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Abstract: The present study has been undertaken to gaugentiezpricing in NSE in the short run periods,
i.e., from the listing day to the six months aftee listing and for the long period. The resultpidethat the
presence of underpricing. The study also tries malyae the influence of factors on IPOs pricing
performance. The results show that these factarsSuibscription level, Issue size, Listing leadetiamd Age
influence the initial returns, i.e., R_Ret. of ttsting day of the company.
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1. Introduction

An initial public offering is the sale of a compasstock to the public for the first time. The pamy
impetus for an IPO is generally either to raiseiteqr to offer an exit strategy to some of thens 73
existing owners, but a number of other motivatiand considerations also influence a firm’s decis®mn
go public. This decision process illuminates a frmgoals in issuing an IPO, which are important to
evaluate the potential reasons for the underprieiegobserve. Start-up companies rarely have the
resources, history, or credibility to conduct arOIPIn fact, firms in the most incipient stage of
development generally rely entirely on personalntasavings, family, and friends for their initial
financing. Even as a company begins to developshnds some signs of promise, it will rarely atterapt
public offering; instead, it will look to angel iestors or venture capital. Angel investors are thgal
individuals, often prior entrepreneurs, who wilbpide financing in exchange for equity in the compa

Venture capital comes from firms rather than indiisls, but the principle is the same: investorgroff
financing in return for a stake in the company.tBangel investors and venture capital firms fre¢gyen
take an active role in the company, advising mamege on the most of issues it faces. The initial
investors are naturally hesitant to provide all fimeding upfront, and different private equity iisters
target companies at different stages of growth. sThsuccessful companies will typically undergo
multiple rounds of financing and will develop a bax investors that intend to eventually liquidtteir
stakes. When investors decide it is time to cagbnitheir investment, they have three choices:tkelt
equity to a larger or later-stage investment fisel| the company to a larger company looking to enaik
acquisition, or sell their equity in an initial didoffering of the company. Similarly, when an QP
ready” company requires additional financing, is maultiple options: pursue further equity financing
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from the private market, issue debt, or condudP&h So what prompts investors and the companyto g
with the IPO option?

In addition to provide an immediate capital inflard mechanism through which existing owners can
cash in on their investment, there are other adwgmst of going public. Since the expectation is that
liquid aftermarket will develop following the offieg, firms conducting an IPO can expect to be in a
position to raise additional capital relatively igaand on favorable terms following the initialfefing.
The increased liquidity also makes it possibledablic companies to offer stock-based incentivesd an
compensation, which can help them attract andrrésgi employees and improve employee productivity.

Trading on an exchange also makes mergers andsé@mqs easier since stock can be issued as part of
the deal. Due to increased visibility, companiemggublic may also experience an increase in jgest
which can improve their credibility with supplieaad customers, resulting in better credit termsraace
pricing leverage. Even the increased scrutiny dlipiccompanies is not all bad since it usually wche
company to issue debt at lower rates. The histbtip©@ mechanism can be traced back to period of CCI
regime i.e. Controller of Capital Issues. Priontoeties all the public issues have to take thengssion

of C.C.I. The latter determines all other aspetthe issue. The office of C.C.I. was abolished1993
after the formation of SEBI during 1992. SEBI wambred to regulate all aspects of Capital market,
including primary market and IPO’s. IPO market iaslergone a change with an introduction of fixed
price regime and has further advanced with impleatem of Book Building process as a result of
Malegam Committee which was set up in1995.

There exist two main mechanisms in India for tHe s&public issues.
i.  Fixed Price Method. 74
il. Book Building Method.

Fixed Price Method - In a fixed priced offer, an issuer company iewakd to freely price the issue. The
basis of issue Price is disclosed in the offer dwmt where the issuer is closes in detail about the
qualitative and quantitative factors justifying tissue price. The issuing firm (with the help oéth
underwriter) decides upon a selling price and sfeeset number of shares at that price. The underwr
does not build a book of potential orders; insteahd,price is based upon the underwriter’'s judgnaént
the market conditions and the intrinsic value & dompany. The Issuer company can mention a price
band of 20% (cap in price band should not be mbam 120% of the floor price) in the Draft offer
documents filed with SEBI and actual price can beednined at a later date before filing of the ffina
offer document with SEBI / ROCs. In its offering teidals, the issuer will give both a qualitativedan
guantitative justification for the chosen pricethé offering is oversubscribed, the shares aoeatéd on

a pro rata basis. This type of offering is commardgd in Singapore, Finland, India and the U.K.

Book Building Process - In the traditional IPO process, an investmenhkbds always hired to
“underwrite” an IPO. The issuing firm will choosélaad underwriter” (book runner) or “co managers”
risk, the investment banks themselves almost alM@ys a syndicate, and each member of which will
sell part of the issue .Deals can be structuredhvariety of ways. One major consideration is whethis

a "firm commitment" or “best efforts” agreement.drfirm commitment, the underwriter buys the entire
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offer and resells it to the public, thus guaramgdhe amount of money that will be raised; undbest
efforts agreement the underwriter sells as mucth@fsecurity to the public as it can sell at thieraig
price, but it does not guarantee the quantity. Wrndgng contracts will also specify he underwritiee
(typically 5%) and the “green shoe” option (allowt® underwriter to increase the number of shares
offered, typically by 15%).After the details of tlieal have been worked out, the underwriter files a
registration statement with the SEBI. This docun@ovides details on the offering, as well as comypa
information, such as financial statements, managérhackgrounds, legal proceedings, and insider
holdings.

Concept of Underpricing: Generally, it has been found that investors, whichase IPO’s on the offering
day, experience high returns on the first tradiag, dndicating that these shares may have beeadydat
the time of their offering to the public at valuesich below their intrinsic value. The phenomenon is
known as underpricing. Underpricing of issue repnés the first day returns generated by the firm,
calculated as:

(Closing Price — Offer Price) /Offer Price

An issue is under (over) priced if the price reeéiby the issuer in the primary market is lowegl(ler)

than the price of the same securities in the seamgntharket. ‘Underpricing of IPOs is a universal
phenomenon!” Underpricing is ubiquitous but the amntoof underpricing varies across countries. They

have contended that differences in underpricing hinigesult from differences in institutional
arrangements. Making a firm public is significantning point in the life of a firm with serious wta
implications for the existing shareholders. Thecsss of the public listing depends, among otheofac

on the ability to determine an offer price. Thisasdifficult process. Thus, if the firm’s share® aig
overvalued, their sale to the public will fail;iifsucceeds, it will entail a transfer of wealtbrfr the new————
shareholders to the old ones.

