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Recent Trends in India’s Capital Markets

By Rajiv Gupta
I. Equity markets
Indian public capital markets have continued their robust growth in 2007, attracting a variety of companies from diverse industry sectors, including IT, financial services, infrastructure, pharmaceuticals and healthcare, media, manufacturing, and consumer goods and services.

Indian companies are now able to access a wide range of capital market instruments both in the Indian and international capital markets. There is a range of financing options available to Indian companies looking to access the capital markets, including:
· Domestic Indian IPOs and other public offerings in India, with large offerings that also include institutional sales outside India;

· Qualified Institutions’ Placement (QIPs) under the Indian private placement rules;

· U.S. listings and American Depositary Receipts (ADRs);

· Global Depositary Receipts (GDRs);

· Alternative Investment Market (AIM) listings; and

· Foreign Currency Convertible Bonds (FCCBs). 
A. Domestic Indian market

The last two years have seen a growing trend of Indian companies who are eager to take a domestic ride rather than looking for financing abroad. Due to the various reforms introduced by the Securities and Exchange Board of India (SEBI)
 in the past few years, including reforms in the disclosure and corporate governance requirements, and increased investor confidence, the domestic Indian market has grown significantly and has been able to absorb the increasing capital requirements of Indian companies.  SEBI is the principal regulator of securities markets in India.

Between April and August 2007, 56 companies raised more than US$9 billion in the domestic Indian market compared to about US$3 billion raised by 33 companies during the same period in 2006.
  The average size of offerings has also increased.
Capital Raised through Public offerings, Rights offerings and QIP in India
	Particulars
	April-August 2007
	April-August 2006

	
	No.
	Amount

(US$ million)
	No.


	Amount

(US$ million)

	Public Offerings
	41
	6,940
	19
	2,989

	Initial Public Offerings
	38
	4,288
	15
	2,812

	Follow-on Public Offerings
	3
	2,652
	4
	177

	Rights Offerings
	6
	173
	13
	58

	Qualified Institutions’ Placement
	9
	2,052
	1
	12

	Total
	56
	9,165
	33
	3,059


Source: SEBI. Conversion from Indian Rupee to US Dollar at 40 Indian Rupees per US Dollar.

The QIP rules have gained in popularity since their introduction in 2006. Under the QIP format, companies may offer and sell only to institutional buyers but the offer document does not need to be filed with SEBI. From April to August 2007, more than US$2 billion was raised by Indian companies under the QIP format.

The growing trend of large domestic Indian offerings typically also includes institutional sales outside India to qualified institutional buyers in the United States and investors outside the United States under Rule 144A and Regulation S under the Securities Act. 

In 2007, DLF, Cairn India and ICICI Bank all raised close to or in excess of US$2 billion from public offerings in India that also included institutional sales outside India.

B. International Markets
More than US$18 billion in proceeds were raised by Indian companies from equity offerings between January 1, 2007 and September 30, 2007 compared to less than US$10 billion in the same period in 2006.
  Approximately 60% of that has come from offshore issuance, with approximately US$5.5 billion raised from ADS offerings in the U.S. 

While there were a few GDR offerings in 2007, GDR issuance has witnessed a general slowdown as more companies have been utilizing the QIP format.  The UK based AIM, with a quicker listing time and more relaxed regulatory and disclosure and financial statements requirements than the U.S., has also become a favored choice for many Indian companies. Many real estate companies have listed on AIM, including Hirco and DevProp Development, although some believe that the increase use of AIM listings by real estate companies is temporary. 
II. Debt Markets
India’s debt markets are divided into the government bond segment and the corporate bond market. The government bond segment, the largest component of India’s debt markets, feature central and state governments as issuers and the Reserve Bank of India as the government debt manager. The corporate bond market is tiny by comparison. 

There are various restrictions imposed on the ability of the Indian companies to raise offshore debt, chief among them being limits on the maximum amount of interest that can be paid on the bonds and the external commercial borrowing (ECB) rules that regulate use of proceeds from offshore debt. In May 2007, the Reserve Bank of India withdrew a limited exemption that allowed real estate companies to borrow offshore for the purpose of developing integrated townships. In August 2007, the ECB rules were further tightened. 

These restrictions have forced Indian companies to borrow more in the domestic Indian market. As a result, the investment by foreign institutional investors (FIIs) in debt also has been limited. During April 1, 2007 to July 31, 2007, the total investment by FIIs in debt was only US$150 million compared to more than US$9 billion in equity.
 While almost US$15 billion worth of Indian rupee bonds were issued between January 1, 2007 and September 30, 2007, approximately US$8 billion worth of G3 currency (US dollar, Japanese yen and Euro) were raised by Indian companies (excluding collateralized debt obligations).
 

As Indian companies become active overseas, however, the domestic Indian market may not be able to provide the scope of funding that the companies need and more and more Indian companies are being forced to go offshore. It is easier to raise offshore debt for the companies if they are able to utilize the proceeds offshore, for example through offshore subsidiaries.

