Safety Net Arrangements — Curse or Cure?

Introduction
The economicturmoil
witnessed inthe global
economy over the
pastfewyearshasleft
its mark onthe Indian
stock markets. While
the country’s growth
continuedatadecent
pace (ascomparedto
other developed
nations), unfortunately
invest-ors lost
confidenceinIndiadue
to a number of
FOUnder&Sr.Partner reasons, inc'uding (|)
AZB & Partners uncertainty of the
political regime, (i) unprecedented volatility in the stock
marketsandthevalue oftherupee, and (iii) aperception
of systemic corruption.

The imperative of growth requires an increasing
proportion of savings being channelizedinamannerthat
would facilitate their deploymentinthe most productive
uses. It is therefore a matter of concern that doubts
oftenariseregardingthelikely real returns onfinancial
assets. Individuals tend to prefer physical assets like
gold or real estate. The falling of gold prices has also
played amajorfactorin diverting liquidity away fromthe
capital markets. Atpresent, thanksto political instability,
performance of the equity markets, inflation,
macroeconomicpoliciesand generalnegative perception
inthe international markets aboutthe country, the rupee
has suffered record lows. Looking at it practically, the
devaluation ofthe rupee could nothave happened ata
time worse thanthe present.

SEBI has been taking a number of steps to attract
retailinvestorsinthe capitalmarketssuchasintroduction
of the equity savings scheme, incentives for mutual
funds, separate plans for directinvestmentin existing
aswellas new schemesinmutual funds, expansion of
asset classes that can be held in dematerialized form
and so on. However, in order to mobilize savings into
productive uses, retail investors must have a strong
incentive to invest in financial assets such as shares
and debentures. Perhapsitis with this well-intentioned
purpose of safeguarding the retail investor that the
concept of the safety net arrangement has been
formulated by SEBI.

Safety Net Arrangement—An Overview

Asafety netarrangementis anarrangement provided by
anissuer of shares, pursuantto which a person (“Safety
Net Provider”) offers to purchase the shares from the
original retail individual investors (“RIIs”) at their IPO
issue price after the expiry of a particular period, in the
eventthe price of such share has fallen below the IPO
price. The basic intent of the safety net mechanism is
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to protect the investments of the Rlls in the IPOs from
over pricingofsuchIPOs, andthereby encourageretail
investment in the capital markets. A safety net
mechanismistherefore like amoney back scheme for
the original RlIs in an IPO.

Interestingly, the concept of a safety net mechanism
isnotanewone. Iltwasevenincludedin Clause 8.18 of
the erstwhile SEBI (Disclosure and Investor Protection)
Guidelines, 2000 (“DIP”). This clause stated that any
safety net scheme or buy-back arrangements of the
shares proposedinany publicissue shall befinalised by
issuer with the lead merchant banker in advance and
disclosedinthe prospectus, and shallbe made available
onlytoalloriginalresidentindividual allottees. Such buy
back or safety netfacility wasrequired tobe limited upto
amaximumofthousand (1000) shares perallottee and
the safety net mechanism was required to be valid at
least for a period of six (6) months from the last date of
despatch of securities. However, the provision of the
safety netmechanismwas optional and not mandatory.

MSP Steel & Power Limited (“MSP”)and Usher Agro
Limited (“UAL") provided a safety net mechanism to
their retail investors in their IPOs in FY 2005 and FY
2006, respectively. In MSP’s IPO, Microsec India
Limited, the lead managers to the issue provided the
safety netmechanism. Furtherthe safety netmechanism
was limited upto amaximum of 1000 shares per allottee
at the issue price of "10 per share and was valid for a
period of six (6) months from the last date of despatch
of securities.

InUAL's IPO, IDBI Capital Market Services Limited,
the lead managerstotheissue provided the safety net
mechanism. Further, the safety net mechanism was
limited upto amaximum of 800 shares per allottee atthe
issue price of ‘15 pershare and wasvalid foraperiod of
six (6) months form the date of allotment of equity
shares.

Currently, Regulation 44 of SEBI (Issue of Capital and
Disclosure Requirements) Regulations, 2009 (“ICDR”)
provides for a safety-net arrangement for specified
securities offeredinany publicissue in consultationwith
the merchantbankertothe publicissue. Such merchant
bankerisrequiredtoascertainthe financial capacity of
the person offering the safety-net arrangement and
ensurethedisclosures specified inthisregard in Part A
of Schedule VIl ofthe ICDR. Any such arrangementis
required to provide for an offer to purchase up to a
maximum of one thousand (1000) specified securities
peroriginalresidentretailindividual allottee atthe issue
price within a period of six (6) months fromthe last date
of despatch of security certificates or credit of demat
account. However, eventhe ICDR does not provide for
amandatory safety net mechanism.

SEBIDiscussionPaper
SEBI observed while analyzing the price performance
analysis ofthe scripslisted between 2008 and 2011 that




most of the scrips were trading below theirissue price
aftersix(6) months oftheirlistingonthe stockexchanges
and had fallen below 20% of their IPO issue price. In
SEBI's view, this trend was hampering the RIIs’
sentimentsregardingthe capital markets. Inview ofthe
same, SEBI issued a discussion paper ‘Mandatory
Safety Net Mechanism’ dated Setpember 28, 2012
(“Discussion Paper”), whichwas made open for public
comments.

