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1.0 INTRODUCTION

Studies conducted to investigate the real impact of microfinance found out that most of the loans that were
being made were not being used for productive purposes. Therefore, even though the intended purpose of the loans
was to start micro enterprises, very few individuals that borrowed the money used it for this purpose. Instead, the
money was being used to finance consumption expenses like marriage or medical issues. The microfinance companies
had not developed a mechanism to ensure that the money being loaned out was being used for the intended purpose.
Over and above that microfinance companies were also giving out a lot of consumer loans. A large portion of the
loans being made were actually consumer finance loans aiding the purchase of mobile phones and other electronic
gadgets. The microfinance model, therefore, started to look like the subprime model. People below the poverty line
were borrowing money for consumption purposes and did not seem to have any source of income to pay it back! The
objective of poverty reduction appeared to be replaced by the debt spiral, that many borrowers found themselves in.
They were borrowing more money to keep up with the payments of the old loans.

2.0 BEHIND THE SCENES OF AN INITIAL PUBLIC OFFER (IPO)

Taking a company public is a long and cumbersome process. It requires access to specialized knowledge and
is conducted in many phases. The process usually lasts for many months. The stages involved in this intensive
process are as follows:

2.1 Appointment of Associates

The Initial Public Offering (IPO) process is not something that a company can manage on its own. There is
the need for a team of specialists such as the underwriters, the book runners, auditors, legal counsel, the Registrar and
the likes. This requirement arises both from the fact that the services of these professionals are indispensable as well
as the fact that such services are mandated by law. Once all the specialists are on board, the management can have a
discussion with them regarding the scope of the services that they will offer, their compensation as well as the time
frame required for the performance of such services.

2.2 Due Diligence

The IPO process requires that the company offer full and complete information regarding all material facts.
Now, the company may not know what information is material and therefore needs to be explicitly stated. It is for this
reason that the specialists that are aware of the legal requirements conduct their due diligence. For instance, the
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auditors can confirm whether the internal controls being set up by an organization are strong enough to report correct
information and fend off any manipulation. Similarly, the legal counsel can ascertain whether there is any significant
litigation that the prospective shareholders should be made aware of. The end result of this exercise is a list of material
facts that are likely to affect the valuation of the company as well as the marketing of its securities during the IPO
process. It must be noted that the due diligence process does not end. Rather, it is an ongoing process that continues
till the company goes public.

2.3 Pricing

The due diligence process results in a price tag being attached to the company’s operations. Once the total
valuation is known, the management and the shareholders can decide upon the number of shares that they would want
to sell and at what price. The company cannot precisely determine the final price at which they will be able to sell
their shares. Hence, they often provide a price range. This price range needs to be approved by the board of directors
and the majority of the existing shareholders.

2.4. Underwriting Agreement

Once the price has been determined, the underwriter can then decide whether or not, they want to guarantee
the issue of shares at that price. The various terms and conditions such as the covenants restricting the behaviour of
the company, the rights and obligations of the underwriter, etc, are to be decided during this phase. All underwriting
agreement usually have a “market out” clause which allows underwriters to walk away from their liabilities in the
case of special circumstances.

2.5. Disclosure of Financials

Before any company has to be listed on the stock exchange, it has to provide information about its financials
in the past. At least a couple of years of audited profit and loss statements, balance sheets as well as cash flow
statements are required. These financials are often used to justify the price band at which the shares are being offered.

2.6. Preparation of Prospectus

The next step in the process is to prepare a prospectus. The form and content of the prospectus is usually
standard. This form and content is governed by the laws of the land and also the regulations of the stock exchange
where the listing is likely to take place. The prospectus is an open-ended document. There are guidelines as to what
needs to be disclosed. However, material information differs on a case to case basis. Usually, the company and their
associates disclose the information obtained in the due diligence stage in the prospectus. It must be understood that
the information being disclosed must be adequate as well as accurate. Even the slightest risk such as any other business
that promoters have that may create a conflict of interest scenario or any past litigations pending against the promoter
also need to be brought to the notice of potential investors.

