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Abstract

Indian Capital Market has witnessed a number
of reforms and has emerged as one of the strong
& vibrant component of Indian financial system.
One important reform which needs consideration
is ‘Pricing of Issue’. The present study was
carried with the specific objective to examine
various tools of price discovery in operation in
Indian Capital Market; to access the relation
between size of issues and the choice of price
discovery tool; to measure and compare long
term and immediate performance of the issues
raised through Fixed Price and Book Building
method and to find the correlation between size
of the issue and their market performance. For
the purpose of the study, the data were collected
from secondary sources like Websites of BSE,
NSE, Economic Times & related companies,
Journals like The Chartered Accountant, the
Dalal Street, The Financial Analyst, Newspapers
like The Economic Times, The Times of India,
The Financial Express etc. All of the 334
Companies were considered which had raised
their public issues from April 2001 to 31 March
2009. Company's current stock price was taken
as average of 52 week high and low price for
the year 2008-09. For the purpose of analysis
the statistical techniques like the Spread
Analysis, the Percentage Analysis and the
Correlation (Karl Pearson's Coefficient of
Correlation) were used. In order to check the
relevance of the degree of correlation measured
through Karl Pearson’s Method, the Probable
Error Method was used. Spread analysis had
been defined as the gap between two extreme
values i.e. the range between maximum and
minimum value. For calculation purposes, MS
- Excel version Windows 2007 was used.
_ Probable Error was calculated by using the
following formula.

- Keywords: IPOs, Long term performance, Short
term performance
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An Analysis of Price Discovery
Tools Operative in Indian Capital
Market

INTRODUCTION

IPO has been one of the most important subjects in the
academic and practical fields. An issuer could receive the
proceeds from the IPO sale only. On the other hand, the issuing
firm would not get any proceeds from the secondary security
transactions. IPOs are marketed to investors through the offer
of appealing initial abnormal returns. However, IPO’s long-run
performance is always quite poor (Ming-Yuan Leon Li, Her-
Jiun Sheu, Lin Liny & Yu-Chi Tang, 2007). The initial public
offerings in India and most other countries are usually
underpriced (Bhagwati, 2006). IPOs in Indian Capital markets
are issued either through the fixed price mechanism or Book
building process. History of IPOs in India suggests that earlier
IPOs were issued using fixed price mechanism and allocations
were made on strictly prorata basis (Bubna and Prabhala,
2009). Under this mechanism an issuer company is allowed to
freely price the issue. The basic of issue price is disclosed in
offer document. The company can mention a price band of 20%
(the cap in price band should not be more than 20% of floor
price) in draft offer document filed with SEBI and actual price
can be determined at a later date before filing of final offer
document with SEBI/ ROC. The new price mechanism was
introduced as ‘Book - Building processes. Book Building is a
process by which a demand for securities proposed to be issued
by a body corporate is elicited & built up and price for securities
is assessed on the basis of bids obtained for quantum of
securities offered. The major difference between the both is
that in a book building the issue price is not given in the
beginning but the bids are made in a range and depending
upon the demand and supply the issue price is decided, whereas
in a fixed price issue the price is decided in the beginning and
investors buy the shares at that price. While demand is known
in the book building issue on a daily basis, in fixed price issues
it is only known in the end (ET, 2009).