In case the new shares are undervalued the oldsshali relinquish a claim on the firm’s cash floasa
price below its fair value. To avoid certain uneerties involved in the public sale of their setias,
firms retain underwriters who undertake the rislpofing and selling the new securities. The caod#
under which new securities are offered to the pudfid the role of underwriter are both affectedhsy
regulatory and institutional environment of lodald market.

2. Literature Review

The concept of Underpricing has been examined bljeeaesearchers. Some important studies are
discussed below:

Blum (1973) examined the issues of relative peréoroe of the over-the-counter market with the ihitia
common stock offerings, underpricing, and the nslolved thereof covering a period from Jan 19,5196
to June 30, 1970 with a random sample of 400 Imtienmon stock offerings. The market returns and
risks associated with these 400 issues have bémriatad for 16 time periods, ranging from one week
one year after the offering date. The study suggést the investment bankers have either undegbic
pushed in the after-market those IPOs in which tiedgl greatest financial interest.
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Ritter (1984) analysed the ‘hot issue’ market B0 ®y considering 1028 issues in 1977-82 peridthén
U.S. The study calculated the initial percentagerns that were not adjusted for market movemdtus.
each month in the period January 1977 to Decen®2,lan equally weighted average initial return was
calculated by taking the simple arithmetic averafjg¢he initial returns of all unseasoned new issues
having offering dates in that calendar month. Fa 1960-76 periods, a monthly time series of the
number of issues and average initial returns has lgellected, allowing an analysis of the time eseri
behaviour of initial public offerings for the 23ams period i.e. for the 1960-82. The results ofstugly
depict that there has been 3 or 4 periods durir@)-B2 in which monthly average initial returns on
unseasoned new issues has been extremely highrdimnged periods. During the hot issue market of
1980, for 15-month period the initial return is49, as compared to with the average initial retartme
period 16.3% of 1977-82 periods, the cold issueketarTinic (1988) has developed and tested the
hypothesis that underpricing serves as a form sfiramce against legal liabilities and the assatiate
damages to the reputation of both the investmenltdya and the issuers. The researcher had diviged t
sample size into two periods, the Pre-SEC peried, from 1923 t01933 and the Post-SEC period, i.e.
from 1966 to 1971. The study shows that in post #tCprestigious investment bankers/ underwriters
had started to avoid underwriting speculative srigdlies. Moreover, in post SEC the magnitude of
underpricing had paled off in comparison to exeessrns in pre SEC period.

Mauer and Senbet (1992) analyzed the role of seggndarket in pricing and underpricing of IPOs. The
study considered 1002 IPOs during the period 12984. IPOs are above $ 1.5 million, underwritted an
subsequently traded on NASDAQ, AMEX or NYSE. Thelgsis is done with the use of Pearson
correlation coefficients calculated between initiglurns, Dimon Beta, Residual risk, Offering siage
and time of offering. They had argued that incongkganning of the primary issues in the secondary
market and limited investors access play an importale in the pricing of IPOs. The study revediatt
the IPO initial returns are positively related RO residual risk, negatively related to offeringesand
company age, and are not related to systematietarrisk.

Chemmanur (1993) presents an information-theonatidel of IPO pricing in which insiders sell stouk,
both the IPO and the secondary market, have cpsthate information about performance of the firm.
High value firms, which know that they are goingptmol with the low-value firms, induced outsideos t
engage in information production by underpricingpieth compensates outsiders for the cost of producin
information. So underpricing results from insidé@rducing information production in order to have a
more precise valuation of their firm in secondaryrket. Jegadeesh, et al. (1993) had tested thalisign
model of underpricing from 1980 t01986. The studg mcluded all IPOs of the given sample period but
it has considered only ‘firm commitment’ IPOs anastexcluded the best effort offerings. The results
suggest a positive relation between IPO underggieimd the probability and size of subsequent season
offering. But contrary to the basic implicationtbe signaling hypothesis, the evidence shows $saiers

do not have to rely on the costly underpricing naeidm to signal to the market information releviant
future equity issues. Therefore the support for digmaling hypothesis as a major determinant of IPO
underpricing is weak.

Shah (1995) has analysed the stylized empiricallagities about India’s IPO market, via dataset of
2056, IPOs between time period of 1991-1995usirigna series regression analysis. The empirical
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findings of the research study highlight that thiegoat first listing was 105.6% above the offeicgron
an average. Secondly, listing delay affects the diR@erpricing and is strongly related with the essize.
And finally, Underpricing gently increases with @ffprice. Madhusoodanan and Thiripalraju (1997) als
examine the impact of the issue size on the exteanderpricing in these offerings and the perfarosa
of the merchant bankers in pricing these issues. stady indicates that, in general, the underpyiam
the Indian IPOs in the short run is higher than éRperiences of other countries. In the long-rum to
Indian offerings have given high returns compareddgative returns reported from other countriém T
study also reveals that none of the merchant bardtewed any better pricing capabilities.

Chen, et al. (2000) investigates the post-issuékaehgrerformance of 277 A-share and 65 B share IPOs
listed on China’s new stock market during the pd®92-1995. The results highlight that A-sharedPO
are more severely underpriced than B-share IPO#glunitial return period; and B-share IPOs
underperform for post three years period in theketait is found that on an average both grossgeds
and pre-IPO book value of equity is greater forhBre IPOs than for A-share IPOs. All the returnsda
used in this study were adjusted for stock spkteck dividends and rights offerings. They have
bifurcated the study into two parts for evaluatihg aftermarket performance of IPOs, which aréh@)
initial returns, for the period of offering date tlee ' trading date (i) the aftermarket period returr, f
one, two and three years after IPOs.The resultwethdhat the initial returns on A-shares are exélgm
high and exceeded those reported in other counwtgermarket performance is positive in first year
after listing but thereafter returns declines. Lywand Schwert (2000) analyzed the aggregate IP@ehar
activity and also have examined the initial retuatghe firm level from 1960 to 1997.The statidtica
measures being used in the study are mean, medgantard deviation and auto-correlations. The tesul
show that IPOs cycles occurs and has subsequeuat eff returns and underperformance. Clustering7of
IPOs happens in the market and is also associaid predictably different initial returns and the
information about the value of an IPO which is lge@ivailable during registration period has an eftec

the prices and offering decisions of other firms.

