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 The study revolves around studying the post IPO operating performance of Indian 

banks. Over the past few years India has been witnessing a steep increase in IPO‟s. In 
an emerging country like India, the role of the banking sector is indispensable and is 

hence gaining a lot of importance. Hence, the study mainly focuses on the performance 

of the banks post the IPO more importantly trying to discern whether underpricing 
plays an important role in bank IPO performance. The result of the study states that 

although the banks register a decline post the performance, no significant conclusion 

can be drawn over underpricing being a crucial factor in determining their operating 
performance post the IPO. 
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INTRODUCTION 

 

 Across countries, studies have tried to analyse the post IPO performance of firms. While some of the 

studies aim at studying the long term performance others aim at studying the short term to medium term 

operating performance of firms that go public.  

 Research has shown that most firms show a decline in the post IPO performance owing to increase agency 

costs, timing of IPO and manager‟s attempt to window dress prior to the IPO, etc. While many studies have 

been conducted studying the post IPO performance of firms, fewer studies have been conducted trying to 

establish the relation between underpricing and post IPO performance particularly on Indian firms.  

 This paper is an attempt to discern if there exists any significant relationship between underpricing and post 

IPO performance of Banks in India. Hence it is an effort to understand if whether banks in India consider 

underpricing as a significant aspect while going public.  

 Underpricing in the context of an IPO can be understood by taking into consideration two investor types: 

well-informed investors, who have superior knowledge about the true, value of the issue and less-informed 

investors, who lack the special knowledge to correctly value the issue. This information asymmetry causes a 

“lemons problem” where the uninformed investors are left with the less successful IPOs. In order to keep badly 

informed investors interested in the IPO market, issuing firms are required to sell at a discount. The larger the 

issue the more professionally it is likely to be managed and the more information about the true value will be 

available. This wider spread of information decreases the information asymmetry among investors. Because of 

this lower information asymmetry, these larger IPOs have less reason to under price and are expected to show 

less initial outperformance 

  Hence, the research questions addressed in this paper are: (1) Do the post IPO performance of firms in the 

Indian banking sector decline? (2) Is there any significant relationship between underpricing and the post IPO 

performance of Indian Banks?The paper is divided into  six parts namely: (1) Introduction, (2) Overview of 

Indian Banking System, (3) Literature Review (4) Data and Methodology (5)  Results and Discussionsand (6) 

Conclusion. 

 

Indian Banking System: 

 The banking sector is the most dominant sector of the financial system in India, The chief strong point of 

the Indian banking industry is the regulatory system, which has enabled India to carve a place for itself in the 

global banking scene.  

 Banking in India originated in the last decades of the 18th century. Central banking is in the hands of the 

Reserve Bank of India, which in 1935 formally took over these responsibilities from the then Imperial Bank of 
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India. After India's independence in 1947, the Reserve Bank was nationalized and given broader powers. In 

1969 the government nationalized the 14 largest commercial banks; the government nationalized the six next 

largest in 1980. Currently, India has 88 scheduled commercial banks (SCBs) - 27 public sector banks (that is 

with the Government of India holding a stake), 29 private banks (these do not have government stake; they may 

be publicly listed and traded on stock exchanges) and 31 foreign banks.  

 The public sector banks (PSBs) have maintained its dominance in the banking system. As on March 31, 

2008, PSBs accounted for 69.9 per cent of the aggregate assets and 72.7 per cent of the aggregate advances of 

the Scheduled Commercial Banking (SCB) system. Banking, financial services and insurance (BFSI), together 

account for 38 per cent of India's outsourcing industry (worth US$ 47.8 billion in 2007). According to a report 

by McKinsey and NASSCOM, India has the potential to process 30 per cent of the banking transactions in the 

US by the year 2010. The Reserve Bank of India (RBI), has allowed foreign players to set up branches in rural 

India and take over weak banks with an investment of up to 74 per cent, with further relaxations expected by 