REVIEW OF LITERATURE

Researchers have been trying to debate upon as to which
method price the issue in better and effective manner. Prices
for fixed price offerings are determined without soliciting
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investor demand. after the issue has been listed
Whereas, book building involves road shows and
one-to-one meetings with potential investors that
allow the underwriter to discover investor valuations
prior to setting the offer price. Both methods require
that money be left on the table for investors in the
form of underpricing. Underpricing is needed in fixed
price offerings in order to compensate the
uninformed retail investors for the winner's curse
they face as informed investors crowd them out of
good deals (Rock, 1986). Bhagwati (2006) argued
that a review of the literature on the subject confirms
that even though the bookbuilding methodology is
an improvement over fixed price IPOs, issues
continue to be significantly underpriced.
Bookbuilding was introduced in India in 1999 and
it has been steadily gaining greater acceptance vis-
a-vis the traditional fixed price IPOs. Last year, well
over 50 per cent of Indian IPOs used the
bookbuilding methodology while the remaining were
fixed-price issues. Indian Label Shows (2005)
reported that Book Building Process was dominated
by high networth investors or QIBs as 97% of retail
applications during 2004 were at cut off prices. By
not bidding actively during Book Building process,
these investors were frittering away their powers.
In continuation to this ET Survey (2004) provided
that out of 16 IPO’s in 2003, 13 were 100% Book
Building. Investors had lost Rs. 16000 Cr till then.
Manish, C. (2004) viewed that true hallmark of an
IPO’s success was not the degree of over subscription
achieved. Because over subscription implied
conscious sale of IPO at discount to build up a habit
of investor to invest in that company. Moreover it
implied a2 missed opportunity for company to satisfy
additional demand or more importantly obtaining a
better price. Debating upon the IPO returns and
factors influencing the same Susana, Gonzales and
Victor (2009) found that neither the characteristics
of the IPO -size of the issue, the underwriter s
reputation- nor those of the firm in the year prior to
going public -size, return on assets- have a
statistically significant influence on the stock return
of the firm three or five years after going public. On
the other hand, the percentage of stocks retained in
the offer, the initial underpricing of the IPO and the
number of seasoned equity offerings (SEOs) made
since going public to the end of the study period are
variables that are directly related to the long-run
performance of the IPOs, Ming-Yuan Leon Li, Her-
Jiun Sheu, Lin Liny & Yu-Chi Tange, (2007) found
that in Taiwan markets the length for IPO and PO
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clustering phenomena has notable impactg ,
long-run returns of 1PO. In contryq, .

. i ’ i
performances of public stock markets ;.

significant effects on the initial returns of 126} H,-,,I:M
Martin T. and Li, Larry (2009) studied 31 | [f
from 1999 to 2001 in China and foy
Management ownership has a positive influence
performance as it related to State ownership h”:
not to legal person ownership. On the other hang
State ownership was negatively related h“
performance. The findings also show that the growth
potential of a firm has a significant bearing op, tha
long run performance of IPOs in China. Larger firm,
are considered more highly by the market in [POs i
China. Gounopoulos, Dimitrios (2003) studieq the
sample consists of 225 firms listed on the Atheng
Stock Exchange for the period January 1990 unti
December of 2001 and suggested that the PO
market on Greece is ‘good’ only for large offerings
Investigation of factors influencing the 1nitia]
performance show that market condition, demand
multiple, cold-hot issue periods, and offer price
independence are significant determinants of
underpricing.
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While the winner’s curse is not a concern in
bookbuilding because the underwriter solicits
investor information prior to pricing a discount is
still required to reward investors for surrendering
information (Benveniste and Spindt, 1989
Benveniste and Wilhelm, 1990, Spatt and Srivastava,
1991, Benveniste and Busaba, 1997 and Biais and
Faugeron-Crouzet, 2001 have confirmed that the
bookbuilding requires on average a lower discount.
Book Building is assumed to be optimum price
discovery Mechanism over last four five vears
(Busaba and Chang, 2009). Bundoo, S.K. (2007)
while analyzing IPOs in Mauritius found that 2
significant number of companies earn large positive
returns on the first day of listing. The analysis o
the daily return over a 7-day interval showed the
positive initial return persists for fifty per cent of
the companies. The largest companies are the most
underpriced, in agreement with the Sls’,“a““g
hypothesis. Bose, S. (2005) while comparing Indiat
Securities Market to other global markets concluded
that Book Building was no doubt better than ﬂ-“ed;
method in this respect but still required lot{U’
support in form of regulatory framework. Amrith
Krushnakumaar (2007) observed that the boof
building has emerged as a method of choice amor'é
investment banks in the U.S and around the wurs}
for pricing and selling initial public offerings (PO
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uoted that the theorists like Bf’l?vﬁnisﬂ“ and Spindt
(1989), Sherman (2005) and Wilhelm (2005) have
argued that the Pook-building method is better as it
overcome informational {rictions between {!\v
nd investors, reduces the risk of undér
subscription which has been observed in ﬂl!lﬂf‘rﬁﬁw
auction [POs, and prevents free-riders who have n()}
carefully evaluated the IPO and have mt]p
understanding of its value from placing bids tha{
are either too high or too low. Furthermore, lower
under—pricing also implies that the issuer’s share
e may not fluctuate greatly after the IPO as first-
day returns are significantly reduced. Sachdev, S.
2004) remarked that Book Building route for price
determination provided room for manipulation.
saha. S.S. (2004) found that although book-building
dian Capital Market had not arrived
But Indian Capital Market
would also move like international capital market
with sufficient success through Book Building
ided that lead merchant banker, Issuer
gulators and investors discharged their
best of the interest of investors.
) compared fixed priced and Book
Building IPO’s in terms of issuers, initial returns
and long run performance and found that Book
Building process for IPO was associated with lower
underpricing or initial returns. But on the other
hand it was argued that the way it currently works,
there’s no real price discovery happening. Instead
of a fixed price, book-built issues have a narrow price
band, within which investors ‘discover’ the price.
Worse, this price band too is fixed during pre-issue
consultations with big investors. This route, of
course, assures an issuer subscription from QIBs,
something not possible in a fixed-price issue. If book-
building is truly an instrument of price discOVery,
then why such heavy oversubscriptions, why such
huge listing gains? It’s also strange that book-
building is used for the retail segment, which cannot,
and does not, discover the price (Haldea,
2005). Pandrey, V. (2004) and Israni, S.D. (2004)
observed that Book-Building system was heavily