Alwarez and Gonzalez (2001) analyzed all the IROSpanish market during 1987-1997, with a sample
of 56 firms to provide evidence on initial undegimg and long run underperformance of IPOs. They
have used Buy and Hold Returns (BHR), Calendar ponfolios and the Fama and French three factor
Model for their analysis. The results of study stibere exists long run underperformance when BHR ar
used and not when mean calendar time returns gotoged. Secondly the study also shows that neither
the characteristics of IPO i.e. IPO’s size, undéess reputation nor those of the firm in the ypdor to
going public have a statistically significant irdluce on the stock return of the firm three or fjears
after going public. Gompers and Lerner (2001) aredythe performance of nearly 3661 IPOs in the
United States from 1935 to 1975 for 5 years comsidea Pre-NASDAQ period. The results display the
evidence of underperformance when event time buytetd abnormal returns are used. However the
underperformance disappears when cumulative abhoetans are used.

Ljungquist, et al. (2001) suggests a model of ttieiny and other features of IPO process. The teil

the study show that there are three main empitliR@l ‘anomalies’ — underpricing, hot issue marketd a
long run underperformance; and the emergence ahhadtets result in increase in optimism of Sentiimen
traders which causes IPO swings in the marketeR#&hd Welch (2002) presents both theoretical and
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empirical evidence for short run and long run upddiormance of IPOs and shows that the underpricing
is sensitive to methodology and to the time perd@ihg chosen. Second, Fama-French Multifactor
regressions could produce odd results.

Krishnamurti (2002) provides an evidence for thdevspread underpricing of Indian IPOs by analysing
386 IPOs in post liberalizing era, from the perdodly 1992 to Dec 1994.The empirical evidence corsir
the underpricing phenomenon in Indian Market byngdRaw returns, Market Adjusted Returns. It also
analyzed the factors responsible for pervasive p@istent occurrence of underpricing in the IPO
market. The research findings highlight that undeipg comes down with increasing offer prices and
believed that the offer is the proxy for the siz¢he firm. Secondly smaller firms are more rislgchuse
there exists a greater degree of information asymynbetween insiders of the firm and outside invest

('a main reason considered for underpricing) Tht@ldisting returns of IPOs are related to suljson
levels and raw returns. Market adjusted returnsamangly related with subscription levels. Underimg

is due to the merchant bankers’ inability the ext@#rdemand for the issue at the offer price. Large
lags between setting up of the offer price andatfier opening date cause underpricing. In India, Ity
period is typically three to four months long. Adse market movements during the time lag may create
mis-pricing. Singh (2003) has reported that Indiarestors get very high returns up to a periodiof s
months and thereafter the returns declines. Thg-term investors, who continue to hold their
investments for a period of two—three years, expee negative returns.

Yan and Cai (2003) analyze long run performanc& I8 IPOs in Japanese over-the-counter market
(JASDAQ) from the period 1991-2001 to determine htve phenomenal market and operating
underperformance are intrinsically associated anduaily explicable by behavioral hypothesis. The

study analyzes the systematic over-optimism of etairkvestors and managers at the time of IPO evébhits

and uses the hypotheses of “Windows of Opporturaiy! market timing. The performance measures
being used are post-issue long-run holding pertodksreturns (HPRs) for JASDAQ IPOs adjusted by
alternative benchmarks, along with profitabilityioa; growth rates; M/B; P/E; and Tobin's Q measure
of market expectations for potential earnings ghowthe results shows that although median offexepri
of JASDAQ IPOs are lower than non-JASDAQ by aboB%?2 the initial returns are higher by 26%,
which have shed light on the hypothesis of “leav@ermoney under the table” in JASDAQ market. It
shows that the JASDAQ IPOs suffer homogeneous pgika not only in financial performance, but in
market expectation measures by M/B, P/E and Tolgn&s well. The results of this study show that the
continuing operating long run under-performance arglains that “Agency problem theory” is not
effective in explaining the long run operating unmbeformance of JASDAQ IPOs.

Pastor and Veronesi (2003) analyzed IPOs from #m®g Jan 1960 to Dec 2002 and observed 16 IPO
waves and used regression analysis for analyzi@gderformance. The researchers have used Market
Returns (MKT), Market Volatility (MVOL), and Aggredge M/B ratio and time series analysis. The study

presents a theoretical framework on different aspsach as IPO waves, Optimal IPO timing, and IPO

valuations. Empirical evidence shows that the tesare inconsistent with the long run underperfarcaa

of IPOs.
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Vaidayanathan (2007) studies the price performafidBOs in the NSE. The study has verified that the
demand generated for an issue during book buildimdythe listing delay positively impact the firstyd
underpricing whereas the effect of money spenthenmarketing of the IPO is insignificant. The study
considers the data from March 2004 to Oct 2006takeds into account 55 companies for analysis. The
degree of underpricing in the sample is varyingnfreé83.04% to 82.5% with a mean value of 22.62%.
There are only 27.27% which got listed at a distdontheir offer price (i.e. overpricing of issugs)
whereas 72.73% firms showed underpricing phenoméehoa average underpricing has gone down up to
22.62% during the period in context, as comparetO®.6% (reported by Shah, 1995) during the period
1991 to 1995, due to change in regulation wherdélgyallocations to informed investors are allowed,
which makes the market more efficient. There al@@e number of firms (54.5%) in the sample which
give a negative return, unadjusted for market nstjust one month after their listing, when at shene
time adjusted for market returns (more than 58%neffirms in the sample) give a negative retur@in
period of one month. An investor would be bettérgfinvesting in index based mutual funds during t
period of the study rather than investing in IPQanily a short term horizon of one month is conside
One of the important and unique contributions af gtudy is that the aftermarket in India regaitus t
final offer price which has been set after bookding as a credible signal for the firm’'s underpric
Another finding of the study is that the returnenidPOs get diffused within one month of the ligtiof

the firms and on an average the gains in one mafteh listing are lesser than those of the market.