2.7. Filing of Prospectus

When the company’s management and their associates are convinced about the fact that the prospectus is
accurate, the can go ahead and file it with the registrar. Once the prospectus is filed, it then becomes an official
document that is available to the general public. This is the reason why a press release often accompanies the filing of
a prospectus. Investors can then use this prospectus to obtain more information about the company’s operations and
make an informed decision whether or not they want to invest in the company. The prospectus and the application
form for buying the company’s shares can usually be obtained for a nominal fee.

2.8. Marketing of the IPO

The next stage of the process involves the aggressive marketing of the stocks as a viable investment option.
The underwriters will conduct “road shows”, and they also tap into their network of brokers to be able to sell these
shares to the common investors. At this stage of the process, companies usually invest a lot in their advertising as
well. The idea is to look as presentable as possible to the investing public. Underwriters often have contacts with large
institutions and may try to do bulk deals with such institutions if they are unable to sell the shares to retail investors.
Often, there is a bulk discount accompanying the bulk deal.

2.9. Public Listing

If the issuer meets all the guidelines of the stock exchange, they are then allowed to list their stocks there. At
a date chosen by the company’s management, the company officially gets listed as its stock starts trading on the
exchange.
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3.0 PROS AND CONS OF GOING PUBLIC

The decision to take a company public is a huge one. When a company gets listed on an exchange, it joins
an elite list of institutions that have done so creating a positive reputation. However, listing on the exchange is about
a lot more than reputation. There are a lot of tangible benefits that accrue to companies that list on the exchange. Also,
there are a lot of disadvantages that such companies have to face. In this article, we will list down the pros and cons
of going public.

3.1 Advantages

Increased Capital: The most obvious benefit of listing on the stock market is easier access to capital. Private
limited companies have a hard time raising capital. This is because once an investor invests money, they are locked
in with the company. However, in case of a public company that is not the case. Investors can enter and exit the
investment at their own convenience. There is an active secondary market for all stocks listed on the exchange.
Therefore, whenever an investor wants to sell their investment they can do so and, there will always be someone else
willing to buy. This liquidity makes investors willing to part with cash more easily than they would have otherwise
done. Therefore, companies listed on the exchange have more access to capital and therefore more opportunities.

Higher Valuations: Companies that have their shares listed in the stock exchange have investors competing with
one another to invest in them. As a result of this competition, the price of the shares is driven higher. Sometimes, the
price goes abnormally high, and a bubble is formed. However, usually, the price reflects the true valuation of the firm.
Since the stock market makes it possible to put a price tag on public sentiments about a firm’s business, many
successful businesses watch their valuations soar when they list on the exchange. The primary beneficiaries of such a
price rise are the existing investors and most of all the promoters.

Reputation: All major companies in the world are listed on stock exchanges. In fact, every company in the Fortune
500 is listed on some exchange or the other. Also, stock markets have minimum listing requirements which allow only
businesses that have attained a certain level of growth and success to list with them. Hence when a company gets
listed, all its stakeholders, including its suppliers and employees start viewing it with more respect. Listed companies
are considered to be larger and more efficient than other companies.

3.2 Disadvantages

Loss of Control: The biggest disadvantage of taking your company public is that the promoters tend to lose
control over the workings of the corporation. Whereas earlier, the promoters could make their decisions unilaterally
but now they need to have a certain number of shareholders approving the decision. The worst consequence of going
public is when the promoters dilute their holding way too much. In such scenarios, competitors and investors can just
buy the majority holding from the marketplace and end up conducting a hostile takeover. Over the years, many
entrepreneurs have lost control over their businesses because of a hostile takeover.

Loss of Privacy: Privacy can be an extremely important asset when it comes to conducting business. The more
information, a company gives out about itself, the more competitors can find out about the inner workings and the
strategy being followed. However, when a company goes public, it is required to disclose its financial results
periodically. These financial results can be reverse engineered to make a fair estimate about the operational strategy
that is being followed by a company. Thus, going public may make a company lose its competitive edge especially if
its edge is based on withholding certain information from their shareholders.

