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The demand for Initial
Public Offers (IPOs) is
all set to scale new
peaksincomingyears
ifthedealsin FY’2006-
07 is an indication to
go by. India Inc
mobilized the highest
everaggregateamount
of approx. Rs 25,000
crores through equity
offerings including
IPOs and Follow On
Offerings (FPOs) as
compared to an

Vallabh Bhanshali

Chairman aggregate amount of
EnamFinancial Consultants |approx. Rs 23,670
Pvt.Ltd. croresin FY’2005-06.

With this the average deal size too has increased from
Rs232croresinFY 2005-06toRs 294 croresin FY 2006-
07 andthe yeardid nothave anyissuesof lessthanRs
10crores

IfIwere to assess on the parameters such as market
depth, market understanding of emerging business,
price discoveryabilityfornon-standard businessmodels,
innovation relating to financing instruments and
governance, itwould not be wrong to say that we have
indeed come a long way. The Indian IPO market has
showntremendousdepthwhichinturnhasmade possible
large equity issuanceslike Reliance Petroleum, Power
Finance Corporation, Idea Cellular, DLF and now ICICI
Bank. These are nothing but signs of the maturation of
the IPO marketand the Indian capital marketin general.

Here itwould not be out of place to examine some of
thefactorsthathave playedacritical role in shaping the
IPO marketand will continue to shape this very significant
capitalmarketsegmentgoingahead.

Role of SEBI

Primary market has immensely benefited from the
increasedregulation broughtinby SEBI. Overtheyears,
SEBI has worked towards systematic reforms — all of
which have made the markets safer, transparent and
modern. Stringentdisclosure and eligibility norms have
beenissued. Further, various operational proceduresfor
the issuers have been simplified to facilitate smooth
mobilization of resources. SEBIis committed to protect
theinvestors’interestsandtoincreasethetransparency
and efficiency of the primary market.

Some of the important measures initiated by SEBI
over the years include tightening of issue norms,
introduction of QIP market, improved disclosure
requirements cooling off period for companies/promoters
againstwhom actionis pending by aregulator etc.

IPO Market — The Road Ahead

“Thetightened norms have also keptfly-by-nightoperators
from taking investors for a ride. Firstly it has become
verytoughforwillful defaulterstoraise capital. Secondly,
issuers havetotie upmeansoffinance priortotheissue
to ensure financial closure of the project for which public
money is raised. Thirdly, SEBI has introduced the
conceptof ‘nettangible asset’ to ascertain a“minimum
tangible existence ofthe company seekingtoaccessthe
capitalmarket.”
"The book building route has been made compulsory for
companies, which do not have eligibility track record.
Further, 60 per centofthe offer made by them should be
allotted to Qualified Institutional Buyers (QIBs) comprising
financialinstitutions, banks, mutual funds, Fllsand VCs
registered with SEBI. Inability to meet this condition
would mean failure of the issue. The book- building route
has also been made compulsory for IPO’s with issue
size exceeding 5timesthe pre-issue networth. Inthese
cases also, success of the issue requires allocation of
60 percent of the offer to QIBs.
Themarketwatchdoghasalsoamendedthe guidelines
on qualified institutional placements (QIPs). Only
companieswith aone-yeartrading history will be allowed
toraise fundsthrough QIPs. However, companies with
atrading history of less than six months can go in for a
preferentialissue aslongasthey meetcertain conditions.

Role of Investment banks

Investment bankers have a major responsibility in the
IPO process. They havetoensure properduediligence
inanIPO. Alot of things gointo this. Astransparency is
very important, disclosures have to be adequate and
current. The credentials of the investment banker are
also looked at when Flls/ QIBs consider investmentin
an IPO. Each company issuing securities has to enter
into aMemorandum of Understanding with the merchant
banker, which specifiestheirmutualrights, liabilitiesand
obligations. The merchant banker hasto exercise due
diligence and satisfy itself about all the aspects of
offeringincluding veracity and adequacy ofdisclosures
in the offer document. All the other formalities like
allotment, refund and dispatch of certificates are also
taken care by the merchantbanker. The lead manager
should also ensure thatthe issuer company has entered
into agreements with all the depositories for
dematerialization of securities. Investment Bankeris a
specialized intermediary who understands the
requirements of the regulators, issuer of securitiesand
various classes of investors including retail and
institutional.

Importance of QIBs
Inmany casesinstitutionalinvestorsinvestinacompany
beforeits IPO. While suchinvestmentis subjectto lock-




in, italso aids in efficient price discovery process. The
retail investors oftenrely on such QIBsto determine the
IPO price. The entry of QIBs including Flis definitely
helpsingenerating confidence amongstinvestorsinthe
company.

Most major global investors focused on emerging
marketsand India, have participatedintherecentIPO’s.
The global institutional investors’ response to these
IPO’s has been extremely encouraging.

Levels of transparency and corporate governance
standards by theissuer companies have vastlyimproved.
Coupledwith stringent SEBI disclosure norms, the last
fiveyears have seenglobalinstitutional investors playing
a major role towards achieving this. This has also
resultedinhuge benefitstothe shareholders.

UnderthecurrentSEBInorms, Fllsare allowedtotake
part in domestic IPO’s under the QIB category.
Companies coming outwithinitial public offer desire FlI
participationin orderto achieve the benefitsasdiscussed
above. Similarly Flls too are eager to invest in quality
IPO’s.