Kumar (2007) has analysed the long run as welhast sun price performance with respect to the book
building process in India and has verified the eneg of underpricing phenomenon in Indian IPOsoup t
the time span of twenty four months from the ddtlsting. The study examines 156 firms (which isgu
their IPOs through book building route on the N®&¢r the period of 1999 to May 2007. The short s
performance has been analysed by applying the sireplirns and market adjusted returns to captere th
market movements during the period between ther affesures to listing. The long run performance
analysis is done by studying the buy and hold aéguseturns (BHAR) and monthly market adjusted
returns (MMAR) at regular monthly intervals frometlsecond day of their listing using Nifty. The
empirical evidence shows that 156 IPOs on an aeegaq listed with 26.35% premium over the offer
price and the median premium of around 18%. Thearefier has applied a regression technique which
shows that the offer to open returns explain théatian in offer to close returns to an extent 6p@&
Also cross sectional regression has been usedimiital returns (dependent variable) and size, teefo
market condition, offer price quotient to explaimderpricing (independent variable). The resultgyssy
that the larger the issue price, the lesser isuthaerpricing. If the general market conditions are
optimistic, the issue attracts more investors tleagling to higher premium in returns. The empirical
research of long run analysis shows that the IF@ss logetter performance up to two years but aftat th
they start underperforming and a comparison witterimational evidence shows the after-market
performance over three years period is -14.69%.imAportant finding of the paper is that with the
introduction of book building process in India #dent of IPO underpricing has gone down.

Janakiramanan (2007) has examined the evidend¢e dbhg run underperformance in the Indian market
using the data set of firms over the period of 2000 by using CAPM and three factor models as
benchmarks taking a sample of 116 companies framuwsindustries. The sample of the study consists
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of 116 IPOs issued by companies in the Indian ntaitkeing the period 2000 -2001. The aftermarket
performance is taken for five years. The studyl t@urn, market adjusted abnormal return for shant

as well as for long run. The study employs the daapital asset pricing model (CAPM), the Fama and
French three factor model and the average returemdhe results for the three factor model imply a
greater positive return as compared to the CAPKhénlong run. The results depict that the thre¢ofac
model may be better suited for explaining long-urderperformance. The long term performance of
these companies shows that investment in Indiars [Ovides positive abnormal return by the endCof 6
days. The abnormal return is greater for investniansmaller companies to investment in larger
companies.

Khurshed, et al. (2008) has examined the timingsascription pattern of different groups of inwest

viz. retail investors, QIB’s, NII's dividing the wdy into two parts, the Pre-listing period and Hissing
period underpricing. The sample period for the gligdMarch 1999 to March 2008 and the sample size i
239 IPOs. The results indicate that subscriptimellef non-institutional investors and retail int@s is
significantly influenced by the subscription patteof qualified institutional buyers. Moreover, the
findings show that the transparency of the bookdng process in Indian IPOs helps to nullify the
winner’'s curse problem for the non-institutionaldaretail investors. Singh and Kumar (2008) have
analyzed short and long run underpricing of IPOgh& Indian Capital markets and propose a model of
underpricing taking oversubscription variables glomith age and issue size. They have performed
industry wise analysis from the time period of Ja@06 to Oct.2006 by taking 116 IPOs. The study
shows that Indian Capital markets are found tocofelindustry specific waves. The sectors which are
performing well are more underpriced in short ramell as perform well in long run.

Objectives of the study 80

Although enough research has been done on pricnfprmance of IPOs, still there are certain gray
areas, which have drawn the researchers to conbiscstudy. More specifically, the study has been
designed to achieve the following objectives:

i.  To measure the initial underpricing of IPOs in métiom the date of offer to the
public to the date of their listing.

ii.  Toexamine the extent of short run underpricingP@s in India

iii.  To analyze the underpricing for the long run up feeriod of 3 years.

iv.  To analyze the factors influencing price perfornreatIPOs.
To achieve these objectives the following hypotkdse/e been proposed:
Hi: There is no relation between age and pricinggpernce of the IPOs
H,: There is no relation between Issue size andngiperformance of the IPOs
Hs : There is no relation between Subscription lewel pricing performance of the IPOs

H4: There is no relation between Listing Lead timd pricing performance of the IPOs
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Hs: Long run underpricing is more than Short run updeing.

3. Research Design And Methodology

The study has been aimed at appraising the priderpence of the Indian IPOs and to judge the déxten
of underpricing. The study is based on the secgndata. Secondary data has been collected from the
National Stock Exchange of India, SEBI etc. Thadgtincludes the prices of those companies which
satisfy the following criteria:

i. The IPO is listed on the NSE and has been trémesix months for short run analysis, and uphi@é
years for long run analysis.

ii. Data regarding offer price, listing date, Irjiprice and the prices subsequently required\sdaale.

iii. Short-run analysis: All IPOs, with equity sleaas an instrument, listed on NSE for the timequkri
from year 1999 to Dec 2008 have been considered?daccompanies have been taken for the short run
analysis.

iv. For Long-run analysis: All IPOs, with equityasle as an instrument, listed on NSE for the tinreogde
from year 1999 to 2005 have been considered. fedotig run analysis the total no. of companiesbis 6

v. For the factors affecting IPOs price performaanalysis: All IPOs that’s data has been availaiée
considered for study.

To test whether a stock has been priced at itsygatrworth or not and to determine the magnitudé a

degree of the deviations of market price of thelsfoom its offer price, returns have been compute@l

the returns are positive, the indication is thatioderpricing, while negative returns imply ovecprg. It

is not possible to compare these returns acros®dhed, because the market was in different phases
during the period. So, this return has been adjusseng the returns on the CNX S&P Nifty Index foe
corresponding period. In order to analyze the shartunderpricing, one week, one month, three nonth
and six months time intervals have been takenabe ¢he share prices are not available for a péatic
date, a seven days window has been consideredhandrice available on the nearest date has been
selected. The initial return on IPOs has been coedpas the difference between the closing pricéhen
first day of trading and the offer price, divideglthe offer price.

R_REt=[(R-Po)/ Pe*L00]. . ...t e, (i)
Where R_Ret. = subscriber’s initial return (hereaftiw return)

P, = closing price on the first day of trading

P, = Offer price

The return measured by Equation (i) would be valich perfect market, where there is no time gap
between the application closing date and the diest of trading, no opportunity cost of money defsuki
with the application (or demand for shares doesemoted the supply of shares and hence no rationing
takes place), and no other costs associated withirlg an application. If the first condition is not
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fulfilled, returns should be adjusted for changemarket conditions during this period. In mostesathe
gap between the application closing date and tseday of trading would be very small and is liked
have a negligible effect. But, in India this gapgisite long. During this period, a major changeldou
occur in market conditions and the observed premjdiscount) measured by equation (i) could be
caused by a change in market conditions ratherithigal mispricing. Therefore, the raw return estited

by equation (i) has been adjusted for market return

MAER= [(P1- P/Po)- (M1-Mo/Mo)T*100. .. ... eee it e e e e (ii)
Where MAER = Market adjusted excess return

M, = Closing value of Market Index on the first tnagliday

Mo = Closing value of Market Index on the offer clagdate.