Significant Provisions of the Discussion Paper
Mandatory safety net mechanism in all IPOs

The ICDR does not mandatorily require the issuer to
provide forthe safety netmechanism, butthe Discussion
Paper proposes to impose a mandatory safety net
mechanismin all the IPOs. If the sole intention of SEBI
isto control over pricing of IPOs, then the same can be
achieved by introducing more checks and balanceson
the promoters andthe intermediaries, strictdisclosures
norms and transparency in pricing methodology. This
may prove far more beneficial in reducing the risks of
IPO mispricing and keeping intact the flavor of equity
capital markets. The mandatory implementation of the
safety net mechanism will fundamentally change the
inherent risk element of equity markets and Rlls may
not take informed decisions before investing in IPOs.

The primary safety net obligation would rest with the
promoter of the issuer company;

The ICDR provides that the issuer has to provide the
safety net mechanism in consultation with the lead
merchant banker, who has to certify the ability of the
safety net provider with respect to honoring its safety
net mechanism commitments. During the DIP regime,
thelead merchantbankerswerethe Safety Net Providers
in the IPOs of MSP and UAL and there were no direct
obligations created onthe promoters. Creating suchan
obligation on the promoters could have the effect of
discouragingthemfromaccessingthe capital markets
toraise funds.

Safety netmechanismshalltriggerwhenthe price ofthe
shares depreciate by more than 20% from the issue
price. The price ofthe shares shallbe calculated as the
volume-weighted average marketprice of such shares
for a period of three (3) months from the date of listing
onaparticularindex;

As stated earlier, there is no specific safety nettrigger
stated in the ICDR for the safety net mechanism.
However, the Discussion Paper suggests that any
depreciation ofthe share price beyond 20% ofthe IPO
issue price calculated as per the volume-weighted
average market price for a period of three (3) months
fromthe date oflisting onaparticularmarketindex, shall
trigger the safety net mechanism. This may not be the
accurateway of calculatingthe depreciation ofthe share
price, asitispossiblethatthe sharesprice canfluctuate
afterthe period ofthree (3) months which startsfromthe
date of listing of shares, and the safety netmechanism

has to be offered for a minimum of six (6) months from
the date of despatch of the securities. Further, itis also
possible that share prices could fallas aresult of factors
outside the control oftheissuerand its promoters, such
as acts of God, terrorism and macro economic
conditions.

Safety NetMechanismis only available to Rlls, who had
made application for up t0‘50,000; andRIIs who had
appliedforsharesupto‘50,000inthe IPO, areeligible
for safety net mechanism. There is a possibility that a
large number of Rlls may not even qualify under this
eligibility criterion, thus defeating the basic purpose of
protecting Rlls in the IPOs.

Any acquisition of the shares under the safety net
mechanism is exempt from the provisions of SEBI
(SAST) Regulation, 2011.

The acquisition of shares under the safety netmechanism
has beenexempted fromthe provisions of SEBI (SAST)
Regulation, 2011. However, the triggering of the safety
netmechanism couldresultinabreach of the minimum
public shareholdinginthe issuerasrequired under SEBI
Contracts (Regulations) Rules, 1957 (“SCRR"). This
wouldresultintheincurring of additional expensesfor
the issuer company and the promoter to achieve the
minimum public shareholdingunderthe SCRR.

Reactionto the Discussion Paper

The Discussion Paper prompted many negative reactions
from investment bankers, companies which are inthe
process of accessing the capital markets through the
IPO route and other market participants. The general
view was thatthe equity markets have aninherentrisk
element and the money return policies such as safety
netmechanisms will eliminate the element of risk from
theinvestmentdecisions oftheretail investors, thereby
diluting the true nature of the equity capital markets and
discouraging promoters from accessing the capital
markets. The mandatory safety net mechanism has
been envisaged considering the post-listing price
performance of IPOs in India to reinforce investor
confidence and rationalize IPO pricing. However, as
stated above, one has to keep in mind that the price of
equity shares canalsofluctuate beyondthe controland
foresight ofthe lead merchantbankers and promoters.

Post - Discussion Paper

In the post Discussion Paper period, SEBI has been
activelyrecommendingthatissuer companiesand/or
their promoters provide a safety netmechanismintheir
IPOs. As aresult, companies such as Just Dial Limited
(“Just Dial”) and ACB (India) Limited (“ACB”) have
offered a safety net mechanism in their IPOs.

Salientfeatures ofthe safety netmechanismsinthe
Just Dial and ACB IPOs:

In the Just Dial IPO, the promoters are the Safety Net
Providers and in the ACB IPO, the promoters and the




selling shareholders are the Safety Net Providers.