ICICI Bank raised $2 billion of offshore debt in 2007. DLF announced earlier that it was looking to raise US$1.5 billion through an offshore subsidiary. 

Reforms made and reforms needed in India’s Capital Markets:

Issues facing U.S. investors

By Rajiv Gupta

Below is a discussion of some of the key legal issues that a foreign investor looking to invest in Indian public capital markets should be aware of.
III. Disclosure Requirements

Indian companies listing in the U.S. and issuing securities to the public in the U.S. must comply with the disclosure requirements contained in the Securities Act and rules and regulations promulgated by the SEC. 

Indian companies listing in India and issuing securities to the public in India must comply with disclosure requirements prescribed by SEBI.  Disclosure requirements of SEBI were amended to bring those more in line with international standards, including detailed disclosure of related party transactions and pending litigation. SEBI also requires detailed disclosure, including financial disclosure, for promoters and promoter group companies.  

The SEBI disclosure requirements continue to evolve as the Indian capital markets continue to develop. Industry sectors that have historically not been active in the public capital markets have begun to access the capital markets. SEBI has been revising the disclosure requirements in response to this development. Real estate sector is a prime example.  For example, in response to a number of real estate companies accessing the capital markets in 2006-2007, SEBI promulgated specific disclosure requirements aimed at real estate companies.

Many large public offerings in India typically also include international tranches in reliance on Rule 144A and Regulation S.  Similar to the practice in the U.S., it has become standard practice to follow the Securities Act disclosure rules in Indian public offerings that include Rule 144A tranche, with only limited exceptions. In most situations, the commitment committees of the large investment banks will insist on including disclosure in the 144A offering document that is in all material respects consistent with the requirements that would apply to a registration statement filed with the SEC.  Most major international investment banks are active in India and follow the U.S. best practices for disclosure in the Indian offerings.

The duality of the domestic and international offering leads to some overlap between SEBI and international disclosure requirements. For Indian companies attracting foreign investors through 144A and Regulation S offerings, it is essential that they are bilingual in their accounting and legal languages. Typically, international counsel is brought in to help Indian companies understand the requirements of international markets.  
IV. Financial reporting and GAAP

Foreign private issuers listing in the U.S. may present financial statements prepared in accordance with US GAAP. Such issuers may also present financial statements prepared in accordance with home country GAAP (if such GAAP is a comprehensive body of accounting principles) together with a reconciliation of net income and stockholders' equity to US GAAP, a description of significant differences between home country GAAP and the US GAAP and certain additional information required under US GAAP.  Pursuant to a significant expansion of Indian accounting standards, Indian GAAP has been recognized to constitute a comprehensive body of accounting principles.  Most Indian companies listed in the U.S. have historically chosen to present financial statements under US GAAP in their filings with the SEC.  At least one Indian company, however, now includes in its SEC filings financial statements prepared in accordance with Indian GAAP together with the required reconciliation to the US GAAP.
Indian companies listing in India are required to prepare and disclose financial statements in accordance with Indian GAAP and SEBI guidelines.  A company is required to include financial statements for each of the five fiscal years preceding the offering, together with interim financials which are also required to be audited. 

As noted above, large domestic Indian offerings by Indian companies typically also include a 144A and Regulation S tranche. A key attraction of 144A and Regulation S offerings for a foreign private issuer is that it can include its financial statements under home country GAAP (or IFRS) and need not provide reconciliation to US GAAP.  It is now common practice to include a summary of significant differences between US GAAP, IFRS and Indian GAAP on a qualitative basis without including any reconciliation to US GAAP.  Although the Indian accounting standards have generally been sourced from the International Financial Reporting Standards (IFRS), there are several differences between them.
 It is therefore important for the investors to understand those differences to analyze the company’s financials.  

A. IFRS

With the SEC permitting foreign private issuers to present financial statements under IFRS issued by the International Accounting Standards Board without the need to provide reconciliation to US GAAP, it remains to be seen if more Indian companies will start reporting in IFRS.  Indian companies cannot list their ADRs in the U.S. unless the underlying equity shares are already listed on an Indian stock exchange.  Indian companies listed in the U.S. therefore report in Indian GAAP in India and either US GAAP or reconciliation to US GAAP in the U.S. With the adoption of IFRS rules satisfying the U.S. reporting requirements, it remains to be seen if SEBI will accept IFRS to satisfy Indian listing requirements in which case Indian companies will only be required to prepare financials under IFRS. 

B. Pro forma financials

When a material acquisition has occurred, or is probable, U.S. accounting rules require that pro forma financial information be included in the offer document. Pro forma financial information is intended to illustrate the continuing impact of a transaction, by showing how the specific transaction might have affected historical financial statements had it occurred at the beginning of the year. 

When a foreign business is acquired, financial statements of the acquired business might also be required to be included in the offer document, depending on the significance of the acquisition. 

There is no equivalent requirement under SEBI disclosure requirements or Indian GAAP. It is therefore challenging for Indian auditors to prepare the pro forma financial statements unless such auditing firm is familiar with the U.S. accounting rules. As Indian companies become active in acquiring assets overseas, many target companies are in a different GAAP jurisdiction and reconciliation of the target’s GAAP to Indian GAAP would generally be required for the preparation of pro forma financial statements.  