Indian Depository Receipts

Even as the domestic IPO markets are set to sizzle,
SEBIhasrecently pavedthe way forglobalcompanies
to sell its shares to Indian investors. Interestingly,
governmenthadgivenanin-principleapprovalforindian
Depository Receipts (IDRs)onFebruary 23,2004. IDRs
would allowforeign companiestoissue sharesinindia
whichwill be similarto Indian companiesraising funds
fromthe international markets through Global depository
Receipts (GDRs) and American Depository Receipts
(ADRs).

Theclause49listingagreementwould be applicableto
theissuing company. Thismeans, ifacompany hasan
executive chairman, atleast50% of its board members
should be independent directors. And if it has a non-
executive chairman, the board should have atleast33%
independent directors.

Investing in overseas equities

The Reserve Bank of India (RBI) inits annual review of
the credit policy on April 24, 2007 has allowed any
individual citizen of India to invest up to $ one lakh in
foreign equities during the financial year, April 1, 2007 to
March 31, 2008. Similarly mutual funds registered in
Indiaare allowedtoinvestin equitieslisted on recognized
stock exchanges.

Indianinvestors are getting the opportunity toinvestin
foreign equities. So as an Indian investor, one can
expand the portfolio by investing in equities abroad.
Diversification of investments across different countries
/currencies would help reduce portfoliorisk. Developed
countries have different economic cycles as against
developing countries. Thus, theirequity markets could
follow different timings in peaks and troughs. Same
principles holdtrue for otherassetclassesalso. Blending
investmentswith differentmarket cycles andrebalancing
the portfolioatregularintervalsis aproventechnique for

risk reduction and performance improvement. Therefore
the Indian investor and Indian stock markets which
representasmall portion of the global equity markets will
certainly benefit.

Private Equity — a prelude to IPOs

The strong emergence of active private equity players
has enabled capitalization of even unlisted companies.
Similarly,increased participation ofglobalinvestorshas
precipitated understanding of new industries such as
organizedretail, radio, powertrading, wind energy and
multiplexes. Industries such as construction and ship
buildingwhich had been passive until afew years ago
have been suitably re-priced by Indian capitalwhenthey
wentthroughaninflexion point.

Infusion of capital by private equity playersin unlisted
companiesisoftenapreludetoanIPO andisbeneficial
in more ways than one. PE brings in an entirely new
entrepreneurial culture of transparency and management
style,imbibing global corporate governance standards
whichare required fundamentalaattributes.

Agrowingcompanyrequiresfundingatdifferentstages
of growth. Atthe initial stage of growth an IPO is notthe
right option as valuations may not be requisite. In
addition given the stringentlisting norms, the company
may notbe in a position to handle them. As aresultthe
company may tend to lose focus on the big picture ina
bid to comply quarterly norms. So a viable option is to
bringinaPE investorinthe companywho can notonly
infuse capital but also mentor the company till the next
stage of growth post which it can go for an IPO.

OnceaPEinvestorinvestsinacompany, the valuations
for that company go up in the financial markets. The
markets trust the PE investor's name and. is more
comfortable investing inthe company where aninvestor
isinvolved. A PE investorinvests only after athorough
due diligence on the past performance and the
management ofthe company. APE investor’s expertise
willhelpinbringing aboutfundamental changesinthe
company like professionalizingmanagement, systems
and processes, corporate governance, accesstoglobal
technology. It also helps the company to sail through
toughtimesandinfuse financial discipline.

IPO grading

SEBI has now made the grading of IPOs mandatory.
Companies knocking the doors with draft prospectus will
needtogettheirofferinggradedbyacreditratingagency.
The issuer shall be required to disclose all the grades
obtained by it for its IPO in the prospectus, abridged
prospectus, issue advertisements and all other places
wheretheissuerisadvertising forthe IPO. Being the first
countryinthe worldto have amandatory grading system
needstobeapplauded. Thefearisthatitshould notslow
down the flow of IPOs.

BusyIPOseason

The IPO’s market in FY’ 2007-08 is all set to witness
some of the big equity sale. Anumber of companies are
slatedtohitthe marketwithlarge publicissues. Indication




as atthe end of first quarter of FY’ 2007-08 are that the
totalamountlikely to be raised thisfiscalwould beinthe
range of Rs 60,000-75,000 core. By the time this gets
published, one ofthe largestIPO’s, the DLFissue would
have beenthrough, sowould have beenthe FPO of ICICI
Bank.

Investorsare nodoubtsetforexcitingtimeswith ahost
of companies planning to raise capital such as Power
Grid Corporation, Oil India, National Hydroelectric Power
Corporation, Central Bank of Indiaand Bart Earth Movers.
OtherbigIPO’sthatmayraise capitalinclude State Bank
ofIndia (SBI), ICICIHoldings (insurance business), UTI

Bankand DevelopmentCreditBank (DCB). Itisestimated
that banks and real estate will account for some of the
largestissues.

Conclusion

Atrendthathasbeenclearly establishedisthe sizeand
the better quality of IPOs. Stringent entry norms and
bettervetting by stock exchanges, SEBland QIBs have
hugelyimprovedthe quality ofissues. Moreoverwe will
seeexistingcompanieswith profitabilitytrackrecordand
inmost caseswellknown promoters entering the capital
market.