against retail investors to the advantage of QIB’s. In
t to analyze the

this context this paper is an attemp
preference of Book Building process & Fixed Price
Method for pricing the issue & also an attempt has
been made to study the impact of price method on
the performance of the issue. Following are the

specific objectives of the study:

issuer a

HIC!

mechanism in In
with expected success.

process prov
Company, re
responsibility to
pandey, A. (2002

Objectives

* To find out the most preferred met
discovery in Indian Capital Market.

hod of price
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v To aaseas the relation between size of isaues and

the choice of price discovery methord.

s To measure and compare long term and

immediate performarice af the issues raiserd
through Fixed Price and Bonk Building methorl

o To find the correlation between atze of the (5301
and their market perfarmance

Hypotheses

For the purpose of study

constructed:-

H.1 Book Building is a Mechantsm p
optimum price discovery.

H.2 Issues of large size are raised through B
Building Process.

H.3 Issues of small size are raised throug
Price method.

H.4 Issues raised through Book Buildin
attract high opening price as compa red to Fixed
Price issues.

H.5 Issues raised through Boolk- Building process
perform better in long run as com pared to
Price issues.

H.6 Larger the size of issue issued through fixed price
mechanism, greater are the chances of ifs
success and smaller the size of issue.
be the chance of its success in stock exchange

H.7 Larger the size of issue issued through DOCK
building, greater are the chances Of iI$ SUCCESS
and smaller the size of issue, lesser will be the
chance of its success in stock exchange.

Data Base and Research Methodology

For the purpose of the study, the data were collected
from secondary sources like Websites of BSE, NSE,
Economic Times & related companies, Journais hike
The Chartered Accountant, the Dalal Street, The
Financial Analyst, Newspapers like The Economic
Times, The Times of India, The Financial Express
etc. All of the 334 Companies were considered which
had raised their public issues from April 2001 to 31
March 2009. Company’s current stock price was
taken as average of 52 week high and low price for
the year 2008-09. For the purpose of analysis the
statistical techniques like the Spread Analysis, the
Percentage Analysis and the Correlation (Karl
Pearson’s Coefficient of Correlation} were used. In
order to check the relevance of the degree of
correlation measured through Karl Pearson's
Method, the Probable Error Method was used. For
the purpose of analysis Spread analysis had been
defined as the gap between two extreme values ie.

following hypotheses ware
referred for
ook
b Fixed

g Process

Fixed

lesser will
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the range between maximum and minimum value,
It had been interpreted as: if higher the spread more
will be the uncertainty of the real value. Further,
the percentages had been calculated for knowing the
change in performance. For calculation purposes,
MS Excel version Windows 99 was used. Probable
Error was calculated by using the following formula:

) 1-17

PE = 06745 x #ﬁ~

Where r was coefficient of correlation, and N was

number of observations. It was interpreted as if:

«  Value of v was less than P.E; there was no
evidence of correlation.