Since for different companies, the time taken $b Viaries, so to normalize for this, annualizedinret
will be calculated by multiplying Raw and MAER Wyt following factor.

Annualising Factor = 365/ Listing Lead TiMe..........oooiiie i e e (iii)

The returns for the different time period gaps abered is calculated by taking closing prices @f th
given stock after the specified time gap (i.e. week, 1 month, 3 months, 6 months, lyear, 2 ye8r or
years) from the listing day. So the formula useddnation (i) is adjusted as follows:

o = [ 2 = e 0 (iv)
Where R_Ret.t = raw return of the stock at timédrdisting day

Pt = closing price at time t i
Po = closing price on Listing day

Similarly, the market adjusted excess returns aleutated for the given time periods, by using the
following formula

MAER= [(Pi- Py/Po)- (M-Mo/M)TF*L00. .. ..t e, 4
Where MAER = Market adjusted excess return at titecd time period t

Mt = Closing value of the index at time period t

Mo = Closing value of the index on Listing day

The average of R_Retalues, for all securities gives the return onsdéyfor the sample. To examine the
short-run underpricing, another measure WealthtReléindex) has been calculated. The magnitude of
this measure is an indication of the performancé@fs vis-a-vis

The market. A wealth relative of value greater thaity implies that IPOs outperformed the market in
that period, while a wealth relative below 1 indésaunder-performance. When an IPO outperform the
market then that means that it has given highermestthan the market
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Which implies that it was underpriced previouslhydamhen it gained it actual worth in the market it
outperformed the market in terms of returns. MéR a sample of n stocks at time t is calculatadgithe
formula:

R Ret;

I B

Wealth Relative, WRy = N

—mmmmmeme= (V1)

MR_Ret.
1

T

Where R Ret; =R Ret. /100
MR Ret = MR Ret. /100

N =total number of IPOs in the sample

4. Results and Discussion
IPO Activity in Indian Stock Market

IPO market in India has seen many ups and dowmgluhe last decade. It has seen a steep rise in the
initial years of the post liberalization. The growdbserved during the first half of the 90s is ryost
attributed to the financial liberalization of theomomy. Capital market reforms like abolition o thffice

of controller of capital issues (CCI), constitutiohSEBI under the new security and regulationaaxt g3
relaxation in pricing of capital issues played mpoértant role in such upsurge. Tablel show that PO
market has witnessed an exploding growth from $S8es during 1991-1992 amounting to Rs. 724 crore
to 1357 IPOs for Rs. 10924.11 crore during 1995619%ere was a marked decline in the number of
IPOs and amount raised through them in 1996- 1B8@ely as a result of stricter eligibility critarfor
public issues imposed by SEBI. The number of IP@dided to 717 amounting to Rs. 5958.60 crores
during 1996-1997 (Annual Report, SEBI, 1996-97)e Tlumber of IPOs further declined in 1997-98 to
52 amounting to Rs1047.52 crores. The declinearstiare of IPOs can be partly attributed to théirdec

in industrial activity in the country and partlyato strict entry point norms, which prevented gréeld
projects without track record from accessing thekeia(Annual Report, SEBI, 1997-98).

For the financial year 1998-99, only 18 IPOs for &%.21 crores were floated. The absence of issues
good quality, lack of confidence of investors innneompanies and depressed secondary market, were
some of the factors, which hindered the growthRiD$ (Annual Report, SEBI, 1998-99). There was a
marked increase in the number of IPOs during 19930 51 from 18 IPOs and their successful
subscription indicated the restored willingness aadfidence of investors to invest in new companies
especially in knowledge based industries partitylar information technology and healthcare IPOs
which came to the market in a big way. This wae alsvorldwide trend. And this trend continued for
2000-01 when number of IPOs increased to 114 ammaumd Rs. 2722.38 crores. The number again
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tumbled down to 7 IPOs amounting Rs. 1201.8 crdging 2001-02. But it was back to spring time
again by the end of 2004-05.

Thus, it can be concluded from table 1 that IPOkelaexperienced boom during 1997-99 and recovery
during 1999-01. Things again looked down for 20@1b@it back to good times by the end of financial

year 2006-07& 2007-2008. Hence, IPO market in Infsents an interesting case for study because of
its various nuances for a period 1992-05.

Table 1: Growth of IPO market in India

Amount (Rs Amount (Rs
Year No of IPOS | Cr.) Year No of IPOS| Cr.)
1991-92 158 724 2000-01 114 2722.38
1992-93 467 3673 2001-02 7 1201.8
1993-94 693 7650 2002-03 6 1038.68
1994-95 1231 9919 2003-04 14 1412
1995-96 1357 10924.1 2004-05 23 12382
1996-97 717 5958.6 2005-06 79 10936
1997-98 52 1047.52 2006-07 77 28504
1998-99 18 404.21 2007-08 85 42595
1999-2000 51 2719.04 i

IPO Activity in NSE

As it is clear from Fig. | over a period of 1999620 there is cold issue market, i.e., the issuafic®. of
IPOs in NSE is far less than in hot issue market, from 2004 to 2007.Then again there is a fiatia. of
IPOs being issued in NSE. The main reason forribeease in IPOs over a time period, is that during
2003to 2007, there has been a boom period in IBHaides this SEBI has made a no. of amendments
increasing the investors’ confidence in Primary keawiz. no. of IPOs are being launched throughkBoo
Building process due SEBI initiatives, IPO Gradsygtem (mandatory w.e.f. May 2007) and moreover
protecting retail investors by revising DIP Guidels from time to time. Regarding the recent fall in
issuance of IPOs in2008 is the current slowdowindma due to recession in developed economies.
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Fig. I. IPO Activity in NSE
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Price Performance of IPOs: Short Run Analysis

Short run analysis of price performance of the IPOassential to study the extent of underprickaoy.
this purpose, the buy and hold period of firstimgdiay i.e. listing day, 1

week after listing day, 1 month after listing d8ymnonths after listing day and 6 months after

listing day have been considered.

