_'products ‘He may do this with the hope of maxmuzmg total company profits
-rather than profits for individual items. This ‘objective is' found to be effective
when great consistency exists within the product mix. | o

Assessment of Target Market’s Evaluatlon of Price and Its Ability to
Purchase

Although it is assumed that price is a significant issue for customers the
importance of price depends on the type of product and the type of market the
company targets. By assessing the target market’s evaluation of price, a| marketer
is in'a better position to know how much emphasis to place on price. Informatton
about target market’s price evaluation may also aid a-marketer in determining
how far above thé competition-a firm can. set its pnces Understandmg ‘the

- purchasing power of buyers and knowing how important a product is to them
- in comparison with other products hclp marketers to assess the target market’s
evaluation of price accurately.

Determination of Demand Level of demand ofa product is dependent on

the levels of price set, thus, havmg different impacts on the marketing objectives
of the concerned firm. We can understand the relationships between price and
demand through demand schedule: Demand schedule tells us how much quantity
of a product will be demanded (sold} at various pnccs ’

Itis known that price quantity relationship is inverse exceptfew cxcepttons
That i is less will be demanded if price is chiarged high and more will be demanded

if pmce is charged less which means that buyers are price sensitive. In case- of ._

spemahy or.prestige goods, price increase may increase demand because buyers
draw a price quality relationship: they take the higher price to signify a better or
miore exclusive item. We shall now discuss the factors affecting prlce sensmvtty
~of buyers. - ' :
. Factors Aﬂ'ectlng Price Sensitivity: There are nine factors that affect
price sensitivity as identified by Nagle. They are:

1. Unique value effect: When the product is considered more umque by
the buyers they will usually be less price sensitive. :

2: Substitute awareness effect When buyers are less aware of substitutes
then they are found to be less price sensitive." -

3. Difﬁcult comparison effect When buyers cannot easﬂy compare the
quality of substitutes then they are usually léss price sensitive.

4. Total expendlture effect: If the expendlture on the product is less

as to the ratio to buyers’ income then they are found to be less- prtce .

sensitive. }
5. FEnd-benefit effect: The less the expendlture is to the total cost of the
" end product the less price sensmve buyers are. :

6. Shared cost effect: When. part of the cost is borne: by another pauty,
then buyers are less price sensnttvc '

e
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7. Sunk-inveStment effect: If the product is-used in corjunction with
assets previously bought buyers will be less price sensitive.
8. Price-quality effect: When the product'is assumed to have more
quality, prestige, or exclusiveness then buyers are léss price sensitive.
9. Inventory effect: When buyers cannot store the product then they are:
less 1 price sensitive.
Pricing in case of IPO/FPO
- One of the biggest changes made by SEBI is the removal of- the pricing

i “guldelmes in case- of-IPOs and FPQOs. Pricing of public issues by unlisted
" companies, listed companies, banks; infrastructure. companies, etc., is free and

left to the discretion of the company. However, in practice, it i$ jointly decided

< - .with the Merchant Banker. A company-files a draft offer document with SEBI
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!| .and later on it files the same w1th ROC after. mcorporanng the comments of

SEBL. The company can mention-a priceé band when it files the offer. document
with SEBI with the cap (i.€., the ceiling) being ot more than 20% from the floof

| price: However, the actual pnce mist be determined before the offer document-

is filed with the ROC. The pricing mechamsm in case of book .built issues is
specified in para 3.3.3. L .

Int case a listed company is commg out w1th a joint issue of rights as well _
as public issue, then it can have differential pricing for the two issues.

Differential pricing is also permitted in case of a firm allotment in an IPO/

FPO. However, this price must be hlgher than the regular category.

The Face Value of shares can also be dctermmed by the compames e.g.,
210;5,2,1, etc. It cannot be a decimal of a rupee, e.g., T 0.50: Further, in case.
of an IPO the following additional condltlons apply:

¢ ifthe issue price is T 500 or more then the Company may fix the face
Vatue below T 10 per share but not lower than Z | per share;

» if the issue price is léss than Z 500 then the Company must have a face ~
Value of T 10 per share. E}ustmg companies can freely vary the face
value of their shares without any condifions.

Companies have the freedom to fix the issue price. I-Ience, in case of a

price higher than the face value of the shares the balance would be treated‘as
share premlum For instance, if the [PO price fof a share of T 10 face value i is

' fixed at ¥ 140, then T 130 would be treated as share premium; The provistons of

the Compames Act in respect of such share premium would then be applicable.

| 34 RIGHTS ISSUES

A rights issue is an offenng of nghts to the existing sharcholders of a
company that gives them an opportumty to buy additional shares directly from
the company at a discounted price rather than. buying them in the secondary-
market: The number of additional shares that can be bought depends on the
existing holdmgs of the shareowners




I 3

Cash-strapped companies can turn to rights issues to raise money when  Issue Management’
they really need it. In these rights offerings, companies grant shareholders the
right, but not the obligation, to buy new shares at a discount to the current trading )
price. We explain how rights issues work and what they mean for the company '
and its shareholders. -

) Deﬁnmg a Rights Issue

Arightsi issue is an invitationto existing shareholders to purchase additional
_new shares in the company. This type of issue gives existing shareholders
securities called rights. With.the rights, the sharcholder can purchase new shares
at a discount to the market price on a stated future 'date. The company is giving -
shareholders a chance to increase their exposure to the stock at a discount price.

« A rights issue is oné way for.a cash-strapped company to raise capital
often to pay “down debt.

. Shareholders can buy new shares at a dlscount for a certain period.

* With a rights issue; because more shares are issued to the market, the
stock price is dituted and will likely go down.

. Until the date at which the new shares can be purchased, shareholders - 3
may trade the nghts on the market the same way that they.-would trade ordinary )
shares. The rights issued to a shareholder have value, thus compensating current

shareholders for the future dilution of their existing shares’ value. Dilution
occurs because a rights offering spreads a company’s net profit.over a larger
:number of shares. Thus, the company’$ earnings per share, or EPS, decreases as
the allocated carnings result in share dilution. . s -

~{Feéatures of a Rights Issue . .

. Compam'es undertake a.rights'issue when they need cash for various.
> objectives. The process enables the company to raise money wnthout
.incurring underwriting fees.

* A rights issue gives preferential treatment to existing shareholders
where they are given the right (not obligation) to purchase shares at a
lower price on or.before a specified date.

» Existing shareholders also enjoy the right to trade with other interested ~
market: participants .until th¢ date at which.the new shares can be T

=~ purchased. The rights are traded-in a similar way as tormal equlty
shares. -

* The number of additional shares that can be purchased by the
shareholders is usually in proportion to their existing sharehoiding. .

» Existing shareholders can also choose to ignore the rights; however, if
they do not purchase additional shares, then their existing shareholdmg

- will be diluted post issue of additional shares.

Reasons for a Rights Issue * ' .

. When a company is planning an expansion of its operatlons, it may
require a huge amount of capital. Instead of opting for debt, they may’

Notes
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- Investment Banking like to go for equity to avoid fixed payments of interest. To raise equity

and Financial Services capital, a nghts issue may be a faster way to achieve the ob]ectlve

X - A prdject where debt/loan funding may not be available/suitable or- .
expenswe ‘usually, makes a company raise capital through a rights
issue.

