is a reward for revelation of information. Any company in order
to go public needs to get itself valued in the market. This information is important and as there exist no free
lunches in this world, the investors revealing this information need to be compensated in the form of better
allocation. Ifthey are not rewarded itis possible that they will notbe willing to part with their information next
time. Dealing with largenumber of retail investorswill alsoincrease the costofthe issuers. Thus,,any regulation,
which tries to make allocation more favourable to retail investors, without weighing the cost and benefit
associated with it would hamper the capital raising process asthe retail investors neither have the expertise nor
the financial capabilities to arrive at the true value of the company. Thus, importance should be given more to




the issue of efficient valuation rather than the issue of ‘equal treatment’.

Underpricingand longrununderperformance could be reduced if disclosures normsare made morestringent.
This is so because one of the most important reasons for the above two patterns was information asymmetry.
More disclosure would reduce this information gap. According to Jenkinson and Ljungqvist (2001) one of the
waysto reduce underpricing isto make the underwriter’sfees contingenton the excessive level of underpricing.
Asinvestorsrequire incentive to participate in the IPO process atarget level of underpricing of say 0-5 percent
shouldbe permitted. Ifundrepricingislargethenthe underwriter’scould be made to pay moneytothecompany.
Along with this, economies should try to disintermediate the process via the internet. This will help to reduce
the whole process transparent. It would also reduce the direct cost of conducting an IPO by reducing the
distribution, monitoring cost etc.

Many theoristssuggeststhatasauctionsleadtolessunderpricingand are aheavily disintermediated process,
policy formulators should design IPO auctions to promote information production and overcome strategic
behaviourby large investors.

5. Conclusion

The bookbuilding procedure inanumber of ways is better than the other two processes. There is no doubt that
itstillhasalongwaytogo,as many improvementsare desirable and expected inthe future butfew ofits features
have given it an edge over the others.
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Francois Darien and Kent I. Womack(2001): “Auction vs. Book building and control of under pricing in hot IPO markets

This classification rests on what was more popular in the past and what is in practice in the present.

Francois Darien and Kent I. Womack(2001): “Auction vs. Book building and control of under pricing in hot IPO markets.”

Kaneko ,Takashi, and Richard H. Pettway(2003): “Auctions vs. Book building of Japanese IPOs.”

This price is most probably reached by gathering information from the potential investors on a less formal basis in comparison to the book

building process ( Tom Jenkinson and Alexander Ljungqvist :Going Public- Theory and Evidence on How Companies Raise Finance-2

edition.)

7 Existence of such rules can lead to strategic behaviour by investors if it becomes clear that the issue is going to be extremely “hot”. In such
circumstance the rational response to pro rata allocation is to submit inflated bids for shares, in the hope of gaining a higher allocation.
Clearly, everyone has same incentive and the issue in this case can become hugely over subscribed. (Tom Jenkinson and Alexander
Ljungqvist: Going Public- Theory and Evidence on How Companies Raise Finance-2 edition.)

8 In most of the countries where book building is used , small investors are not included in the bookbuilding efforts, although a tranche of
shares may be reserved for the retail investors who then pay the price resulting form the book building efforts. This is done because it is not
feasible to invite and discuss issues with the large number of retail investors. Moreover, it is also true that retail investors are typically less
informed about the true value of the company than the professional investors.

9 The only exception is a study by Cornelli and Goldreich(2000).

10 High quality refers to the bidder who is likely to hold the allocated share for a long time(Benveniste and Spindt-1989)
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