Table 2. Returns over short run i
R_Ret | MR_Ret. Max. Max. Min. Min.
Time Frame R_Ret MR_Ret. R_Ret | MR_Ret.
On the listing day 58.11] 4.45 6589.86 911.84 -88.9-214.4
1 week after listing day 33.89 5.3 1010 916.17 5565%. -22.77
1 Month after listing day 31.52 6.65 964.58 952.16 -67 -36.29
3 Months after listing day 29.32 8.29 683.12 868.9| -80.7 -87.31
6 Months after listing day 31.84 11.62 572.9p 987.9| -83.3 -45.88

The overall returns obtained from the IPOs are shimathe table 2. The returns, thus, calculatedizee
Raw Returns taken on the listing day, one weekr d§ing day, one month after listing day, three
months after listing day and six months after figtday so as to analyze the price performance eof th
IPOs in the short run. These returns are in tumpared with that of the market returns, which are
calculated by taking into consideration the S&P CNiky Index (so as to represent the market belravio
during the exactly same time span).
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Fig. Il Comparison of R_Ret. and MR_Ret.
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As we can see from fig.ll the R_Ret are quite highthe listing day and have fallen considerablyrove
the short run time period. Also, the MR_Ret are stfmtwing so much variation like the R_Ret. These
returns show the extent of underpricing of the IR@éch generate returns to the investors on trs fir
trading day of price discovery. The returns felvdodramatically after one week from the listing cand
subsequently to compensate for the price appreniaind tend to normalize thereon. The maximum
R_ret from the IPOs that an investor can earn edisting day is 6589.856 % whereas the minimurs los
is 88.9%. These figures itself shows the scopénertide range for the profit. The higher end fag th
profit is quite high as compared to losing end glavith the overall raw return is approx. 12 timbe t
market raw return. Similarly, we can observe that taw returns are 6times, 5 times, 3.5 times aéd 2
times the market raw returns on 1weak, 1 monthpBths & 6 months after listing respectively. 86

Table 3. Values of Ann. R_Ret. and MR_Ret.

Ann Max Ann Min. Ann Max. Min MR _
Time Frame No R_Ret R_Ret R_Ret | MR_Ret| MR_Ret Ret.

On the listing day 244 1083.26 133627.81] -1545.32 71.78| 15128.2| -339.63
1 week after listing
day 244 580.67 20480.55| -913.87 85.82| 15200.15] -295.83
1 Month after listing
day 244| 545.35 199559.6| -997.4| 106.83| 15797.12] -575.85
3 Months after
listing day 244 524.62 13852.25| -1472.5| 136.94| 14415.89| -1448.61
6 Months after
listing day 244 591.9 11617.47| -1519.81| 200.62| 16387.54| -729.31

In order to make returns obtained from the varid3s more comparable the listing lead time has been
considered and the annualized raw returns botthiaiPOs and the market have been calculated. The
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inclusion of this factor provides a similar basis the study c extent of underpricing in the IPOs

nullifying the effect of the time taken or vary number of days taken by the companies for gettieq
stocks listed thus annualized ragturns provide a better picture of the price penfince of the IPOs at
the phenomenon ofPOs. In the short run the results highlight thia¢ré is a good difference

annualized raw returns over the annualized magwetreturns

Fig. lll. Comparison of Ann. R_Ret. and Ann. MR_ret
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The fig. 1l supports the phenomenon of excessively high armadiliaw returns in the short run
compared to the lesser amount of loss possibiltieieh are equivalent to that of normal market |
MAER or Market Adjusted Excess Return and Ann. MAERarly define the excessive amount 87
returns that goes into the pocket of an invest@r and above the market returns. Moreover whe
consider Annualized MAER the effect of the varyligging delay gets nullified and the phenomenon
underpricing reflects itself in the true mannerisliquite clear from the tak 4 andfig.3 that when we
simply take MAER the returns are so but when the.AMAER are considered then they simply sury
the MAER andshows the scope of underpricing present in the at.

Table 4.Values of MAER and Ann. MAER

Max Min. Ann Max. Ann Min Ann
Time Frame No| MAER | MAER MAER MRER | MAER MAER
On the listing day 244 53.66 6603.34 -676.19p 1011.47 133901..| -11218.7
1 week after listing day 244 28.59 1005.66 -756.94  494.85 20392.6. | -12558.4
1 Month after listing day 244 24.87 960.94 -904.9Y  438.51 19485.8. | 15014.37
3 Months after listing day 244 21.03 680.32 -861.38  387.68 13795.5.| -14290.4
6 Months after listing day 244 20.21 561.91 -1006.84 391.27 11394.4.| -16704.5

Wealth Relative: Wealth Relatives is an efficient measure to evalsiort run underpricing of IPCIn
figure IV the values for the wealth relative index has bemnpared with the unity. The value gree
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than unity shows that the IPOs have been underprioecase of the sample taken for study, the walue
are greater than one and are highest on the ligygwvhich implies that underpricing of IPOs haeéibe
discovered on the first day of trading itself. Als® phenomenon of underpricing persisted in tlegtsh
run till six months after listing.

Fig. IV. Wealth Relative
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Figure IV shows the percentage values of the exténinderpricing and it is evident that the IPOs
generated 689 %( approx) returns on the first daljsting and outperformed market index returns by
589%. Thereafter, they tended to normalize theurns and generated high returns for the invesithrs
through the short run time period. But what is \warbticing here is that though the returns remaliirteq88

high in the short run but they show a declininghdrevhich infers that the price behaviour tends—to——
normalize the returns so as to make the IPO gesteraturns equivalent to the market returns. These
returns actually normalize themselves along theketdrehaviour in the long run after the market ptay

have taken the fruits of underpricing. Thus, thisasure verifies the high extent of underpricingspng

in the IPO market in the short run.
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Fig. V. Extent of Underpricing
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Comparative Sudy of factor Age over the considered time period: Age of a company is the differen
between the incorporation date of a company its listing date irrespective of the company’s n:

change and sifting over from private to public lie

Table 5.Average Age of Companies (Opting for IPOs

Year 1999 2000| 2001| 2002 2003| 2004| 2005| 2006| 2007 | 2008
N (

244) 1 9 2 2 5 15 40 60 82 29
Mean 8.15| 8.08| 14.0¢| 9.69| 29.55| 15.03| 13.25| 14.1 17| 144
Median 8.15 6.24| 14.0¢| 9.69| 1242 15.7| 10.7| 12.1| 2.84| 121
Std.