C. Comfort letters

Similar to the U.S. practice, typically two comfort letters are issued to the underwriters, one at the time the underwriting agreement is signed (usually the pricing date) and a bring-down letter at closing.  In addition, in transactions requiring registration with SEBI (for example IPOs and rights offerings in India), there is also a practice of getting additional comfort letters each time the offer document is publicly filed in India.  

The comfort letters typically follow SAS 72 format.  There is also a Guidance Note issued by the Institute of Chartered Accountants of India that includes a specimen comfort letter. The specimen comfort letter is similar to the SAS 72 comfort letter in most respects. Many auditing firms also require an IPMA style arrangement letter that governs the Regulation S tranche. 

While the comfort letters follow the SAS 72 format, getting comfort on certain items such as stub period negative assurance, year over year comparison and promoter group financial data generally can sometimes be challenging.
V. Corporate Governance
Indian companies listing in the U.S. and issuing securities in the U.S. as foreign private issuers are required to comply with the corporate governance requirements of NYSE or Nasdaq and Sarbanes-Oxley Act of 2002. 

Indian companies listing in India are required to comply with corporate governance requirements that are contained in the listing requirements of the Bombay Stock Exchange and the Indian Companies Act of 1956, as amended. Many of these requirements are similar to those under Sarbanes-Oxley, chief among them the requirement to have independent directors and an independent audit committee with at least two-thirds independent members.

Corporate governance requirements in India were amended to bring them more in line with international standards. These revisions are cited by many as a major legal reform that has contributed to the development of the Indian public capital markets.  The corporate governance requirements are particularly significant in India as Indian companies often remain majority owned and controlled by their founders and promoters after their IPO. 

Some of the key corporate governance requirements in India include:

· Independent Directors – The board of directors must have a combination of executive and non-executive directors. If the chairman of the board is a non executive director, at least one third of the board is required to be independent. If the chairman of the board is an executive director, at least half of the board should comprise of independent directors. 
· Remuneration of Non-Executive Directors – This is fixed by the board of directors and requires a shareholder resolution, also specifying the limits of the maximum number of stock options that can be granted to certain non-executive/independent directors.
· Appointment and Remuneration of Executive Directors - Approval of the appointment and remuneration of the executive directors by the shareholders of a company.
· Board Meetings – The board must meet a minimum of four times a year, at least every four months. A director shall not be a member of more than 10 committees, or act as chairman of more than five committees. 
· Audit and other Committees - A qualified and independent audit committee should be set up, in addition to a committee specifically formed to redress shareholder and investor complaints. 
· Code of conduct – The board must declare a code of conduct for all board members and senior management. 
· Conflict disclosure - The directors have a duty to disclose their interests in a contract or arrangement to be entered into by or with the company.
SEBI also requires that companies appoint independent monitoring agency who reports to SEBI on a periodic basis whether the proceeds are being applied for the purposes described in the offer document. In addition, on an annual basis, companies are also required to provide a statement of funds utilized for purposes outside of those described in the offer document. 
VI. Diligence
Like any other jurisdiction, capital markets transactions in India present certain diligence issues that are unique to India. Many industries in India are regulated and it is important to understand the regulatory regime that the company is subject to and what government approvals and consents are required by the company for its business operations so that those can be adequately diligenced. 

For example, elaborate diligence procedures are followed for transactions by companies in the real estate sector to minimize the risks associated with uncertainty of title. The absence of any federal registry in India, difficulties in obtaining title guarantees, fragmented title and lack of commercial availability of title insurance in India create uncertainty of title. It is usually impracticable for Indian counsel to give legal opinions on title because the counsel are required to satisfy various technical legal requirements which arise out of court decisions because of the foregoing uncertainties.

VII. Ongoing Reporting Obligations

Indian companies listing in the U.S. and issuing securities in the U.S. as foreign private issuers are subject to continuing reporting requirements of the Securities Exchange Act of 1934, as amended, which include filing of annual report on Form 20-F and periodic reporting of material information.

Indian companies listing in India are subject to continuing reporting obligations such as reporting of quarterly financial results, annual reports and other material information. 
VIII. Participatory Notes 

One of the widely discussed actions by SEBI has been its recent ruling on Offshore Derivative Instruments (ODIs), such as participatory notes. ODIs are financial instruments generally used by those investors or hedge funds that are not able to register with SEBI as FII to invest in Indian securities. India brokerages buy underlying securities and then issue participatory notes or ODIs, as well as any dividends or capital gains collected from the underlying securities, to foreign investors. For many FIIs (hedge funds in particular), ODIs were the sole means by which they were able to invest in India’s capital markets. Concern over the increase in ODIs, the anonymity that ODIs provide to investors and the abundant inflow of foreign investors into India led SEBI to impose restrictions on the issuance of ODIs. 

It remains to be seen if hedge funds would be willing to go through the stringent requirements of FII registration and if these restrictions would restrict the inflow of foreign investors into India. 
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