» Companies looking to improve their debt-to-eqiiity' ratio or looking to
buy a new company may opt for funding via the- same route. '
» Sometimes troubled companies may issue shares to pay off debt in
order to improve their financial health.
;o - Example of a Rights Issue . : -
Let’s'say an investor owns 100 shares of Arcelor Mittal.and the shares ‘
are trading at $10 each. The company announces a rights issue in the ratio, of 2
for §, i:e., each investor holding 5 shares will be eligible to buy 2 fiew shares.
The company announces a discounted price of, for example, $6 per share. It
_means that for every 5 shares (at $10 each) held by an existing shareholder, the
company will offer 2 shares at a discounted price of $6.
- « Investor’s Portfolio Value (before nghts 1ssue) = 100 shares x $10 =

Notes

$ 1,000
~ . Number of right shares to be received = (100°% 2/5) = 40
| = Pricepaidtobuy nghts shares = 40 shares x $6 ='$240
N « Total number of shares after exercising rlghts issue = 100 + 40 = 140
« Revised Value of the portfolio aﬂzr exerclsmg nghts issue = $ 1,000
+$240 = $1,240

« :Should be price per share post-rights-i 1ssue $1 240/140 = $8.86
According to theory, the price of the share after the rights issue should be
$8.86, but that is not how the markets behave. An uptrend in the share price will
. benefit the investor, while if the.price falls below $8.86, the investor will lose
money. The decline in share price can be attributed to several factors. Here are
- some of them: ' : '
« It gives a signal to the market that the company may be struggling,
which can be the reason the company issued shares at'a discount.”
s By issuing more shares, there is dilution in the value of available shares.
Stock Rights Issue : o
7 Why Issue a Rights Offering? . |
Companies most commonly issue a rights offering to raise additional
capital. A company may need -extra capital to mieet its current financial
obligations. Troubled companies typically use rights issues to pay down debt,
especiaily When they are unable to bOITOW MOTe money.
Companies with healthy balance sheets might also raise money through
a rights issue to acquire a competitor or open'new facilities: For a sharcholder,
this can create capital gains., . ~
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However, not all companies that pursue rights offerings dre in financial
‘trouble. Even companies with clean balance sheets may use rights issues. These
1ssues mlght be a way to raise extra capital to fund expenditures. designed to
expand the company’s business, such as acquisitions or opening-new facilities
for manufacturing or sales. If the company is using the extra capital to fund
‘expansion, it-can. eventually. lead to increased capital gains for sharéholders
despite the dilution of the outstanding shares as a result of the rights offering.

.For reassurance, a company will usually, but not always, have its rights-

issue undemﬁtten by an investment bank.
How Rights Issues Work

So, how do rlghts issues work? Let’s say.you own 1,000 shares in Wobble
Telecom, each of which is worth $5.50. The company is,in financial trouble and

needs to raise cash to cover its.debt obligations. Wobble, therefore, announces a .

rights offering through which it plans to raise $30.million by i 1ssumg 10 million
shares to existing investors at a price of $3 each. But-this issue is a three-for-10
rights issue. In other words, for every 10 shares you hold, Wobble is offering you
another three ata deepty discounted price of $3. This price is 45% less than the
-$5.50 price at which Wobble stock trades. ’ ,

w
As a'shareholder. you have three options with a rights issue. You can (1)

subscribe to the rights issue in full, (2) ignore your rights, or (3) sell the rights to
someone else. Below weé-explore each option and the possible outcomes.

1.. Take Up the nghts to Purchase in Full: To take advantage of the
rights issue in full, you would need to- spend $3 for every Wobble share, that
you are entitled to purchase under the-issue. As you hold 1,000 shares, you can
buy up to 300 new shares (three shares for every 10 you already own) at the
discounted price of $3 for a total price of $900.

~ However, while the discount on the newly issued shares is 45%, thc ‘market
“ price of Wobble shares will not be $5.50 after the rights issue is complete. The

“value of each share will be diluted as a result of the increased number of shares’

issued. To see if the rights issue'does, in fact, give a material discount, you need
to estimate how much Wobble’s share price will be diluted. :

In estimating this dilution, remember that you can never know for certain
the future value of your expanded shareholding since it can be affected by
business and market factors. But the theoretical share price that will result afier
the rights issue is complete—which-is the ex-rights share price—is possibie to
* calculate. This price is found by dividing the total price you will have paid for
all your Wobble shares by the total number of shares -you will own. This is
calculated as foliows:

1,000 existing shares at$550 | $5,500 ° )
300 new shares for cash at $3 $900
Value of 1,300 shares $6,400

| Ex-rights value per share $4.92 ($6,400.00/1,300 shares)

*

Issue Management

-

Notes

Self Assesment Material 139




Investment Banking
and Financial Services

Notes.

140 Seif Assesment Material

So, in theory, as 2 result of the introduction of new shares at the deeply. -

dlscounted price, the value of each of your existing shares will ‘decline from
$5.50 to $4.92. But remember, the loss on your existing shareholding is offset
exactly by the gain in share value on the new rights: the new: shares.cost you

$3, but they have a market value of $4.92. These new Shares are taxed in the

same year as you purchased the original shares and carried forward to count as
investment income, but there is no interest or other tax penalties charged on this
carried-forward, taxable investment income.

2. Ignore the Rights Issue: You may not have the $900 to purchase the
additional 300 shares at $3 each, 50 you can always let your rights expire. But this
is not normally recommended. If you choosé to do nothing, your shareholding
will be diluted thanks to the extra shares issued by the ¢ company.

3. Sell Your Rights to Other Investors: In some cases, rights are not
transferable: These are known as non-renounceable rights. But in most cases,
your rights allow you to decide whether you want to take up the option to buy
the shares or sell your rights to other investors or the underwriter. Rights that

can be traded are called renounceable rights. After they have ‘been traded, the

rights are known as nil-paid rights. . - .

1

To, determine how much: you may gain by selling the rights, you can

estimate the value of the nil-paid rights ahead of tirne. Again, a precise number

- is difficult, but you can get a rough value by taking the value of the ex-rights

price and subtracting the rights issue price. At the adjusted ex-rights price of

© $4.92 less $3, .your nil-paid rights are worth $1.92 per share. Sellmg these rights
‘will.create a capltal gain.

Investors may be tempted by the prospect of buying discounted shares'
with a rights issue. But it is not always a certainty that you are getting a bargain.
In addition to knowing the ex-rights share price, you need to know the purpose
of the additional funding before accepting or rejecting a rights issue. Be sure to
look for a compelling explanation of why the rights issue and share dihition are
necessary as part of a company’s strategic plan: A rights issue can offer.a quick

fix for a troubled balance sheet, but that does not mean that management will -

address. the underlying problems that weakened ‘the balance sheet in the first .
piace. Shareholders should be.cautious.

| 3.4.1 Promoters'. Contribution

Minimum promoters contnhutlon

(1) The promoters of the issuer shall contnbute in the publlc issue as

follows

(a) in case of an initial piblic offer not less than twenty per cent of
the post issue capital .

B [Provided that in case th_e post issue shareholding oftl:e 13romo_ters‘
is less than' twenty per cent, altemative investment funds may *

contribute for the purpose of meeting the shortfall in minimum
-contribution as specified for promoters, subject to a maximum of .
ten per cent of the post issue capital.]

- -
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“(b) in case of a further public offer, either to the extent of twenty per

cent of the proposed issue size or to the extent of twenty per cent
of the post-issue capital,

(¢) incase of a composite issue, either to the extent of twenty per cent
of the proposed issue size of to the extent of twenty.per cent of the
post-issue capital excluding the rights issue component.

In case of a publlc issue or composite issue of convertible securities, |

minimuln promoters’ contribution shall be as follows:

(a) the promoters shall contribute twe_nty per cent as stipulated in
clause '(a), (&) or (c) of sub-regulation (1), as_the case: may be,
either by way of equity shares or by way of subscription to the
convertible securities: "~

Provided that if the price of the equity shares allotted pursuant
~to conversion is not predetermined and not- disclosed in the

offer document, the promoters" shall,j;ontnbute only by way of

subscription to the convertible securities being i issued'in the public
issue- and shall undertake in writing to- subscribe to the equny
shares pursuant to conversnon of such securities;

(b) incaseof any issue of convertible securities which are convertible

or exchangeable on different dates and .if the promoters’

“contribution is by way of equity shares {(conversion price being .
pre-determined), such contribution shall not be at a price lower

than the weighted average price of the equity share capital arising
-out of conversion of such securities;

{¢) subject to the provisions of clauses (a) and (b) above, in-case of

an initial public offer of convertible debt instruments without a
prior public issue of equity shares, the promoters shall bring in a
coritribution of atleast twenty per cent of the project cost in the
form of equity shares, subject to contributing atleast t{venty per
cént of the issue size from their own funds in the form of eqmty
shares: . - ’ -

JProvided that if the project is to be lmplemented in stages the
promoters> contribution shall be- with- respect to total eéquity.
participation till the respective stage vis-d-vis the debt raised or

. proposed to be raised through the public issue.