« Value of r was more than 6 times the Probable
error, and then value of r was significant.

Analyses

The whole study has been divided into 4 parts. Part
I focuses on the Sector and Price Discovery
Mechanism whereas, Part 1II arialyses the
relationship of the size of the issue and price
discovery mechanism. Part-III shows the effect of
price discovery tool on performance of the issue and
part-IV examines the results of correlation analysis

Part I: Sector and Price Discovery
Mechanism
This segment analyses the preference of the
particular sector regarding the method of price
discovery. The data were selected from 15 sectors
including 334 companies, which raised their public
issues during 8 years starting from 1 April 2001 to
31 March 2009 as shown in Table 1. Out of issues
floated in last eight years, 36 were from Information
& Technology sector, 31 were from Banking &
Finance, 85 from Manufacturing, 19 from Media,
41 from Cement, 8 from Engineering, 14 from
Pharmaceutical, 13 from Metal & Mining 11 from
Energy, 12 from Service, 15 from Food & Beverages,
6 from Retail, 7 from Conglomerate and 3 from Power
and other 32 companies belong to other sectors
namely Auto, Airways, Shipyard etc. and were put
under heading Miscellaneous. So it could be
observed that in last 8 years , majority of IPOs were
raised by manufacturing sector followed by cement
& construction industry ,IT and then Banking and
finance sector. It was found that out of 31 companies
under Banking and Finance sector, 28 preferred
Book Building for pricing their issue. Thus majority
of Banking & Finance sector preferred Book Building
as price discovery tool. Under Cement &
Construction sector, 37 companies out of 41 used
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Book Building method. Thus majority of Cemen,
; Cement

Consatruction Sector preferred Book Fiuilding as pri
discovery mechanism. Fixed Price methyg W‘“’f
preferred in Conglomerate sector ag ¢ ozt qfa?
companies used Fixed Price method. [ Etier !
sector, 9 out of 11 companies preferre Fin \
Building to Fixed Price method. Under engine, oy

. ) ) - ,r[n
sector 3 out of 8 preferred Fixed Price Methay
whereas under the Food & Beverages sector, |
followed Book building method for pricing ’h"i:
issues.. But 5 companies used Fixed Price Mef_ho'd
Book Building method was preferred by majoriy, ;”
the Information & Technology companies, 29 m_ndgr)
Only 7 companies followed the Fixed Price metho
Under manufacturing sector, Book Building met b
was preferred. 63 companies used Book Buildip
and 22 companies used Fixed Price method.. Sam;
is the case under the Metal & Mining sector wher 4
companies followed Fixed Price method and 4
followed Book Building process. As far as Medi,
sector was concerned, 18 companies used Book
Building process. Whereas, only 1 company namejy
the Cyber Media (India) Ltd used Fixed Price metheq
In Pharmaceutical sector, 10 companies out of |4
followed Book Building process and only 4
companies followed Fixed Price method. Under
Power sector all of 3 companies followed Book
Building method. All of the 6 companies under the
Retailing sector priced their issues through Bock
Building mechanism. Out of all 32 categorized under
Miscellaneous, 23 preferred Book Building method
and only nine companies followed Fixed Price
methods. So, it can be concluded that majority of
the companies followed book building process of
pricing their issue.

Part II: Size of the Issue and Price Discovery
Mechanism

This section analyses the relationship between sizg
of the issue and price discovery methods followed
by the companies. For this purpose frequent
distribution with the interval of 50 crores was draw!
This distribution include 39 open end s:lasséf
ranging from “1 crores” to above *1850 crores’ #
shown in Table 2.