The ICDR has not placed any particular responsibility
onthe promoterorthelead merchantbankerstobearthe
burden of Safety Net Providerin IPOs. Interestingly, in
theerstwhile DIPregimeitcanbeobservedthatthelead
merchant bankers undertook the role of Safety Net
Providers. But post the Discussion Paper, it can be
observed thatthe promoters and otherinvestors have
taken the responsibility providing the safety net
mechanism (in the Just Dial IPO and the ACB IPO).

Inthe ACBIPO, interestingly, aprivate equity investor
whoisalsoaselling shareholderis one ofthe Safety Net
Providers alongwiththe promoters of ACB. Generally,
private equity investors use IPOs as an exit from the
company. However, in this case, if the safety net
mechanism is triggered, it would result in a private
equityinvestorwhois seeking an exitfromthe company
once againbecoming ashareholder ofthe company.In
future deals, this could have the effect of opening a
Pandora’s box of negotiations betweenissuer companies,
their promoters and private equity investors, withrespect
towho would actually be the provider of the safety net
mechanism. In a primary fund raise, this becomes a
problemsinceitmay entail bringingnewmoneyintothe
company since the proceeds ofthe IPO cannot be used
to implement the safety net mechanism.

Only the shares allotted in the IPO will qualify for the
safety net mechanism and any secondary market
purchase will be adjusted accordingly.

Any purchase of shares from the secondary market
willbe adjustedtowards any subsequentsale by the RII.
Accordingly the shares eligible for the safety net
mechanism shall be the lowestnumber of shares held by
the Rllsatany pointintime during the safety net period,
allotted in the IPOs. This process of calculating the
numberofsharesisreferredtoasthe LIFO method (last
in first out) in the offer document filed by Just Dial with
SEBI.

The completion of the safety net period will trigger the
safety net mechanism, provided the safety net trigger
price is lower than the IPO issue price of the shares

In the Just Dial IPO and the ACB IPO, the safety net
mechanism gets triggered on the completion of the
safety net mechanism period (i.e., 180 days from the
date of listing ofthe shares), ifthe safety nettrigger price
islowerthanthe price atwhichthe shareswere allotted
to the Rlls.

The safety nettrigger price will be calculated by the
volume—-weighted average market price of the equity
sharesduring the sixty (60) trading days preceding the
relevantdate, where therelevantdate shall be the last
day of the safety net mechanism period.

Forthe purposes of calculating the safety nettrigger
price,thevolume-weightedaverage marketpricewillbe
calculated by multiplying the number of equity shares
traded on the relevant stock exchanges with price of
each Equity Shares and dividing this amount by the total
number of equity shares traded on the relevant stock
exchange.

Depositof security amounts fromthe issue proceeds,
equivalent to the liability arising from the safety net
mechanisminan escrow accountforensuringthatthe
obligation of the safety netmechanism are fulfilled.

This escrow account mechanism removes any
uncertainty inrelationto fulfilment ofthe obligations by
the Safety Net Provider. Italso ensuresthatinthe event
of any of the safety net provider is unable to honour its
safety net mechanism commitments, thenthe amount
inthe escrowaccounts enablesthe merchantbankerto
fulfill the same.

It can be observed thatin the Just Dial IPO, 100% of
theamountrequiredforfulfillingthe safety netobligation
of the safety net providers was required to be credited
toan escrow accountdirectly from the proceeds of the
IPOandinthe ACB IPO, 75% of the retail portion of the
issueisrequiredto be depositedinanescrowaccount.

Conclusion

Investors should be educated in how to make an
investment decision after analyzing the disclosures
made by acompany inrelationtoits business and past
performance as well as attendantrisk factors. This will
result in a more sophisticated investor base being
created over time. The imposition of a safety net
mechanism will only have a detrimental effect on this
long term goal, as investors are likely to adopt an
attitude of apathy towards disclosures by a company,
as they are simply notincentivized to take the level of
care in making an investmentdecision, as they would
otherwise have.

Anotherfactorthatnecessarily mustbe consideredis
the impact of these requirements on private equity
investors. Private equity investors even now are finding
it difficult to obtain exits, with uncertainty around the
enforceability of put options under Indian laws. If they
are now asked to take the risk of stock prices not
performing satisfactorily afteran IPO, effectively, another
exitrouteisbeing hampered. Inan environmentwhere
Indian companies are starved for liquidity, private equity
investments should be encouraged, rather than
discouraged.

Toconclude, SEBIneedstoreconsider its position on
making the safety netmechanismamandatory feature
of IPOs by Indian companies. The determination of
whether a valuation of acompany is fair should be left
to the market to decide — it may not be appropriate for
SEBI to substitute its judgment for what should
essentially be purely acommercial decision of whether
or not to invest in a particular company. This is the
essence of investment in equity — that investors must
take the potential risk of alossintheirinvestmentifthey
desiretoobtainthe potentialreward ofthe upsideinthe
stock price. Also, the manner in which the safety net
mechanismhasbeenimplemented postthe Discussion
Paper has been inconsistent and uncertain. In an
environmentthatis already rife with ambiguity, imposing
such harshrequirementsinamannerthatisnotuniform
will only have a detrimental effect.