In case of a further public offer or composite issue where theé promoters

contribute more than the stipulated minimum promoters’ contribution,,

the allotment with respect to excess contribution shall . be made at a
price determined in terms of the provisions of regulation 76 or the
issue price, whichever is higher. :

The promoters shall satisfy the requirements of this fegulation at least-

one day pnor to the date of opening of the issue and the amount of

-
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promoters contribution shall be kept in an escrow account with a
“scheduled commercial bank and shall beé released to the issuer along
with the rélease of the issue proceeds: :

‘Provided that where the promoters) contribution has already- been
brought in and utilised, the issuer shall give the cash flow statement
disclosing the use of such funds in the offer document:

Provided further that where the minimum promoters’ contribution is
more than one hundred crore rupees, the promotets shall bring in at-least one’
hundred crore rupees before the date of opening of the issue and the rémaining
amount may be brought on pro rata basis.before the calls are made to public.

- Explanation: For the purpose of this regulation:

() Promoters’ contribution shall be computed on the basm of the post- '
issue expanded capltal

(@) assuming full proposed conversion of convertlble securities into
-equity shares;

(b) assuming exercise of ali vested opnons where any employee
stock options dre outstanding at the time of initial public offer in
terms of proviso (b) to sub-regulauon (5) of regulation 26.

(H) For computation of “wexghted average price”.

(a) “weights” means the number of equity shares ansmg out of
conversion of such specified secuntles into equity shares at various
stages; '

" (b) “price” means the pnce of equity shares on conversion amved
at after taking mto account predetermmed conversion price at
various stages. -

3.4.2 Minimum Subscription

The Securities and Exchange Board of India (“SEBI”) has issued several
relaxations in the nghts Issue Process amid Covid-19, inter-alia, reduction in
filing fees, reduction in minimum subscription level from 90% to 75% of the
issue size, allowance of a' ‘mode other than ASBA for payment of. application
money, dlspatch of rights issue statlonery only through email etc.

. In continuance of past relaxations SEBI vidé its press release no, 51/2020
dated September 23, 2020 (‘Press Release’) has communicated its decision
{o amend the Securities and Exchange Board of India (Issue of Capital and

- Disclosure Requirements) Regulations; 2018 (‘SEBI ICDR Regulations’)

primarily-to ease and rationalize disclosure requirements’ and eligibility criteria -
for Fast Track Rights Issue, to make the Rights Issues an efficient, faster and
more effective mode of accessing the capital market..
‘Subsequently, SEBI has notified the Securities and Exchange Board of
India (Issue of Capital and Disclosure Requu-ements) (Fourth Amendment) '

: Regulatlons 2020 (‘1CDR Fourth Amendment 2020") on September 28, 2020.

These amendments have become effective from October 1, 2020.




Objectives: The ICDR Fourth Amendment 2020 is in line with SEBI's
intention and earlier améndments to.ease the éligibility criteria for Fast Track
_Rights Issue, significantly truncate the disclosure requirements for preparing a
Letter of Offer and provide a rationalized framework to listed Indian companies

to raise funds from ité shareholders with ease and with minimum required”

disclosures. The aini’ of this article is to provide readers a comprehensive
and clear comparative view of changes as notified throngh the ICDR Fourth

Amendment 2020 in the Regulatory Framework, Eligibility Criteria, Disclosure .

Requirements and other. allled matters related to Rights Issues. ..

-SEBI hason23rd Scptember 2020 released a press release intimating about
-amendments to be made in SEBI ICDR Regulat:ons, 2018 (“ICDR Regulations™/
“Regulations™) 2018. Further, on 28th September, 2020, SEBI issued a
notification bringing the SEBI (ICDR) (Fourth Amendment) Regulations, 2020
(“Amendment”) which was notified.in official gazette on Ist October, 2020.
The Amendment is specifically focused for matters in relation to rights issue by
listed entities. Several changes have been made which includes i increasing the
 threshold for applicability, truncatéd dlsclosures in the letter of offer, removing
the requirement for appointing a compliance officer, etc. At various places, the

amendment is for the purpose of clanﬁcation or stralghtenmg of language of the-

Regulations.

In this article we have discussed the major amcndments along with the
probable lmpact

Areas for amendments

1. Increase in- issue size for checkmg apphcablhty‘ Erstwhile, ICDR -

Regulations were applicable in case of arights issue for a size exceeding INR 10
crorés. Further, the draft letter of offer (“draft LOF”) in such'cases is required to

- be filled with SEBI for its observations. In other cases, i.e. where the issue size

is less than INR10 crores the letter 6f offer (“LOF”) is to be filled with SEBI
for information and dissemination on’the SEBI’s website in accordance with
Regulation 3. As'a matter of temporary relaxation, SEBI vide its Circular dated
21st April, 2020 (Apnl Circular) increased the aforesaid threshold to INR 25
crore for issues opening on or before March, 2020..

By virtue of the Amendment, the limit of INR 10 crores under Regulation
3 has been increased to INR 50 crores. This would mean that while the general
conditions and compliance will- now be applicable to issue size of INR 50 crore
or more, listed companies with a lower issue size, will be required to file the LOF
with SEBI for informative purpose.

As a result of the Amendment, while the appllcablhty threshold has been
increased, however, the companies with a lower issue size are still required to
prepare the LOF i in terms of the requirements of the ICDR Regulations and file

the same with SEBI. Accordingly, while the change will surely be of relief to

the entities which are now outside the applicability these Regulations, however,
preparation of the LOF in terms of these Regulations will still be required.
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~ issue or through existing ldentlﬁable internal accruals.

i ) . 1
Further to this, it should also be noted that practically filling of draft LOF
for the purpose of obtaining observations from SEBI and then making prescribed

changes generally takes several months. Accordingly, now since many entities ~ ° '

will not be required to take the observations from SEBI the same should help
entities raise funds faster. ~ :

- 2."Relaxation in eligibility to-make right issue, . for members of

promoter group and promoter or director of company who are director in -

entities, which were earlier debarred by SEBI
Regulation 61 of ICDR Regulations state that an issuer shall not be ellglble

~ to make a rights i issue of specified securities:

(a) . if the'i issuer, any of its promoters, promoter” group or directors of the -
issuer are debarred from accessing the capital market by the Board;
(b) if dny of the promoters or directors, of the issuer is.a prbmoter or
* director-of any other company which is debaxred from accessmg the
-capital market by the Board. - _
(c) if any of its promoters or directors s a fugitive economic offender.

Further, explanation to the said Regulations state that. ' '

“the restrictions under (a) and (b) above will not apply to the promoters .
ordirectors, of the issuer who were debarred in the past by the Board and the -
period of. debannem is already over as on the date af. ﬁfmg of the draft letter of o
offer.”

However, the language of the said explanation did not.cover promoter

.group or other entities where the promoter or director of the issuer holds similar

and which is debarred by SEBI ‘This lacuna in the language of the exnstmg text

© gives an impression.to result in a permanent restriction on. right issue-if the
" members of the promoter group were debarred or.unless the concerned person

vacated the post in the other entity whlch was debaxred by SEBI from accessmg
the capital market. .

The explanatlon shall now read as follows

“the restrictions under (a) and (b) above will not app!y to the persons or
entities.mentioned therein who were debarred in the past by the Board and the
period of debarment is already over. as on the date of filing of the draft letter
of offer.”” After the amendment, all the mentioned persons or ‘entities are now
covered utdér the explanation and hence on completion of period of dcbarment, {
the issuer shall be eligible to undertake the right issue. : N N

The above amendment is much needed clanﬁcanon in the language rather -

than a relaxatlon -

3. Flrm arrangement towards 75% of finance of capital expenditures .
only: Regulanon 62 (1) (c) of ICDR Regulatlons require that issuer shall make
firm arrangements of finance through verifiable means towards seventy five per
cent of the stated means of finance for the specific project proposed to be funded =
from right issue; excluding the amount to be raised through the proposed nghts

+
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The Amendment int;oduces an explanation to the said clause stating “For -
the purpose of this regulauon finance for the spec:ﬁc pro;ect sha!l mean  finance

of capital expenditures only."”"