Dev. - 4.33 8.£| 4.33| 42.16| 10.97| 13.15| 7.89| 15.2| 12.1
Max. 8.15| 16.74| 20.07| 12.76| 103.82| 35.55| 73.43| 36.7| 100| 66.9
Min, 8.15| 4.93| 8.0:| 6.62 405 105/ 0.32| 0.39| 2.32| 2.29

From the above Table 5 and . it is clearly shown that over the time period theamn age of

89

companies has declined. In other words, we cantlsatythe young and midc-agec companies are

coming to market morggorously in the considered time period, excep the period 2003 in which tr

mean age is high because of launch of IPO of Vaadt Acrylics Limited which is 103 years o
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Many research studies have empirically tested ¢fetion between age arunderpricing. The prese
study highlight ( table 6)hat age affects the underpricing significantly,iahhis alsc shown in table 8.
The highest returns are given by from the age gaf@d) to30. Theresults highlighthat with an increas
in age, the na returns also increase though in the age groumate than 30 years the returns h

declined. It is due to the reason that the dat@tian in this group is significant as companiegeads
ranging from 30 years to even 100 ye

Table 6.Initial Listing Returns of IPOs by Age

Listing

Raw Offer Lead Issue Ann. Ann.

Sample | Av. Age | Ret. MAER | Price Time Size Raw Ret. | MAER
Lakh

N Years % % Rs Days Shares % %
242 All 23.85 | 21.56 211.19 27.8 318.28 444t 711.8
79 A<10 30.24 | 31.72 204.02 24.68 408 | 505.4° | 1644.22
117 10<A=220 | 76.09 68.62 230.06 226.49 205.57 1474.1° | 1949.59
32 20<A=30 | 148.84 | 113.31| 182.25 37.03 404.62 2406.4' | 3291.26
14 A=30 88.41 63.32 160.21 35.36 551.82 1487.1< | 7505.39

90

Issue-Sze and Price Performance: Issue size ishe offer size of a company i.e. the total no. ludres ¢
company is selling in their IPOs. According to SEfidelines the issue size that is being offerexlit
be disclosed in RedHerring Prospectus. The overall mean issue size thve consideredime period

(19992008) is 445.16 .The maximum offer size is 8658.8I6PC (2004) and minimum is 13.71 o-
LINK (2001) with raw returns 21.85 aI-48.85 respectively.
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Table 7. Initial Listing Returns of IPOs by Issue e

Sample | Issue Size | Raw MAER Offer Listing Lead | Issue Size Ann Raw | Ann.

size ret. Price Time Ret. MAER
N Years % % Rs Days Lakh Shares % %
244 All'l 23.31 21.49 212.44 27.75 321.708 442,73 07.01
108 | <60 26.37 25.04 248.42 30.01 39.72 457.64 102952
60 60< 1 2120 27.73 4.17 203.35 27.7 83.79 491.65 1936.48
23 120<I 2180 168.98 162.19 226.26 23.21 147.34 3210.82 4216[05
11 180<l 2240 114.98 94.95 132.09 20.81 201.25 2059.4p6 172745
41 1 2240 478.01 478.85 146.4 26.31 1513.46 9435.43 707.01

Table 7 shows the relation between underpricindp whe Issue size. All the average raw returns and
mean MAER given by IPOs basis on Issue sizes asitiya From the Table 9, it is clearly shows ttiet
optimum issue size for an IPO is between 120 arid(E&h shares). With an increase in the issueg size
there is a gradual increase in raw returns. So fanmvestor point of view this is the optimum sioe
invest in. For the last sample of the table i.exvab240 lakh shares, the returns are high becdudata
variation as it includes the shares ranging from.98 of PTC to 8658.3 of NTPC lakh shares. So the
variation is obvious. The correlation and regressialue between the above two factors is 0.27 dnid R
0.015.

Subscription level and Price Performance: Subscription level of IPOs (Table 8) depicts thial demando1
of the issue generated in market by investors’ mgtail investors, Nlls and QIBs. Subscription leige
being calculated by dividing total demand (of tksue) by total offer size. The benchmark value of
subscription level is 1. If the subscription levalue is less than 1 then the issue is undersiiestend if

it is more than 1, it is over-subscribed.

Table 8. Initial Listing Returns of IPOs by Listing Lead Time

Listing
Sample| Listing Lead Offer Lead Ann. Raw
Size Time Raw Ret.] MAER Price Time Issue Size | ret. Ann. MAER
Lakh
N (no of days % % Rs Days Shares % %
244 | All 23.37 21.54 212.44 27.75 321.71 108R.4 1623
5| Ls15 880.62 785.94 47 13 484.47 2633862 23693.99
221 | 15<L =30 27.37 25.27 219.89 21.34 306.08 517)76 839.81
18 | L =30 75.66 64.86 167 110.8p 468.32 995.1 1046.24
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From the table 8 it is crystal clear that with aarease in subscription level there is a subsedquergase
in raw returns. This shows the clear correlatiotwieen the two indicating that the issues whichraoee
subscribed are bound to give significant positiae returns indicating underpricing. The multipleskR
0.27 and Ris .07 for these factors.

Listing Lead Time and Price Performance: Lead-time is the time lag between the closing datbe issue
and the time when it gets enlisted with the staathange. Different issues take different time sgfans
listing. The listing delay in the sample used ia fitesent study ranges between 18days to as m&n6as
days and this lead-time averages at 27 days. Sectatinize the effect of delay in IPO listing
performance, a cross-sectional analysis was madegsthe lead-time in three categories.

Table 9. Listing Lead Time over a considered Time &iod

Year 2000] 2001] 2002] 2003] 2004] 2005] 2006] 2007] 2008
N ( 244) 9 2 3 5 15 40 60 82 29

Mean 54 46 16| 17.2| 33.4| 32.9| 30.13 22| 217

Median 52 46 16 20 21 21 21 22 21

Std.

