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The following interview is focused on the various aspects of the IPO process in the Russian equity market — the reasons for IPO, the role of an underwriter, the influence of market conditions, etc.
I: To start with, what are the main reasons for a company to go public, in your opinion?

K.I.: 
· Cash for investment required: it is the most obvious reason for most part of the companies with strong future growth.
· Over-levered company looking for a source, cheaper than debt.
· Founding shareholders want to take cash off the table: You may want cash out, in case you have been doing the same things for years, and you are afraid that  market conditions might change, or some sort of political issues might arise, so, generally, you want to sell some of your shares and take cash out of the table.

· The worst reason is, of course, that “everyone else does”: in this case it is much harder to sell shares to investors.

I: What is the role of underwriter?
K.I.: Underwriter usually does the following things:

· Due diligence: checking whether the company does what it says it does by considering its assets, assets management, looking for legal foundations or looking for any legal problems, because the bank’s own reputation is at risk when it is selling a company. Due diligence is a very critical part of the IPO process.

· Structuring the deal: advising a company whether it should do a secondary public offering (if it had done the IPO previously), or should they choose between the IPO, some kind of convertible bond or raising debt.

· Marketing: 

· Sales: once you have a structured deal, assuming you are selling equity to institutional investor, if we were in Russia ( selling to domestic investors, who are asset managers, pension funds, you are also selling to international investors ( mutual funds, hedge funds, etc., so there is a huge group of domestic and international investors. If you are an investment bank, you have sales people whose exclusive job is to have contacts, communications and relationships with these investors, who may decide to buy equity at IPO.

· Research plays an important role in terms of helping the market understand what the company is, what it does, it’s growth, strategy, management, etc.
· Post-deal support: Price and Research: After the deal the underwriter will support the price in the secondary market. The last thing you want is for a company, that goes public, to see share price falling 10% that day. Investors feel like they were ripped off, so underwriter supports the deal by writing reports about the company, etc.
I: What are the key elements of research?
 K.I.: Research is a small part of the whole process, but a very critical one, because at the end of the day what a brokerage house is selling is its superior insight or knowledge it can bring to investors. 

· Syndicate meeting: the company sits down with the research analysts, who are going to help to bring the company public. At this stage ABC company, for example, tells them about itself, plans, strategy, etc. It might take all day. 

· Company/site visit: to make a good job on research, analysts should visit the company in order to see what they really do, how they make it, etc.

· Financial model development: the ultimate objective is to project earnings, cash flow and get the valuation of the company. Developing a financial model for a new company is associated with a whole set of problems, because you have no historical information and all you have about what might happen in the future is what the company tells you.

· Investor education/pre-marketing: Research people take report and go on a marketing trip to talk to investors ( it is called investor education. This is an official term that a regulator requires the bank to use in order to make them (analysts) go and tell the investors about the company, its activities and their valuation.

· Company road show: Few weeks later the company itself (senior managers) go and tell investors about the company, its activities, plans, strategy and the reason why investors should provide the company with money.

· Closing: it’s when the deal closes and investors have to submit their bids. And at the end of the deal it either happens or not.

I: How does a typical research process look like?
K.I.: Basically it has the following structure:
· Industry context/growth drivers: big picture, where we talk about competitors. First you may talk about the whole market, what is driving the growth: for example, is demand driven by growing disposal income.
· Investment case: bringing everything together and saying “this is an attractive investment, because of these macro drivers, industry factors, company specific factors and so on”. That’s a key point that summarizes everything.

· Business description: describing what the company is, what are its operations, etc.

· Strategy: the details about what the company is going to do, why it wants to do that, what the competitors are doing.

· Financial model and assumptions, Valuations and Methodology: everything ultimately comes out to price. In case of an IPO what is interests investors the most is how you have valued a company, i.e. the actual process as well as your assumptions and which companies you’ve taken as comparables. And ultimately you will get a range.

I: Could you, please, describe a company that would have success in an IPO.

K.I.: The company should have a strong and experienced management; a good track record of strong growth; it should also be targeted on large and growing sector of the economy, have a competitive advantage, — do better than somebody else in the market; it should be transparent; lack any sort of “uncomfortable” deal in the past (eg. the way it acquired particular assets). Its operations and profitability should ideally be more or less removed from as many external factors as possible. For example, it should not have a very large portion of revenue coming from one client.

I: Turning back to Russia, you can hardly find a transparent company with a long track record of growth and a strong management. So what is a minimum requirement for a Russian company willing to float its shares?

K.I.: That’s what the ideal company would be. In fact, a lot of Russian companies do not have a very long history, but they do need to have a track record (at least of the past 3 years) to show how they were growing so far and how they would grow in the future, so they need to show something. They definitely should try to show as much as an ideal firm.

I: If a company is unknown, are investors able to see whether shareholders are trying to sell a company at a very high valuation? 
K.I.: No, it is all very subjective. That is all the question of how the company is valued and how investors look at the companies, how convincing the management is explaining future growth and strategy.
I: An opposite question ( does a bank has an incentive to underprice IPO?
K.I.: Sales people who have relationships with investors are interested in getting a lower price, so their clients have more upside. The corporate finance people, who are interested in their clients, which are the corporation going public, try to sell shares at a higher price. So it is always a struggle between the two to find the middle, which will suit everybody.

I: How would IPO market react on more modest economic growth rates in the future?