The addltlon of explanation provides a clarity on 'calculatioh of ?ount that
the company “has to make firm anangement for The explanation also provides

a snmpllﬁcanon in comphance as in most pro;ects the- cap:tal/expendlture are |~
highly predlctable unlike revenue expendlture that vary mgniﬁcantly and-may
- not be estimated accurately.

4 ‘Removing the requirement to appoint a- Complltmc officer: The

Regulation 69 (8) of the ICDR Regulations require appointmept of Compliance
Officer by the issuer who shall be responsible for monitoringthe compliance of

the securities laws and for redressal of investors” grievanc
has been omitted by the amendments. .- .

Further the name of Part' IV of Chapter I1I of ICDR Regulatlons has been
sultably changed from “Appointment of Lead Managers, Otherslntermedtanes

. The said regulation

and Compllance Oﬂicer” to. “Appointment of Lead Managers and Other

Intcrmedlanes e

Removmg the réquirement to appoint a compliance officer is amuch needed
amendment since thc lead manager/designated lead manager to the issue is any
way required to ensure compliance-with several apphcable laws. Accordmgly,
it was a redundant practice to demgnate a compliance officer separatcly for a

_nghts lssue

5. Changes in Disclosure requirements: Regulation 70 of ICDR

I_Regulanops require that certain disclosure ‘be made under LOF ‘and Draft
LOF. The SEBI has’proposed that specified entjties shall be requiréd to make

disclosures in format provided under Part A or Part-B of Schedule VI.
. Disclosure requiremeénts under Part B of Schedule VIhave been rationalized

to avoid duplication of information in LOF, 'especially the information which
is already avallable in public domain and_is disclosed by the companies in -

compliance wnth the disclosure requirerents under SEBI listing regulations.

However, the Issuer not fulfilling the conditions above will be required to

make disclosures in the format given in Part B:1 of Schedule VI, the disclosures
in Part B—l would be more detalled than that in Part B, however it shall be

truncated as compared to Part A, that is applicable for PO or FPO.

The Part-B of Schedule V1 states that followmg entities shall be eligible to
make disclosers under the given format —-

1. Issuer has. been filing periodic reports, statements and information in
comphance with listing regulanons for the last one year (instead of the

last three years as required earlier) immediately preceding.the date of 1.

. filing Draft LOF or LOF as the case may be. .-
2. Statement above shall be available on website of Stock Exchanges,
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3. ,the issuer has investor grievance-handling mechanism which includes
meeting of the Stakeholders’ Relationship Committee at frequent
intervals, appropriate delegatlon of power by the board of directors of -
the issuer as regards share transfer and clearly laid down systems and
procedures for timely and satisfactory redressed of investor grievances

The mentioned rationalization of disclosures would not only ‘save the
listed entities from duplication of task of providing same information that is
alréady disclosed repeatedly but will also ease the accessing of reports by the
stakeholders. The decluttering of the disclosures wouid be beneficial for all, »

-

Issuer, investor as well as regulators:

6. Relaxation in Minimum 90% subscription criteria: Regulation 86(1)

" of ICDR Regulations require that the minimum subscription to be received in
the right issue shall be at least ninety per cent of the offer through the offer -
document, the said limit was temporally relaxed to 75% by the April Circular.

The amendment proposes to remove mandatory requirement of minimum .
90% subscription in case the issue is for the purpose of ﬁnancmg other than
capital -expenditure for a project, provided that the promoters undertake, to
“subscribe fully to their portion of rights entitlement:

The said relaxation should help the issuers looking for ﬁnancmg their
business by right issue, specifically for general financing needs of business. The
condition that the promoters would be needed to substribe their entitlements
- completely would help safeguard the interest of other subscribers.

7. Application in plain paper to contain all the disclosures under the
ICDR Regulations: Regulation 78 of ICDR Regulation allow shareholders to-
make application on plain paper in case he/she has not received application
from for the right issue. SEBI has included a proviso to the regulation stating
that “SCSBs shall accept such application forms only if all details required for
" making the application as per these regulations are specified in the plain paper
‘application”.

Ona general basns -an apphcatlon form contains followmg details to be
- entered by the shareholder—

- *
ks

Name of Issuer

Name and address ofithe Equity Shareholder including joint holders;

Registered Folio Number/DP and Client ID no.;

‘Number of EquityOShares held as on Record Date;

Number of Rights Equity Shares entitled to;

Number of Rights Equity Shares applied for;
Number of additional Riglits Equity Shares apptied for, if any;

Total number of Rights I:Z.quitif Shares applied for;
Total amount paid " . N

 Particulars of cheque/démand draft;
Savings/Current Account Number and name and address of the bank

where the Equzty Shareholder will be etc.

r



8. FTRI in case of pending Show Cause Notice: Regulanon 99 of the  Issue Management
_ ICDR Reg_ulatxons provide for eligibility, criteria for Fast Track Rights Issue -

SR (FTRI) :_FTR] is a faster method of r raxsmg funds through right issue whereby the

issuer i§ not. requlred to ﬁle draft LOF to SEBI for observations, this makes the -
" process of right issue comparatively faster, enabling i issuer to get funds faster. - ’ e

Clause (h) of the aforesaid regulation restricts the rights e in case show
cause notice have been issued or prosecution proceedings have been mltlated by |
the Board and pending against the i issuer or its promoters or whole-time diréctors.

The a;nendment provides that the above clause shall now exclude the
cases where notice is issued in regards to proceedings for iinposition of penalty.
However-it shall be necessary that disclosures along with potential adverse

* impact on the issuer are made in the letter of offer.

The said amendment would help compliant companies against whom SCN
is issued for violations that are not of serious nature and require only imposition-
of penaity. As discussed FTRI facilitates faster and cheaper raising of finance
by the company, the relaxation would promote the companies to undertake right .. T

issue for ﬁmd raising activities.
+

3.4.3 Advertisements
. Pre-Issue Advertisements .

Lead manager has to ensure that: ‘ , "

* No advertisement relatmg to the issue shall be released without giving
“Risk Factors” in respect of the concerned issue. :

* Advertisements shall not contain any.matter or m_atte;s which is/are
extraneous to the contents of the offer documents.

« In’all issue advertisements, équal treatment in all respects shall be
given-to the risk factors and highlights. -

* New issue slogans or brand names for the issue should not be coined
except the normal commercial name of.the company or commercial
brand names of its products already in use.

+ Making use of modelsfcelebntles, etc. is prohibited. -

* In case there is a -reservation for the NRIs, the issue advertisement,
shall’ specnfy the same and indicate the source in'India from where the
individual NRI applicant can procure application forms. ‘

* The lead manager shall ensure that in the case of rights issues, the
issuers release an advertisement giving the date of completion of -
despatch of letters of offer, at least 7 days before the date of openmg of | -
the issue, at least in two ali India Newspapers.

Post Issne Advertisements .

Post issue lead Merchant banker shall ensure that in all issues, advertisement
giving details relwatmg to oversubscription, basis of allotment, number, value arid
percentage of applications received along with stock, invest, number, value and
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_ pércentage of successful allottees who have applied through stock invest, date

-

of completion of despatch of refund orders, date-of despatch of certificates and
date of filing of listing apphcatlon is released within 10 days from the date of
cotmpletion of the various “activitiés at least in an English National | daily with
wide circulation, one Hindi National Paper and a Regional language dalty
circulated at the place where registered office,of the issue company is situated.