Performance Pressure: Going public creates enormous pressure on companies as they are required to perform
every quarter. The financial results of the company are reported every quarter and the stock market is notorious for
having very little tolerance for declining performance. Some long-term strategies require short-term decline in
performance. For instance, if a company is investing for future growth, the results may not show up immediately.
However, that does not mean that the company is not performing well. Going public therefore creates a scenario
wherein the company also becomes short-sighted in its bid to keep the investors happy.

Cost of Compliance: When companies list on the stock exchange, they have to spend an enormous amount of
money trying to comply with the regulations that result from such listing. For instance, audits need to be done every
quarter; financials need to be published every quarter, the management reviews also have to be sent along with the
financials and therefore a whole lot of tasks need to be performed. All these tasks require the company to hire
specialists and pay them fees periodically. A company that is not listed on the exchange need not be so stringent about
compliance and hence is not required to spend nearly as much. Listing a company on the stock exchange, therefore,
requires huge upfront payments to investment bankers as well as regular expenses to other specialists that need to be
incurred periodically over the company’s lifetime.
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4.0 SNAPCHAT IPO

Snap Inc. i.e. the parent company behind the messaging application Snapchat just went public in the early
days of 2017. This was not an ordinary IPO by any means. Snapchat shares rose 44% on the very first day they were
listed as there was a mad rush to buy shares on the market. This startup has had the highest tech valuation in Wall
Street history. It’s beginning valuation has been higher than peers like Facebook and Google. Investors attached a
massive price tag of $29 billion on this startup! While most were happy that Wall Street indices were going higher
and investors were making money, a few critics were very skeptical. The underlying notion is that Snap Inc. doesn’t
deserve to have nearly as much valuation as it has been given. In this article, we will analyze the Snapchat valuation
to understand whether this is indeed the beginning of a new tech bubble!

Stretched Valuations

15x Valuations: There is nothing much to analyze in Snapchat’s balance sheet. The contents are fairly
straightforward. The company has much more in current assets than its current liabilities. Hence, it seems like it is
going to be around for a while! However, the net worth of Snapchat is only close to $1.5 billion. That is not small by
any means. However, when you compare the $29 billion valuation given to the startup in the market the disconnect
becomes evident. The balance sheet is saying something very different from what the investor’s behavior might have
you believe.

Never Been Profitable: Another worrisome fact about Snap Inc. is that the company has never reported a
profit! There has been no profit at all, before tax, after tax or operating profit! Instead, in the previous financial year,
the company lost $500 million a year and generated negative cash flow. No fundamental investor would pay $29
billion to this business based on the financials. Snapchat faces a formidable challenge in the future. It will have to
generate billions in profits to justify the price tag that it is already sporting.

Fickle Target Audience: The profitability target is going to be extremely difficult given the target audience
that Snap Inc. caters to. Most of Snapchat’s users are teenagers. Teenagers are not known to have high spending
power! So advertisers will also not pay much to target these customers. Also, teenagers are known for being
remarkably fickle. They quickly move around from one company to the other. There is no historical precedent where
a company with stable cash flows and profits has been created with a teenage customer base. Snapchat. Therefore, has
a lot to prove.

No Competitive Moat: Also, Snapchat does not have any competitive moat. The app differentiated itself
from the others by the extra features that it provided. However, none of these features are patentable. Hence, they are
not exclusive to Snapchat and can be produced by anybody. More established companies like Facebook and Instagram
have been replicating the features provided by Snapchat. Snap Inc has been continuously innovating to stay ahead.
However, investing in a company that has to continually run races to be successful is not very appealing to investors.