Out of 3 companies which raised capital .uprt‘
one crore, 33.33 % of companies followed Fixed price
method. Rest of 66.67 % used Book Building et f
Out of 196 companies which raised capital f’mnfﬂ
50 crores, 29 % companies followed Fixed
method. Rest of 71 % used Book Building m¢¢ 5
Under 50-100 crores size of issue category ,]{':0"
found that out of 42 companies, 83% preferte

o 1,200

y
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Building to 17.% which used Fixed Price methed
Under category 100-150, all of 223 companies
followed Book Building method. Under categoty 150.
200, all of 14 companies; under 250-300, all of &
companies: under 300-350, all of 6 companies;
under 350-400, all of 3 companies; under 400 450,
1 company: under 450-500, 1 company; under 550
00, all of 4 companies; under 700-750, company;
under 800-850, all of 2 companies; under 1000.
1050, 1 company; under 1150-1150, ] company;
under 1350-1400, 1 company; under 1400~1456,
all of 2 companies; under 1450-1500, 1600-1650
and 1800-1850 one company each followed the Book
Building process. Out of the 9 companies with the
size of issues in excess of 1850 crores 89% followed
Book Building Method, whereas rest 11% followed
fixed price method.. Out of 6 companies falling in
200-250 crores category of size of issue category,
66.67% used Book Building and rest of 33.33%
followed Fixed Price method. Similarly under
category 750-800, 66.67% used Book Building and
rest of 33.33% followed Fixed Price method. No
public issue positioned among the ranges 600-650,
650-700,850-900, 900-950, 950-1000, 1050-1100,
1100-1150, 1200-1250, 1250-1300, 1300-1350,
1500-1550, 1550-1600, 1650-1700, 1700-1750,
1750-1800, 1900- 1950 and 1950-2000. Size of the
issue of 5 companies is not known out of which 1 is
using book building process and 5 are following fixed
price method

Part-III: Effect of Price Discovery Tool on
Performance of the Issue

This part is devoted to find the impact of price
discovery tool on the performance of the issues. Here,
the term ‘performance’ has been considered in two
ways: one is the immediate performance and another
is the long-term performance. Along with it,
correlation between size of issue and performance
of the stock in secondary market has also been
calculated. It has been further divided into 2
segments. Part (A) analyses the relationship between
price discovery tool and their performance in short
period and in long peiod and Part (B) analyses the
spread between price differences.

(A) Effect of Price Discovery Tool on
performance: Immediately and in long term
This segment analyses whether price discovery toolls
had any impact on the performance of the issue in
the secondary market. For the purpose of analysis,
immediate performance was measured by
considering the difference between issue price and

Optimization, Vol, 3, No. 1, 2010

the price at which issue was listed in the stock
exchange, long term performance was measured by
considering the difference hetween issue price and
the current prire of the share which was the average
of highest price and the lowest price of the security
at which it was traded in stoek exchange in last 52
weeks (1 April 2008 ta 31 March 2009} as shown in
table 3. Table revealed that 243 ogut of 134 isaues
i.e. 73% issues were listerd at premium and anly 51
i.e 15 % issues were ligted at price less than issuse
price. As far as comparison of Book Building isstes
with Fixed Priced issues was roncerned, 70% of
issues raised through Fixed Price methad, were
opened at premium whereas 73% of Bock Building
issues gave positive returns on hsting. [t
suggested that 162 issues out of 234 jssies 1 ¢ 237
were performing well in long term and wers giving
positive returns. It revealed that 37% of 1ssues raised
through Fixed Price were having their current prics
higher than its issue price as compared to 46% of
issues, which followed Book Building issues and gave
positive returns. Only 40% of 1ssues raised through
Fixed Price method gave negative return as compared
to 48 % of book built issues whose performance was
negative. However data for 32 companies related with
listed price and current price of 16 companies is
not available and there is no change in immediate
performance of 8 companies

urther

(B) Variations in the Prices

Table-4 showed that spread of issues raised through
Book Building process(-98% to 939 28%, | s very
wide in long term as compare to ssues following
fixed price method (-95% to 570% } evidencing that
book built issues were not much promising in leng
run. Even in short run spread between the highesut
and the lowest listed prices of book built issues (-
90% to 260% ) 1s very wide as compare to gsues
raised through Fixed Price methed ite (-83% o
200%) showing that fixed priced issues are more
promising in short run.

Part-IV: Correlation Analysis

This section focused on the aspect that whether the
size of issue be taken as indicator of its success in
secondary market. For this purpose, coefficient of
correlation (Karl Pearson’s coefficient of correiarion;
was calculated between size of issue and percentage
change in the issue price and List price of the same.
In same manner, correlation was cajculated between
size of issue and percentage change in the issue price
and current price of the same. Furthermore, wsing
Probable Error method significance of the degree of
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