Post issue Lead Merchant Banker. shall ensure that issuer company/
advisors'brokers or any other agencies connected with the issue do not publish
any advertisement stating that issue has been oversubscribed or indicating
investors response to the issue during .the period when the public issue is still .
open for subscription by the public. Advertlserncnt stating that “the subscnptlon
to the issue has been closed” may be issued after the actual closure. of the i 1ssue

Basis of Allotment In'a public.issue of securities, the executive Director/

. Managing Director of the Regional stock Exchange along-with the post issue’
* Lead Merchant Banker and-the Registrars to the issue shall be responsible to

ensure that the basis of allotment is finalised in a falr and proper manner in
accordance with the laid down guidelines.

3.4.4 Content of Offer Document

*Offer document’-is a document that contains all the relevant company
information, promoters, initiatives, financial. details, ‘money-raising items,
problern types, etc., and is used by the issuer to inivite subscription to the issue:

1In the case of a public issue, the offer document is called ‘Prospectus’ 2nd the

r

letter of offer in the case of nghts issues.

Draft offer document: It means the draﬂod offer document i.e. the first
document submitted for approval by’ SEBI compatiies and stocl( exchanges,
which, after examination, conmmmcates ‘their feedback to the Company, which
the Company is expected to integrate into the offer document. For processing a-
drafied offer paper, SEBI usually fieeds a period of 30 days. SEBI will put the
drafted offer document onrits website. It is also put on the websites of registered
stock exchanges where it is proposed to list specified securities and to comment-

" publicly on the merchant bankers associated with the issue for-a period of at

least 2_1__day's. In addition, the issuer must either make a public announcement
in one English national ‘daily newspaper; one Hindi national daily newspaper
and one regional language newspaper at the place where its registered office is

“located on the date of filing of the, drafted offer document with SEBI or on the
next day, d1$01051ng to the publlc the fact of filing the drafted offer document
- and inviting the public to give their comments to SEBI.

Compantes seeking to raise up to Rs 750 crore can now send their drafted

| documents to.the SEBI Market Regulator Regional Ofﬁces

So far, on behalf of the firms, merchant bankers havc been authomzcd to
file with the regional office of SEBI concemed papers for issues worth’ p to Rs'
500 crore. . -



A

-

Ina cm:ular lssued by SEBI, It was agreed that fhe drafted offer documents
shall be filed with the appropriate. reglonal office- of the board under the
jurisdiction of which the registered office of the 1ssuer company falls, i in respect
of i issues of a size up to Rs 750 crore.

In addition, the Securities and Exchange Board of India (SEBI) announced'
that for all regions, companies may file their drafted offer-documents at SEBI 8
headquarters for issues larger than Rs 750 crore in sizé.

-

- SEBIhaslisted fourregionat ofﬁces, northern, eastem southernand western,

in which companies can, on the basis of the estimated size of the‘issue, file their

drafted offer documents-or offer documents with the appropriate board office..
The new criteria would come into-effect for all draft oﬂ'er documents for issues
that are filed with SEBI later on. :

Offer document: Followmg should be the structure of the presentanon .
of the content in an offer document. The basic objective is to help the readérto | -
navigate through the content of an offer document:

* Cover page -
+  ‘Complete contact details of the Issuer Firm, lead managers and'reg_istfars

under. this heading, the type, number, price and amount,of instruments offered

.and the size of the issue; and the listing details. Other information is also
disclosed, if necessary, such as credit ratlng, IPO grading, risks.in relation to the
first issue, etc. | “

. Risk Factors

Under this heading, the management of the issuer business shall present |

1ts v1ews on the internal and external risks envnsaged by the busmess and,.if any,
its proposals to resolve those risks. A notice on the forward- lookmg statements
is also issued by the firm. This detail is disclosed in the document’s initial pages
and in the abndged prospectus as well:<1t:is usually recommended that before
making an mvestment decnslon, investors should go through all of the company’s
*risk factors.

Introductlon .

Under this heading, a description of the sector in which the issuer company
‘works the busmess of the issuer company, a description of the consolidated
financial statements and other data relating to the general information concerning
the firm, the merchant bankers and theéir responsxblhtles the details of the
brokers/ syndleatc members of the issuer company, the credlt rating (in the case
of debt issuaiice), the debtors and their responsibilities, the details of the brokers/
syndicate members of the problem Significant specifics of the capital'structure, ,
of the items of the bid, of the funding criteria; of the funding strategy, .of the
impleriientation timetable, of the funds deployed, of the sources of financing
of the fiinds already deployed, of the sources of financing of the balance fund

‘requirement, of the provisional use of the funds, of the specific ‘conditions of {
1ssuance, of the basis for the issue price, of the tax advantages are also covered.
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. » Aboutus ;

A summary of the ¢ company s business facts, business strabegy, competitive -
strengt.hs insurance, industry regu"latlon (if applicable), history and corporate
structure, key objects, subsidiary data, board of directors and management,
compensation, corporate governance, related party transactions, exchange rates,
presentation currency and dividend policy are provided under this heading.

» Financial statements _ S
In-compliance with the specifications of the Guidelines and discrepancies
batween any other accounting policies and the Indian Accounting Policies (if

. the Company has already submitted its  financial statements as per either US .

GAAP / IFRS), this head financial statement and restatement are pre_seﬁted.
+ Legal and other information

Under this heading, outstandmg litigation and material developments
are disclosed, litigation aﬂ'ectmg the company, the company’s promoters, its .
subsidiaries, and group companies. After the last balance sheet date, material
developments, government approvalsfhcensmg agreements investment

_ approvals (FIPB/RBI etc.), technical approvals, and indebtedness, etc. are also

disclosed.
* Other regulatory and statutory disclosures .
Under this head following information to be disclosed:

"Authority to be issued, prohlbmon by SEBI, the company’s ellgxblhty to
join the capital market, etc. .

Also, the issuer’s and the lead manager’s disclaimer statement disclaimer-

. as to jurisdiction, dlssemmatgon of details to customers, stock exchange

disclaimer clause, listing, impersonation, minimum subscription to be displayed.
.. Letters of allocation or reimbursement orders, consents, expert opinion,

> changes in auditors over the last three years, costs of the issue, fees payable to
the intermediaries involved in the issue process, information of all previous
problems, all pending instruments should also be disclosed.

Commission and brokerage on, prior 1ssues capitalization of reserves or
earnings, choice to subscribe in the questlon, acquisition of land, ‘revaluation
‘of propert:es classes of securities, stock market data for the company’s equity *
securities, pledge Vis-3 ~ vis success in past issues and mechanism for redressing
investor grievances should also be dxsplayed.

* Oﬂ‘enng information
In this headmg, the terms of the issue should include the rankmg of

, équity securities, dividend payment process, face value and issue price, equity,

shareholder rights, market lot, investor nomination facility, issue procedure.

In addition to the procedure -of ‘making an application, signing. the
underwriting agreement and filing a prospectus with:SEBI / ROC, the notice of
statutory ads should also be listed in'detail. '
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It is important to repon payment orders, submlsswn of.bid form, other
orders, disposal of application and application magey, mterest on refund of
excess bid number; allocation basis or allocation.

It is important to disclose the method of propomonate allocatron, dlspatch
of refund orders, correspondence, undertakmg by the company, use of issuance
proceeds restnctxons on foreign ownership of Indian securities,

. Other information

Thjs 1ncludes the summary of the shares in equity and the terms of the
Articles of Association, content contracts and mspectlon papers statements
descnptlons abbreviations, etc. .

Procedure for filing:offer document with SEBI

-+ In order to facilitate operations in the quest for comments on drafted
offer papers, drafted offer letters and drafted agreement schemes
pursuant to the'SEBI (Issue of Capital and Disclosure Requirements)
Regulations, 2009 SEBI (Listing Obligations and Disclosure

" Requirements) Regulations, 2015, SEBI (Substantial Acquisition
of Shares and Takeovers) Regulaﬁons, 2011 and SEBI (Buy-Back
of Securities) . Regulations, 1998 and the various circulars issued
thereunder, SEBI has'implemented an ohline system for filings relating
to public issues, rights and insurance issues, institutional placement ;

g programme, schemes of arrangement, takeovers and buy backs. & <

'« All merchant bankers whe are requiréd to file offer documents’ and-
related documents in physical form with SEBI in comphance with
the provisions of thé Regulatlons referred to above shall file the same
onling at the same tlme through the SEBI Intermediary Portal at https /4

- siportal.sebi.gov.in.’