2010. Some of the biggest names in global financial services and banks like Credit Suisse, Rabo Group and 

ANZ are seeking a banking license in India. Some of the existing players such as Stan Chart, Citi and HSBC, 

consider India as one of their top markets. Some of India major banks are planning to increase their foreign 

operations, with an intention of tapping the rapidly expanding NRI and corporate financing business in foreign 

markets. The State Bank of India (SBI) is introducing its overseas offices and is targeting a three-fold increase 

in its international business, by the next five years. India's biggest private sector lender ICICI Bank will start 

four new offices in US - in New Jersey, Texas, California and Illinois. HDFC Bank also plans to increase its 

foreign operations.  

 Recognizing the huge potential it holds, corporate sectors and banks are now increasingly moving towards 

rural India. Mobile banking has already taken off in rural areas and thousands of people from rural areas across 

12 Indian states are likely to get their social security pension and wages through mobile banking.  

 The Indian banking system is expected to undergo an enormous transformation after 2009 with the opening 

of the financial services sector under the World Trade Organisation (WTO). Under WTO, the Indian banking 

sector will be open to foreign banks. Bigger capital reserves, cutting edge technology, best practices in audit, 

accounting and transparency and skilled personnel of foreign banks will pose major challenges to Indian banks. 

According to a report by Boston Consultancy Group, the profit pool of the Indian banking industry is estimated 

to increase from US$ 4.8 billion in 2005 to US$ 20 billion in 2010 and further to US$ 40 billion by 2015. The 

domestic credit market of India is estimated to grow from US$ 0.4 trillion in 2004 to US$ 23 trillion by 2050. 

Indian households are actively involved with regular banking activities. If these 30 million additional 

households are targeted over the next three years it would expand the revenue pool by around US$ 2.24 billion 

for banks. Around 91 million households, with incomes of varying between US$ 899– US$ 4,052 per annum, 

are yet to be tapped by the banking sector. 

 

Literature Reivew: 

 Bharat a. Jain and OmeshKini (1994) post that the IPO firms exhibited big growth in sales and capital 

expenditures relative to firms in the same industry in the post-IPO period. Thus, the declining operating 

performance of IPO firms cannot be attributed to a lack of sales growth opportunities or cutbacks in post-IPO 

capital expenditures. Furthermore, there was a significant positive relation between post-IPO operating 

performance and equity retention by the original entrepreneurs. IPO firms where entrepreneurs retain bigger 

ownership generally demonstrated superior performance relative to other issuing firms both before and after 

adjustment for industry effects. Post-issue declines in the market-to-book ratio, price/earnings ratio, and 

earnings per share were also registered. The study claimed that IPO firms start out with high market-to-book 

(M/B) and P/E ratios relative to their industry counterparts but experience a decline in these measures after the 

IPO. In addition, earnings per share (EPS) also decline with time. Hence suggesting that investors appear to 

value firms going public based on the expectation that earnings growth will continue, while in actuality the pre-

IPO profit margins, on which the expectations are formed, are not even sustained. A number of potential 

explanations for the decline in the post-issue operating performance of IPO firms have been stated which 

include the potential for increased agency costs when a firm makes the transition from private to public 

ownership. The second reason could be that manager‟s attempt to window-dress1 their accounting numbers 

prior to going public. This will lead to pre-IPO performance being overstated and post-IPO performance being 

understated. A third explanation for the decline in operating performance could be that entrepreneurs time their 

issues to coincide with periods of unusually good performance levels, which they know cannot be sustained in 

the future.  Other reasons attributed to the decline in operating performance could be that the IPO firms cannot 

generate pre-IPO levels of positive NPV projects or if managers fail to maintain the required levels of capital 

expenditures.  