4.1 Causes

Huge Number of Day Traders: The problem with Snap Inc stock is that there are a high number of day traders
that are buying the stock. Day traders are typically inexperienced traders that conduct no fundamental analysis. They
believe in the latest fad and have a get rich quick mentality. There is a saying in the stock market that when day traders
enter a stock, it is time for the established investors to get out. The valuations being given to Snap Inc are therefore
being given by inexperienced investors and do not represent the health of the underlying company.

Highly Volatile: Snap Inc’s stock is increasingly volatile. The stock went up by 44% on the very first day it
traded. Then it came down crashing back to where it started from. The founder of Snapchat, gained an ephemeral $2
billion which vanished in thin air as investors exerted downward pressure on the stock. Once again, this is not the
making of a long-term stock. Investors prefer stocks that are relatively stable in value. Stocks with huge variations in
price don’t last very long.

Popular Vs. Profitable: Snapchat’s investors seem to be confusing popular with profitable. It is true that
Snapchat brand is very well known amongst the teenagers throughout the world. However, the founders still haven’t
found a way to convert popularity to cash. There is still a very long road ahead. This road could be very rocky indeed
as it is full of competitors.

Easy Money: Snapchat’s IPO has been further fuelled by the easy money monetary policy that has been going
on for too long. The Fed has kept the interest rates artificially low for an extended period of time creating an excess
money supply in the market. This excess supply is finding its way into overheated startups like Snapchat. This seems
like the replica of the irrational exuberance that was displayed during the tech bubble in 2001, and as well all know
that did not end well! Investors who have put their money in Snapchat must be prepared to either be rewarded
handsomely or to lose everything.
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5.0 CONCLUSION

Usurious Interest Rates: Microfinance was called a significant innovation because it had supposedly created
a way for the profit motive as well as the social reason to co-exist. However, this did not seem like the case, when
studies revealing the true nature of microfinance activities were published. The microfinance rates were given out at
an average interest rate of 23% per annum! This meant that the microfinance companies were simply taking advantage
of the lack of interest rate regulations in the developing nations and loaning out money at extremely high-interest rates.
Studies revealed that over 50% of the disposable income of the poor households was being used only to service the
interest on the debt. The repayment of principal and closing of the loan was, therefore, a farfetched thought!

Demand for Goods and Services Not Increased: The basis of the microfinance model was that micro
enterprises would help to alleviate poverty. However, studies have shown that the whole idea of micro enterprises has
ended up being a failure. Micro-enterprises have the potential to increase the supply of goods. However, that does not
automatically create new demands for the goods or services being produced. In most economies, the demand is fairly
stagnant. Hence, when more production takes places, the demand is simply spread out amongst many more enterprises.
It bankrupts quite a few of them as oversupply also causes prices to drop and eats into the profit margins of the small
businessmen.

Management Incentives: The top management at a lot of these microfinance institutions simply wanted to
make the company look bigger and bigger. They had their personal hidden incentives. If they could make the business
appear bigger than it was, they could justify the fat pay packages that they were obtaining. Also, they could justify the
giving out of employee stock options which they could cash in during the IPO process making millions as a result.
Thus, the management of microfinance companies started pushing credit like never seen before in these markets.
Microfinance loans were growing at the rate of 60% per year i.e. they would more than triple every two years! In
hindsight most of the new loans were given to the same borrowers i.e. they were loans given to service the previous
loans. Therefore, a lot of these loans were likely to end up the nonperforming assets, the moment they were sanctioned.
Yet the management gave out these loans, knowing full well, how they were likely to end up.

Political Motives: Many critics allege that the biggest capitalist organizations in the world have been
supporting the idea of microfinance for political motives. Microfinance deflects the responsibility from the
government. The government is no longer required to provide better education and technology to the poor. Instead,
the focus shifts on individual entrepreneurship which is just self-employment in menial tasks. Also, it takes the
attention off of labour unions and labour laws allowing the capitalists to conduct their business unobstructed.
Microfinance has therefore proven to be economically unviable. Most of the microfinance institutions that were
booming in 2010 are now facing losses. However, only time will tell whether this is the end or whether there is another
twist to this microfinance story?
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