K.I.: IPO is not necessarily directly linked to GDP growth. There are two important things to mention. First, there can be certainly a very strong GDP growth for a long time to come, if commodity prices are to remain strong. So, I think that Russia can easily continue to grow at 5–7% per year for a long time. Secondly, even if the growth will slow down there is still a huge expansion in corporate sector in specific sectors for a number of companies, because demand is still growing. I think, that analysts have to remember that as a percentage of the economy the number (size) of publicly traded companies is very small. And Russia does not really have a long history of publicly traded companies: if you look at the markets that have been operating for a much longer time, you will find thousands and thousands of public corporations. Obviously, Russia did not really have started to have a market until 1994, 1995 or 1996. So, perhaps, the pace will slow down, but it’s only because it has been so fast recently. I think there is a huge potential for companies that would want to go public.

I: At the moment we have a very strong balance of payments and balance of trade that has been supplying our economy with dollar liquidity for 7 years. What will happen if oil prices suddenly plummet and central bank implement more strict monetary policy?

K.I.: I think money supply plays an important role in overall liquidity in the market. It is not the most important factor, but it certainly does play a role.

I: Are you concerned with the growing involvement of politics in economics? Especially in the context of presidential elections–2008?
K.I.: I think the economy will remain strong. President election is more about political uncertainty, but I think Russia is evolved enough to the point that what happens in economy is more or less divorced from what happens in politics. Of course, not entirely ( there is a lot of involvement of politics in economy, by that I mean that government is heavily involved in various sectors of economy in terms of political battles. But I do think that it has a diminishing impact on economy. So if there is a political uncertainty, stock market will show some additional volatility, but I do think the broader performance of the economy will be more or less untouched.
I: What industries would you consider as the most IPO-intensive? 

K.I.: Consumer goods generally, retail specifically. Banking is certainly of focus and interest. 

I: But certain banks may have additional risks associated with consumer finance: in case of recession consumers may stop paying debts back.

K.I.: There are a number of banks, some of them have overactive consumer finance, and some of them don’t. Some banks with overactive consumer finance account consumer finance for a small portion of overall business. So, there are definitely some risks in consumer finance, but there are not that many banks risk in the consumer finance, so that probably will not be the major factor. And even if there are banks relying entirely on consumer finance they will not go public, because the market would price the risks accordingly. Investors would admit that this business is subject to a wide range of risks; therefore we will take that into consideration and give a lower valuation.

I: What will drive banks growth?

K.I.: Certainly, expanding demand for loans in general that will be driven by rising disposal income, GDP per capita, by rising demand for goods: people are buying more goods and one can say “I can buy more goods too, I have a perfect job, I have some cash flow and I can take a loan”.

I: Double placement premium. Do Russian investors see double placement as a signal of good corporate governance, low agency cost, etc.?
K.I.: I do not think that they view it as some signal, but some investors cannot invest in particular shares because they are only traded in Russia. So they do not see it as a positive signal, but it is just the rules of the fund — say they can only invest in share traded at the LSE, NYSE, NASDAQ, etc. I am not sure, that there is necessarily a perception that LSE stock will be more transparent, than the stock traded at RTS only. Probably, someone, but I don think it is major factor. So this way generally no premium for double placement.

I: Do market conditions influence the decision to go public? For example, when oil prices go up for a couple of months, investors have very positive expectations about economy, stock market is very strong and companies have more incentives for an IPO. In other words, does timing matter?

K.I.: Yes, a lot of it. If you have positive market conditions, you can get a better price. If you have weak market conditions and high volatility, one cannot expect a high price.

I: Is timing more important then other reasons?

K.I.: I think raising capital, regardless a market and time, is a major reason, but because valuations of Russian companies and market are so high at this point, some company’s managers and shareholders might think that they can do quite well right now by selling companies at high valuations, that might be not so high year or several years from now.
I: Suppose, that company has delayed it’s IPO for a year due to poor market conditions. How do we reflect in our valuation a year after  that the market is stronger? Do we correct it?
K.I.: Not directly, you reflect the growth in your financial model, that’s on a company level, i.e. growth of revenues and other dimensions of financial and operational performance. And if the economy is going down than your growth is going to be less, consequently, your valuation will be lower. If the stock market is doing poorly then valuation of the stock will, generally, fall. If you are valuing a company, comparing to existing valuation of companies that are already public, so your valuation will be lower.

I: Could you please specify the difference in legislation between Russian and USA.
K.I.: In terms of enforcement, stock market regulation: enforcement is not as strong in Russia as it could be. In the U.S., there is much more fear of the stock market regulator.
I: Who are the market leaders?
K.I.: Uralsib! Renaissance, Troika Dialog, international banks ( UBS, Deutsche UFG, etc.
I: Do you agree the key competitive advantage of international banks over Russian banks are their broad contacts?
K.I.: Yes, of course. But strong Russian banks also have very good sales network of distribution to international investors, as well. So they are quite competitive in this respect.
I: So Uralsib can compete with JP Morgan?

K.I.: In many ways it does, and with respect to many dimensions of the Russian banking environment, Uralsib is stronger than JP Morgan and other international banks. Uralsib is more oriented to Russian investors and investors focused on Russia, so from this point of view it is better than JP Morgan, because the latter is not only focused on Russia, and does not have quite a strong relationship with investors in Russia that Uralsib has.