 With regard to the post IPO performance in terms of financial performance studies by Mayur manas, Kumar 

manoj and Mahakudjitendra (2007)on a sample of 36 firms in India that went public between 2001-2004, have 

found that overall performance of firms deteriorates significantly in post IPO period. The decrease was 
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comparatively sharper for Sales/Total assets, RONW and PBDIT/Total assets. Apart from this the impact of 

change in ownership is also of considerable importance. The relationship between retention of ownership and 

performance of firms showed that the firms belonging to the low promoter ownership group experience a greater 

decrease in Sales/Total assets, operating performance, and RONW in the post-IPO period as compared to the 

firms belonging to the high promoter ownership group. The study also showed that change in ownership 

inversely affects the performance of firms around IPO. Based on the results it was concluded that the 

performance of firms is affected by change in insiders‟ ownership around IPO and the firms where ownership 

retained by insiders post to their IPOs is lowest experienced the greatest decrease in their post-IPO performance.  

 Study by Meltemgurunlu on 68 non financial firms going public, no alignment effect or improved 

performance was registered due to a rise in executive remuneration.  A significant relationship between 

ownership concentration and performance measures was found proving that as the controlling shareholders 

loose power or the degree of ownership declines after going public , the agency costs increase. This leads to a 

decrease in performance measures due to lesser concentration of control power in fewer hands. Other factors 

include the age of the firm, and also the nature of business the firm is in. A significant positive relationship 

exists between age-at-IPO and aftermarket performance has been observed according to David T. Clark (2002) 

on a sample of 1234 companies that went public over 1991-1997 in US. Nontechnology firms exhibit a positive 

relationship between firm age-at-IPO and abnormal returns, with a high degree of statistical significance. 

Among technology enterprises, on the other hand, very young firms outperformed older firms.  

 There is also some evidence that firms that reissued equity or merged exhibited superior stock return 

performance in the first year after the IPO according to Harjeet S. Bhabra and Richard H. Pettway. Over a 

longer window of three years, however, the merged and SEO group significantly outperformed their matched 

firms, whereas firms that failed (delisted) showed extreme underperformance. Firms that reissue equity or merge 

show significantly superior stock return performance as compared to those that continued to trade and did not 

reissue equity. Firms that subsequently fail show significantly poor stock return performance compared to firms 

that continue to trade. Apart from these factors, spending on R&D, relative offer size, firm size, and number of 

risk factors listed in the prospectus is helpful in predicting subsequent survival or failure.  

 The results in some studies suggest that prospectus information is useful in the aftermarket over a short 

window of a year and to some extent in predicting subsequent survival or failure, although the value of this 

information declines rapidly with time. Other studies Jerry Coakley, Leon Hadass and Andrew Wood(2004) on 

a sample of 304 venture-backed and 264 non venture UK IPOs during 1985-2000  have shown a significantly 

positive relationship between post- IPO operating performance and venture capitalist backed IPO‟s. Research 

studies have shed light on the specific role of venture capitalists in relation to post-issue operating returns.VC 

variables, such as their pre-IPO stake and their funds under management pre-IPO show a significantly positive 

impact on post-IPO operating returns.  

 Along the same lines studies by Daniel McConnaughty, ManjeetDhatt, Yong Kim(1995) on ninety-nine 

1985 IPO firms have shown that the declining market to book equity ratio is attributed to the increasing agency 

costs accruing post IPO. The Asset Turnover Ratio of the companies registered a decline due to an increase in 

investment in assets from the IPO proceeds. According to Xin Chang, Shi Hua Lin, Lewis H.K. Tam & George 

Wong(2007) who conducted similar studies on Chinese firms that went public, high investor sentiment, 

measured by large under pricing and high P/E ratio at offering, is related to worse post-IPO stock performance. 

Apart from these observations some governance mechanisms, such as reputable underwriters and managerial 

ownership have stronger effects on post-IPO stock performance and operating performance in the later period. 