. Recogmzed stock exchanges ﬁlmg with SEBI under the prowswns ofthe
SEBI (Listing Obllgatlons and Disclosure Requlrements) Regulations, -
2015 the drafted scheme of arrangement and relevant documents in
physical form shall concurrently file the same-online through SEBI
Intennedxary Portal at hetps://siportal.sebi., gov.in.

+ As mentioned above, the simultaneous ﬁlmg of papefs, i.e. physncal

and online, will start from 1 February, 2018 ‘and: continue ntil- 31

* March, 2018. Subsequéntly, physical filing of the aforementioned

records will be drscontmued as of i Apnl 201 8 and only online ﬁlmg
will be approved.

To get started on Portal followmg steps need to be followed
« Step 1: Self-Reglstrauon o )
Step 2: Check status | ‘ ot .
Step 2: Login'ID creation and activation ' e
Step 4: Login to SEB] portal ' '
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Payment options Appllcants ‘will be asked to collect apphcatlon fee .
and Financial Services’ payment information as part of self-registration. F or the payment of application

fees, the following methods of payment will be approved o .

Offline mode: -
Demand Draft

Online mode: g
Internet Banking
Debit Card . _

Submission of draft and ﬁnal offer document ) ii
“Step 1 H

1.. Offering documents up to ¥ 20 crores shall be sent by lead merchant.
- bankers to the regional office of the Board under whose jurisdiction :

the i 1ssuer company is licensed:

2: The jurisdiction of the regional offices/ headquartcrs shall be in
compliance with Schedule XXII.

Step 2 -

" 1. The draft offer document submitted with the Board shal! be made .

public in compliance with Clause 5:6 of Chapter V of the Guidelines. -

2. ' Thel:ead Merchant Banker shall make available to the Board 10 copies

+ of the-draft offer document and 25 copies of the Stock Exchange(s)
" ‘where it is proposed to list the issue.

3. The Lead Merchant Bankers / Stock Exchange shaIl make coples of
‘the draft offér document avallable to the public.

4. Such a fair fee may be paid by the lead merchant banker and the Stock _'
- Exchange(s) for supplying a. copy of the draft offer paper ' n

‘Step3
L As:pet:the format specified in Schedule XXII1, the Lead Merchant

‘Banker shall- also submit to Board the draft offer. document ona

computer floppy. » _ ~
Step 4 LA
1. Lead Merchant Bankers shall apply to the dealing offices of the'Board -
at least two copies of the final printed copy of the final offer document
‘within- three (3) days of the filing, of tlie offer document with the
~ Regv:trar of Companies / concemed Stock Exchange(s) as the case
may. be, : N
2. The lead merchant banker shall, W1th1n three (3) days of filing the

oﬁ‘er document with the Reglsuar of: Compames / concérned Stock

Exchange(s) send one final printed copy of the final offer document:
to the Primary Market Department, SEBI, Head Office, as the case
‘may be., -

3

-




.= 3: “Thelead merchant banker shall sénd to the Primary Markét Department, Issue Management -
‘SEBI, Head Office, within three (3) days of filing the final prospectus/ _
letter. of offer with the-Registrar of Companies / Stock Exchange(s)
concemed a computer floppy  containing the final’ prospectus/ letter”
- of offer, as defined’in Schedule XXIII- The ¥éad rhanager shall send .

. to SEBI, along with"the- floppy, an undertaking- certifying that the: Cemras
coritents of the floppy are in HTML format and are similar, as the case " 'Notes’
may be, to the prmted version of the prospectusf letter of offer filed | - ~
‘with the Registrar of Companies / Stock Exchange concerned. | - N
Step § - : - T

1. Whenever offer documents are filed with any department/ office of the -
Board (for public/ rights issues, takeovers or for any other purpose}, !
the following information “certified to be correct” shall be. 1ssued by
the lead merchant banker in the forwardmg letters: A RS

+ Registration No. . : ) '

« Date of registration / Registration reneiaval. _

* . Expiration date of registration. _ N

* If submitted for renewal the date of the submission.

* Any correspondence by the Board that forbids the actmg of a merchant
banker.

_« Any inquiry/ i mqmry that the, Board conducts
"« Duration of payment of registration/ renewal fees, -

-+ Whether any promoterf director/ group and/or aSSOClate of the issuer
“company is affiliated and registered with SEBL.with secuntles-rela_ted
undertakings. If SEBI registers one or more of these persons/ entities,
their respective registration numbers. Reasons for non-renewal! if
registration has expired. Details of every-enquiry/ inquiry at any time
conducted by SEBL The:penalty levied by SEBI (Penalty includes
e  letter-of deﬁclenoy.*r warning, adjudication proceedmgs, suspension/
~ cancellation/ prothlt:lon orders) Unpald payments, if any, payable by
such entities to SEBI. -

Step 6.-
‘The offer papers, which are not followed by the details. referred to in
clause 16.1.5, may be refused.
‘Step 7. - . _ -
1. Equivalent information.shall be collected from other intermediaries
- .by.Lead Merchant Bankers to ensuré that they comply with these
_réquirements and are eligible for association with the issue concerned.

-

2,. Intheirletters, the intermediaries often suggest that they haveé received
% Certain knowleiige from other intermediaries. a
In-a nutshell, SEBI (Issue of Capital. and Disclosure Requu'ements) ._
Regulatlons, 2018 require each issuer tofile a draft offer document with SEBI via
-a merchant bar[_ker(s), being an _unlxsted company eager to make an initial public |
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¢

offer and a listed company eager to make a rights issue for a valué exceeding Rs. ..
10 Crore or a public offer. The merchant banker(s) shall, on behalf of the issuer,

correspond to SEBI. With regard to the Regulations, SEBI can, w1th1n 30 days,
" submit comments on a draft offer document filed with it.

Certam abbrevnatlons have been used in the report the meaning of Wthh
is 3s under:
* IPO (Fresh) = Initial public offer by equity issuance

-+ . IPO (Offer for Sale (OFS)) = Initial public offer by way of an offer to
sell existing shares .

~ ¢ TPO (Fresh + OFS) = Initial public offer by selling stock and agreeing
~ to sell existing shares. ~

» FPO (Fresh) = Public offer via the issie of stock by a listed company -

* FPO (Fresh + OFS) = Public offer by a tisted company by issuing
shares and offering to sell existing shares

» FPO (OFS) = Public offer by a-listed company for the sale of ex1stmg
- shares via an offer . LT :

» RI=Rights issue for a value exceechng Rs 50 lacs by a listed company
.» Cornposntc Issue = Publ:c offer cum nghts 1ssue by a company l1sted

. SE Stock Exchange )

* OD = Offer Document o

¢ LM =Lead Manager to the Issue coordinating: .«

‘= LM (Pre-issue). = Lead Manager responsible for coordmatmg w1th
SEBI in respect of the offer document.