Dev. 15.8) 2.8 2.8 52| 509| 77.7| 503 2.3 2.3

Max. 92 48 18 22| 217| 512| 352 36 27

Min. 42 44 14 11 13 17 16 17 17 o

Table 9 shows that the raw returns as well as madjeisted return estimated on the basis of nurober
days for listing indicate that when the listing alels between 15 to30 days, the returns are Sogmifiy
different from zero. 90% of IPOs are falling in tt&tegory of 15 to 30 of listing lead time. But IR©s
which are falling in the range of less than anda¢t¢m 15 days are giving highest raw returns thoungly
are only 2%. So, the above analyses support thethgpis that lower listing delays give better
performance though no. of firms chose to havenlistielays of 15 to 30 days. The value of R is @i
R*0.024
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Fig. VIl . Mean Lead Listing Time

60

From the table 9 and Figure Vil can be concluded that the listing lead time base down ove a
period of time. The mean listing delays have declined dnof year 2000 to 21.7 of year 2C The
maximum and minimum has come down from 92 and427tand 17 respectively frc 2000 to 2008.

Long Run Analysis

Generally, the investor envisages, whould be his return after one year, or two yearghoge years ¢

in subsequent years if he invested his money tadap investment avent Initial public offerings are a
interesting investment opportunity which generalfysures positive return in 1 short run. But do the ¢4
offer the same thing in the long run also? Do tR©d remain underpriced in the long run or not”
answer these questions the long run price perfaceanalysis has been done, which is presented |
The overall returns obtaiddrom IPOs are shown in the tall3. The returns, thus, calculated are the
returns taken on the listing day, one year afterligting day, two years after the listing day dhcke
years after the listing day, to analyze the priedggymance of te IPO in the long run. These returns

in turn compared with that of the market returnkjolv are calculated by taking into consideratidmes
S&P CNX Nifty Index (so as to represent the matledtavior during the exactly same time sy

Table 10. RawReturns and Market Returns

Time Span R_ Ret. MR | Ann.R_ Ann. MR Max.Ann. | MaxAnn. | Min.Ann. | Min.Ann.

Ret, AN-MR_1 R_Ret. | MR_Ret. | R_Ret | MR_Ret.
_ Ret. Ret. - - - -

On Listing 32.29 | -0.15

Day 573.78 1451 4774.33] 218.43| -1576.8¢| -217.26

After 1 Year 85.15| 30.85 1773.03| 599.29| 21669.47| 1669.47, -967.5:| -250.89

After 2 Years 121.4 77.9| 2514.44| 1482.7| 48301.66| 2935.26| -1104.4¢{| -256.05

After 3 Years 142.83 88.36 3071.5| 1673.23| 74357.54]| 5906.02| -1709.3¢| -260.85
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It is generally observed in the equity market tRgds would come to their intrinsic value in thedamn

but there are various factors which also play apoirtant role, like market sentiments of the congde
time period, global market trend etc. In my studre are 65 IPOs over a time period of 1999- 200%in
long run analysis. Their returns have been caledlafter 1, 2 and3 years respectively. In Indiagheas

a Boom-Period during 2003- 2007, so the raw retaraggreater than market returns even after 1d2an
years and have not come to their true value (8dh exception in the taken time period due toketar
sentiments). The above table explain the compaw$onax. and min. R_Ret. and MR_Ret. It shows that
the max raw returns are very high compared to mearket returns and same is the case with min. raw
returns.

Comparison between Ann.R_Ret and Ann. MR_Ret:-Aft.Ret represent the raw returns being

annualized in effect to nullify the impact of tinteken by an IPO for getting on to the stock excleang

floor .While on the other day Ann MR_Ret shows #mualized raw returns for the same considered
time period of the market as to provide a compardidnchmark. When we compare the annualized
returns with annualized market raw returns we darifg whether the IPO has given investor a better
return or not, for the considered time period & s$ame regulatory framework and market sentiments.

Table 11:- Comparative values of MAER and Ann. MAER

MAER Ann. MAER
On listing Day 31.45 559.27
After 1 Year 54.3 1173.73
After 2 Years 43.5 1031.73 94
After 3 Years 52.35 1398.27

The table 11 depicts that an investor remains enptiofit even after holding the equities for 3 yedrhe
highest annualized raw returns are made by IndlaBRD for the successive three years. The maximum
return came in 2007 i.e. 74357.54(ann. Raw retusgr the considered time period Ann. Raw returns
grow very fast as compared to market ann. rawmestur

Maximum and Minimum Ann. R Ret and Ann. MR Ret.: The max. and min. Ann. R_Ret & Ann.
MR_Ret. show the range of the data i.e. what carthbehighest data range and lowest data range.
Moreover it also depicts by how many times a madaat jump up to its higher end and slope down
towards its lower end and also the IPOs returns. tble 15 shows that Ann. R_Ret in both cases, i.
max. and min. are fared well as compared to the MiRd_Ret. So, it can be concluded that an investor
well off in the considered time period than markethe same time periodComparison of MAER and

Ann. MAER: By studying the comparison, it can be explained bimav much an investor can earn from
the market. By taking Ann. MAER, the effect of i} delays can be nullified and so underpricing loan
shown more clearly. However in the MAER, thereriseffect of listing delays but in long run it haslte
wiped out to show the real picture.
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The above results depitiat after nullifying the effect of listing delaythe underpricin (Fig VIII and
IX) is shown more clearly. It is also shows the levelraerpricing present in t marlket.

Fig. VIII. Wealth Relative
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5. Conclusion

From the foregoing analysis, it can be concludeat tinderpricing is present in NSE. It can alsc
concluded that underpricing more severe in the short run periods, i.e., fthenlisting day to the si
months after the listing. However the long run IR@sds to move to their intrinsic value or trueu
wiping out much of the underpricing. The differermmtween the exter of underpricing in the two tim
intervals is very much. For long time interval &keén up to 3 years from the day of the listing haf
company. It shows that if an investor buys and sithe equities, how much he is going to earn dve
considered the period. In addition to that an analysis of th8uence of factors on IPOs pricil
performance has been done. The factors taken gongideration are: Subscription level, Issue ¢
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Listing lead time and Age. The results show thasénfactors influence the initial returns, i.e.Ret. of
the listing day of the company.

6. Limitations of the Study

The limitations of the average that is being impddby the extreme values can't be avoided in return
calculation while examining the performance for @adized raw returns and annualized market adjusted
raw returns. The non-availability of data of prides few companies’ resulted in not including thése

this analysis purpose. The volatility and the chiaggnarket conditions, which do have an impactien t
prices of the shares and thus the returns genetfa¢eeof, could not be avoided. The other limitatad

this study was the shortage of time for compleingh a vast topic, due to which the sample of &chit
companies on NSE has been taken.
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