BOOK BUILDING PROCESS

When the price is discovered, not set
Book building is a process of price discovery used in equity public offers to raise money through the stock market.

The process involves the issuer setting a base price and a band with in which the investor is allowed to bid for share.

Let's take the issue of a company whose floor price Rs. 417 and the band is form Rs.417 to Rs.500. the investor has to bid for a quantity of shares he wishes to subscribe to within this band. The upper price of the band can be maximum 1.2 times of the floor price.


Every issue has a book running lead manager (BRLM), a merchant banker, who manages the issue.

In every public offer through the book process, an order book is built. Hence the name, book-building. In this order book the investor can state the quantity of shares and the price within the band announced by the issuer at which they are willing to buy them.

An issuer through book building remains open for 3 to 7 days and can be extended by another three days if the issuer decides to revise the floor price and the band.


Once the issue period is over and the book has been built, the BRLM along with the issuer arrive at a cut-off price. This cut-off price is the price discovered by the market; the price at which the securities were issued to the investors.

Investors bidding at prices below the cut-off price were ignored. In other words, those who had applied at a price higher than the cut-off price had a higher chance of getting the stock.

The cut-off price is arrived by the method of Dutch auction, wherein the price of an item is lowered until it gets its first bid and than the item is sold at that price.


Example :Let's say a company wants to issue 500,000 shares. The floor price for one share of face value Rs.5 is Rs.24 and the band is between Rs.24 to Rs.33.

-Let us say at Rs.33, on the basis of the bids received, the investor are ready to buy 100,000 shares. So if the cut off price can not be set at Rs.33as only 100,000 shares will be sold.

-So, as a next step, the price is lowered to Rs.32. at Rs.32, investors are ready to buy 300,000 shares. So, if the cut-off price is set at Rs.32, 300,000 shares will be sold. This still leaves 200,000 shares to be sold.

-The price is now lowered to Rs.31. at Rs 31; the investors are ready to buy 500,000 shares. Now, if the cut-off price is set at Rs.31, all 500,000 shares will be sold. Investors who had applied for shares at Rs.33 and Rs.32 would also be issued shares at Rs.31.The extra money paid by these investors while applying is returned to them.