This report is intended for the limited purpose of informing SEBI of the

-processing status of draft bid documents submitted. The issuer/ public should

contact the LM(s) concerned for any ﬁxrther\ihfonnation._

3.4.5 Bought Out Deals

A bought out deal is a method of offering securities to the public through
a sponsor or underwriter (a bank, financial institution, of ‘an individual). The
securities are listed in one or more stock exchanges within a time frame mutually’
agreed upon by the company and the sponsor. This option saves the ‘issuing -

., company the costs and time involved in a public issue. The cost.of holding the

shares can be reimbursed by the company, or the sponsor.can offer;the shares to
the public at'a premium to earn profits. Terms are agreed upon by the company
The Securities and Exchange Board of India mandates that oniy pnvate
companies can choose this method of issuing securities.
Features

*» Parties: There are three parties involved in a bought out deal; the
promoters of the company, spousors & co-sponsors who are generally
- merchant bankers and investors
*, Outright sale: Theére is an outright salq.of a chunk of equity shares to
a-single-sponsor or a lead sponsor, '




"before the-preliminary. While this type of deal offers a guarantee to the issuing
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* Syndicate: The sponsor forms a syndicate for management of resources  Issue Management

~ required & distribution of risk : :

« Sale Price: The sale price is finalized through negotiations' between
the issuing company & the purchaser which is influenced by reputation
of the promoters, project evaluation, -prevailing market sentiment,
prospects of off-loading these shares at a future date, etc.

o Fund base: The bought out deals are fund based activities where funds |
of merchant bankers getlocked in for at least the prescribed minimum
period. @

* Listing: The listing generally takes place at a time when company 18
performmg well in terms of profits & hquldlty ‘

Advantages and disadv_antages

Notes

Advantages: -

+ Speedy sale: The bought out deals oﬁ"er a mechanism for speedy sale '
of securities involving lower issuing cost.

¢. Freedom: The boughtiout deals offer freedom for promoters to set a’
realistic price & negotiate the same with the sponsor.

» Investor protection: The bought out deals facilitates better investor
protection as the sponsors are rigorously evaluated and appraised by
the promoters before off-loading the issue

* Quality offer: The bought out deals help in improving the quality of
capital fiotation and primary market offering.

Disadvantages:

*» Sponsors may take control of the company as thcy owny’ large number
of shares. . .

~When markets are down sponsors may incur losses.

* The risk of market manipulation by the sponsor suth as insider trading :
is high. ' )

* Sponsors can make large profits at the expense of sthall investors. '

How does a Bought Deal Work?

A bought-deal suggest that an investment bank is willing to take alf the risk
of the securities being issued-by a company, by committing o buy the secuntles

company" that it will reach its target of filndraising through the issuance of the
securities, an investment bank must find means to sell the acquired securities if
profit must be made. : '
The investment bank takes all the risks of the securities in the sense that
the securities might lose value and be sold at a lower price. Another risk that an
investment bank might incur is the risk of poor sales. In order to hedge the risk,
the bank might request a discount from the issuing company or cellaborate with
other investment banks to purchase the securities. :
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A Bought Deal and Other Foims of Initial Public Offérings
A bought deal is associated with-an initial public.offering; it is.when an

underwriter such as an investment bank commits to buy the securities of an |
issﬁing company even before the preliminary. The major types of IPOs are fixed. -
|| price IPO and book building IPO. An underwriter i is needed for any of these
IPOs to facxlltate the process. A fixed price offer is one in which the price of the

shares of the issuing company is predetermined by the:company.
The investors are aware of the selling price.of the shares even before the

. company goes public. In a book building IPO, on the other hand, an underwriter
- determines the price of the securities to be issued. The price is set based on the

demand for the shares by investors Regardless of the type of IPO a company

wants to execute, an underwnter such’ as an~investment bank is needcd to ,

perform the following duties; .

.+ Create an PO team which comprises. e:Jcperts the regulatory body
such as the Securities and Exchange Commission (SEC) in the U S,
lawyers, pl.lbllc accountants and inderwriters..

» ‘Mike information about the i issuing company avallable to the, mvestors
and other participants.

. Compile the ﬁnanclal information of the issuing company and submit
for audit. -

. "Make projections of the future operations of the company.
* Bought Out Deals in Investment Banking -

-

Whenever acompany wants to go public, they generally appoint investment
bankers to be the mtennedmnes However, in some cases, investment bankers

-are looking to make a higher return. They are also willing to take more risks in
- order to earn that higher return. Over the years; investment banks have devised
a strategy wherein they can’ be’ more involved in the IPO process-and hence can.”

earn a higher retirn from the same. This process is called a “bought out deal.”

.In this article, we will understand ‘what a bought out deal is and how it woiks.-

Example of a- Bought Out Deal

A company wantsto sell-its ‘shares. It is pl‘O]CCted ‘that the market value
of the shares will be $1. However the company needs-money 1mmedlately

© Also, the company is not.very sure about whether the IPO will be successful. In' _
~ such cases, they might consider selling the entire issue to the investment banker.
- .at $0.75. If the banker is-able.t6 sell for more than $0.75, they ‘stand to make .

_money, or élse they will face a net loss.

Bought Out Deal from the Point of View of the Sellmg Company

Companies tend to opt for bought ‘out deals because of certain specific
advantages and-disadvantages that these- deals have to offer. The details have
been listed below:

"+ Inthe case of bought deals, the selling company is assured of the funds
fromi the very .ﬁrst,daér. This means that the uncertainty, as well as the

-

L
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time required for the public issue to take place, is greatly reduced. The  Jssue Management -
selling company gets money on the spot. The entire-risk associated
with the stock issuing process is eliminated.

« * In the case of a-bought deal, the issuing company does not have to
pay upfront compensation. Instead,, the investment bank earns its N
compensatlon as a dlﬁ‘erence between the purchase and sale price of .
its shares. This reduces thé cash outlay réquired for the. IPO process. Notes

* The main disadvantage for the issuing ‘company is that it has to
compromise.in terms of price. The investment bankers who invest in -
these shares are commonly looking.to get-deep discotnts when they. :
buy ‘the entire issue .before it reaches the market.” Since the entire N
process is risky, a significant risk premium has to be paid out. This eats

* into the proceeds which are raised from the IPO, This is the reason that
fewer big companies ever use the bought out deal process '

* The promoters.of the” 1ssumg company also run the risk of a hostile
takeover with bought out deals This is because after bought out deals,
the investment banks end up holdmg large. amounts- of stock in the .

- company. They are often in a position to collude with.the competitors |
and induce-a hostile takeover. This is the reason -that trust is an

- important factor while choosing, a parther as far as bought out deals’

are considered. -

‘Bought Out Deal from the Point of View of Investment Bankers

-

; Not all ihvesto;'s“'prbvide'their' investors -with ‘bought out deals. This is
'/ because these deals have some specific risk-reward characteristics which may
i not be suitable for all banks. 'Some of these characteristics have been listed

below: ; .
e As mentioned above, the_underwriters are able to make a handsome _
return’ on their investment. This. is- because the issuing company - ’
! provides a substantial discount during the sale. The investment bankers
know the exact time frame in Which they are gonng to take the company
publlc They can work out a good internal rate of return on the basis of
- the investment and the tlme frame for whlch the moriey will be locked. .

» Investment bankers know how to create a’ positive-public relations
. campaign for a company in order to increase€ the prices of the shares.
Hence, they are able to buy low, raise the prices, and earn a handsome
return on their investment. o .
“s * The only problem that the investment banker facesis that there is always-
* a risk the banker may not be able to resell the issue at a higher price.
- In some cases, due to adverse macroeconomic evetits, they may not be
"~ able to sell the issue at all. It is for this reason that their capital might
end up getting stuck in these shares for a long time. Investment bankers -
typically want to eam a high return on equity. This is the reaSon that
they factor in the risk-and charge an upfront premium. ’
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3.4.6 Post Issue Work & Obligation
Role of Meérchant Banker in IPO Management .
SEBI (MERCHANT BANKERS) REGULATIONS, 19921"defines

merchant banker™ as any person who is engaged in the business of issue *

management either by making arrangements regarding -selling, . buymg, or.- )
subscribing to securities or acting as manager, consultant, adviser, or rendering
corporate advisory service in relation to such issue management.