The study conducted by Sumit Agarwal , Chunlin Liu and S. Ghon Rhee(2003) on a study conducted on 256 

Hong Kong firms going public in 1993-1997, finds that the IPOs with high investor demand have large positive 

initial returns but negative longer-run excess returns, while the IPOs with low investor demand have negative 

initial returns but positive longer-run excess returns. Hence it can be concluded that investor demand for an IPO 

is largely driven by investors‟ overreaction to the information about the IPO prospects prior to offerings. Hence, 

both high- and low-demand IPOs are not priced at intrinsic values in early aftermarket trading. But, eventually 

their true values are reflected in their pricing process. The empirical findings of the paper by Saurabh Ghosh, 

focus on the post-listing performance evaluation of IPOs on a sample of 24 banks that got listed in 1990. The 

results suggest that unlike international evidences for the newly listed companies in general, the IPOs coming 

from the banking sector in India did not underperform in terms of their stock returns and accounting parameters. 

Rather it documents improvement in some of the key profitability measures in the post-listing period.  

 A study by Richard J. Rosen, Scott B. Smart and Chad J. Zutte (2005) on a sample of 59 bank IPOs and 181 

bank holding company IPOs that banks that choose to go public shows that these banks face a higher probability 

of being acquired in subsequent years than firms that remain private. The financial performance before and after 

the IPO indicates that these banks on average do not grow faster after going public and their profitability 

deteriorates. This may be because banks choose when to go public based on how well they have performed 

recently. As far as underpricing is concerned, Dirk Brounen and Piet Eichholtz in their paper document the price 

behavior of 54 European properties shares IPOs. It states that large issues, which are likely to be managed more 
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professionally, are underpriced less and exhibit less abnormal long-run underperformance. This could be owing 

to lesser amount of information asymmetry prevailing. 

 

Data and Methodology: 

 The sample of study considers a set of 24 Indian banks that went in for an IPO during the period 1997- 

2013. The database for these banks is Prowess. The IPO sample of 24 banks is further split into two sub samples 

based on the median underpricing i.e. 1.59. The analysis and comparison is done taking into account 

performance variables like PBDIT (profit before depreciation interest and tax), Networth, ROCE (Return on 

capital employed) and RONW (return on networth). The median values of these variables are taken for analysis. 

The „Wilcoxon two sample signed-rank test‟ used to assess whether the median value of a performance variable 

in the post-IPO period is significantly different from its value in the pre-IPO period is also done. The analysis of 

the post IPO performance is segregated into three time frames i.e. IPO-1 to IPO, IPO-1to IPO+1 and IPO-1to 

IPO+2.   

 

RESULTS AND DISCUSSION 

 

 The analysis of the post IPO performance is segregated into three time frames i.e. IPO-1 to IPO, IPO-1to 

IPO+1 and IPO-1to IPO+2. A sample of 24 banks that went in for an IPO during the period 1997-2013 is taken. 

The analysis and comparison is done taking into account performance variables like PBDIT (profit before 

depreciation interest and tax), Networth, ROCE (Return on capital employed) and RONW (return on networth). 

 It can be seen from table 1 and fig. 1 that the PBDITA decreases from 1.79 substantially to only .09 posts 

the IPO. This could be due to the fact that the pre IPO performance of the firms was overstated or that the timing 

of IPO‟s was a crucial factor considered which eventually could not be sustained post the IPO. The ROCE and 

RONW too register a substantial decrease from 7.32 and -.069 to -24.98 and 23.56 respectively. This could be 

attributed to the increase in the levels of capital expenditure with regard to projects that result in early negative 

earnings.  

 Hence we see that on the whole the study seconds the results concluded by other research studies that state 

that post IPO firms register a decrease in operating profits.  

 

 
 

Fig. 1: Post IPO performance in the Banking industry. 

 
Table 1: Post IPO performance in the Banking industry. 

Performance Variables    

 IPO-1 to IPO IPO-1 to IPO+1 IPO-1 to IPO+2 

PBDITA 1.79 1.95 0.09 

Networth 29.33 76.03 92.77 

ROCE 7.32 -4.01 -24.98 

RONW -0.69 2.77 -23.56 

 

 The IPO sample of 24 banks is further split into two sub samples based on the median underpricing i.e. 

1.59. The results suggest that there is no significant difference between the performances of the two groups (see 

table 2).  Hence, no substantial distinction can be registered between the performances of the two groups from 

the information available prior to the IPO and post IPO. The „Wilcoxon two sample signed-rank test‟ used to 

assess whether the median value of a performance variable in the post-IPO period is significantly different from 

its value in the pre-IPO period also states that there is no significant difference between the two sub groups 
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 In the case of the sub sample with underpricing less than/equal to 1.59, the PBDITA declined by -1.14 

percent from year IPO-1 to IPO+2 as compared to the previous two time frames where it registered an increase 

to the extent of 1.94 and 2.19 in the years IPO-1 to IPO and IPO-1 to IPO+1 (see table 2 and fig. 2).  A similar 

decline in ROCE by -7 percent and in RONW by -5.20 percent was registered in the year IPO-1 to IPO+2 as and 

when compared to the positive increase in the previous two time frames. The Networth apparently showed an 

increase of 121.21 percent in the year IPO-1 to IPO+2. 

 In the case of the sub sample with underpricing more than/equal to 1.59, the PBDITA showed a nominal 

increase of .05 percent from the IPO-1 to IPO+2 which was a decline from 1.79 percent in the years IPO-1 to 

IPO. While the ROCE showed a decline of -39.39 in the years IPO-1 to IPO+2, he decline was sharp compared 

to-2.4 in the years IP0-1 to IPO (see table 2 and fig. 3). Same trend was depicted by RONW which portrayed a 

decline of -42.96 in the years IPO-1 to IPO+2 as and when compared to only -6.78 in the years IPO_1 to IPO. 

Yet again, the networth registered a substantial increase of 90.6 percent. 

 Hence we see that although these is a higher decline in RONW and ROCE post the IPO with respect to 

firms with underpricing greater than 1.59, the difference is not that significant as far as the two groups are 

concerned with regard to their overall operating performance. Hence, suggesting that underpricing is not an 

important factor in determining the operating performance of firms post their IPO. 

 
Table 2: Relationship between underpricing and performance. 

Measures 

of 
operating 

performa
nce 

IPO-1 to IPO IPO-1 to IPO+1 IPO-1 to IPO+2 

 Underpric

ing<=1.59 

Underpric

ing>=1.59 

Z 

statistic 

Underpricing

<=1.59 

Underprici

ng>=1.59 

Z 

statistic 

Underprici

ng<=1.59 

Underpric

ing>=1.59 

Z statistic 

   (p-value)   (p-value)   (p-value) 

PBDITA 1.94 1.79 -0.31 2.19 1.09 -1.17 -1.14 0.05 -0.62 

   (0.75)   (0.23)   (0.53) 

Networth 30.76 23.82 -0.70 92.58 68.62 -0.94 121.21 90.64 -1.09 

   (0.48)   (0.34)   (0.27) 

ROCE 10.25 -2.46 -0.39 0.94 -6.69 -0.31 -7.00 -39.36 -0.70 

   (0.69)   (0.75)   0.48 

RONW 12.89 -6.78 -0.47 14.38 -20.78 -0.54 -5.20 -42.96 -0.94 

   (0.63)   (0.58)   (0.34) 

 

 
Fig. 2: Underpricing less than median. 

 

 
Fig. 3: Underpricing more than median. 
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Conclusion: 

 The study examines the post IPO operating performance of Indian banks. In an emerging country like India, 

the role of the banking sector is indispensable and is hence gaining a lot of importance. The study mainly 

focuses on the performance of the banks post the IPO more importantly trying to discern whether underpricing 

plays an important role in bank post IPO performance. The result of the study states that although the banks 

register a decline in post IPO performance, no significant conclusion can be drawn over underpricing being a 

crucial factor in determining their operating performance post the IPO. 
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