A merchant banker provides various services such as Promotional
activities, Credit syndication, Project counseling, ahd Portfolio management,
etc. However, one ‘of the primary functions of the merchant banker is issue -
management, be it IPO, FPO, or right issue. The purpose of this article is to
pracncally analyze the role of a merchant banker in [PO management right from

" due diligence aspect to allotment/refund of the secunties while also discussing

applicable provision of SEBKICDR) Regulatnons,ZOl 8 and relevant notlﬁcatlons.
or circulars by SEBI. 4

The Roles and obligation of the merchant banker can be cla331ﬁed into

three-groups-

Pre-:ssue role

Post i issue role )

Operatlonal guidelines prescnbed by SEBI

Pre-issue role of Merchant Banker in IPO Management

The pre-issue stage is the stage before issuing the securities to the subs.
The pre-issie role and obligation of the merchant banker generally involve
activities such as due diligence, requisite fee, submission of documents, the
appointment of intermediaries, underwriting, etc. Some of the major activities
done by the merchant banker in relation to IPO management at this stage are-

* Due Diligence of the issuer—

Regulation 24 of SEBI (ICDR) Regulation, 2018 mandate that lead -
manager shall exercise due diligence and satlsfy themselves about all
aspects.of the issue including the veracity and adequacy of disclosure
in the draft offer document and the offer document which means
mercham banker shall ensure that the framework provided by the SEBI
shall be comphed with and implemented in draft offer documents. A
checklist that may be useful for conducting pre-issue due dlllgence is-

“Check. whether the issuer fulfills the éligibility criteria relating to
a minimum tangible asset, Net worth, and average operatmg profit
limited mentioned in regulation 6-of ICDR Regulations
Check whether the issuer is not ineligible to make an IPO under
regulation 5 of ICDR Regulations.

Check whether the issuer satisfies the general condltlons for IPO
mentioned in Regulatlon 7 of ICDR regulatlon |



Check whether tl_ie issuer has made all the material disclosure in'draft Issue.-Manag:ement
-offer documents and vérifying the content of offer documents

Check whether the minimum promoter contribution requirement
mentioned in Regulation 14 is fulfilled Merchant banker is obligated
to submit a due diligence certificate along w1th a Draft offer document
-to SEBL.~

» Appointmentofintermediaries: Regulation23 oftheiCDRRegulatlon
" imposes the duty to appoint merchant bankers and other intermediaries -
with merchant banker consultation on the issuer. However, practlcally .
‘it is the merchant who gets the issuer in touch with other intermediaries. ) -
This regulation also imposes an obligation on the merchant banker to | -
assess the capability and independence of the intermediaries. As per -y
ICDR Regulation, some of the intermediaries involved in an IPO are-
Merchant' banker Underwriters Banker to the issue Registrar 10 ‘the
issue Compliance officer Depositories Monitoring agency if issue size
. ‘exceeds 100 crore
« Filling draft offer document with requisite document Reliort

Notes

In accordance with Regulation 25 of the ICDR-Régulation and other
applicable guidelincs the lead manager along with a draft offer letter
shall file the followmg documents with SEBI- ’

Due diligenice certificate as per schedule V

Memorandum of Understanding entered between the issuer and the
merchant banker :

Incase a publlc or rights issue is managed.by more than one merchant
banker the rights, obligations, and responsibilities of each mierchant | -
banker shall be demarcated as specified in Schedule II.

Details of Promoter of the issuer. and list of the promoter group an “a
undértaking to the Board by the issuer to the. effect that transactions in
.securities by the “promoter’ the. ‘promoter group’ and the immediaté
relatives of the 'promoters during the- period between the date of
filing the offer documents with the Registrar of Companies or Stock
Exchange as the case may. be and.the date of closure of the issue shall
be reported to the Stock exchanges concerned within 24 hours of the
transaction(s).

« Making public the offer document and advertisement of the issue As per
regulation 26 of ICDR merchant banker should ensure that, draft offer
letter is available for the public on SEBI and stock exchange website
-for at least 21 days from the date of filling. A public announcement is
also needed to be made within 2 days of the filling of the offer document
in an:English and Hindi national newspaper inviting the public to give
their comments to the-SEB. A pre-issue advertisemerit is also required
- to be made as per-regulation 43 after registering the prospectus with -
ROC containing the disclosure specified in part A of Schedute X. After r :
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21 days of ﬁling'the draft offer document,. the ‘merchant banker shall

. file a statement showing the complaints received by-the pubhc and

highlights of the proposed amendments to SEBL

- Setting up mandatory collection center and authorized collection
-agents As per regulation 23 read .with schedule-XII, a merchant

banker needs to ensure that the i issuer designates a collection center
in Mumbai,Kolkata, Delhi,Chennai, and_at such place where the
recognized stock exchange is Jocated. The issuer company can- also
appoint*authorized collection agents .in consultation with the Lead
Merchant Banker subject to necessary disclosures including t.he names
and addresses of such agents made in the offer document. -

Calculating\requisite fee and ensuring legal complrances Report this ad
It is the duty bf the merchant banker to calculate the requiredfee needed -

to be paid with the dr"aﬁ offer. document mentioned in Schedule 1i.and
ensure that the issue complies with all the relevant legal’ comphance
Post-issue role of Merchant Banker in IPO Management

The post-lssue oblrgatlon is the stage after the securities are 1ssued 0
the subscribers. The major post-issue obligations relate to assoc1at10n~

with allotment procedure, post-issue monitoring reports, redressal of

investor grievances and coordination with-intermediaries; etc. Thls

“includes- o \
Allotment procedure and basis of allotment Merchant bankerralong

with MD of.the recogmz¥d stock exchange -and registrar of the issue
is-responsible to ensure that the basis of allotment is finalized if-a

fair and proper manner in dccordance with Regulation;49 of ICDR -
‘Regutations. The allotmient of such shares should be in-such a way that
- the minimum allotment would"be equal to the minimum application

size as determined and drsclosed in the of’fer document

* ‘Post issue momtormg report -

The merchant bankerin case of IPO shall submita post-issue momtonng
report on the 3rd day from the date of c}osure of the subscription of the
issue. _

Post-issue’ advertisement Regulation 51 -of ICDR regulation impose
a duty on merchant banker to ensure that a post-rssue advertisement
giving details relating to subscription, the basis-of allotment, value,
and percentage of all applicants, date of filing of\hstmg Aapplication,
eic is released within ten days from the date of various activities in at
least.one natronwrde English and Hmdl newspaper. _

Redressal of investors grievance ' \

The Post -issue Ledd Merchant Banker shall actively assoaate hnnself
with post-issue activities namely, allotment, refund and despatch

and shall regularly monitor redressal of. investor grlevances ansmg ,

therefrom.
i
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» Coordination with mtermedlanes 0 Issue Management

Itinctudes coordinating with various agencies connectecl with the post-
issue activity such as registrar to issue, bankers to the issue, bankers to
the issue, self-certified banks, and underwriter.

. Cernﬁeate regarding the realization of stock investors and other

requirement. - ' .

. The'Post-Issue Lead Merchant Banker shall submit within two weeks

. " from the date of allotrient; a- Certificate to the Board certifying that the’

- stock invests.on the basis of which allotment was finalized, kas been

realized Operational guidelines prescribed by SEBI The compliance

requirements of merchant banker(s) in relation to operational guidelines

~ cover submission of the draft and final offer documents, instructicn on ..

¥ post-obhgattons, issue of penalty points, and so-on. These guidelines
can be accessed on the website of SEBI.

» "Case study related to Role of Merchant Banker in IPQ Management

,The recent hit public issue of Burger king India limited is _a' classic
example of how a well-managed issue can benefit all the stakeholders. Burger
King is India’s fastest growing quick-service restaurant chain which opened up
its issue from.2nd Decembel: to 4th December 2020. Due to the uncertainties
in the market and COVID-19, the role of the merchant became more important
‘than ever. -~

* - Activities in the secondary market picked up pace after the benchmarks
‘rebounded on the optimism stemming from the fiscal and monetary. stimulus
, announced by the government and central bank, a faster-than-expected iJiekUp in
economic activities after lockdown curbs were eased, robust foreign flows, and
a potential Covid-19 vaccine. Thls issue was managed by 4 merchant bankers *
being Kotak Mahindra Capital limited, CLSA India private limited, Edelweiss
Fmancla.l services limited, and’ JM Financial limited. -

Notes

The IPO was getting delayed due to regulatory requirements and then
.COVID which created uncertainties in the mind of the investors. The company
came up with 810 crores rs issue and the issue got ﬁlllyesubscnbed within 2
‘hours and was 156 times oversubscribed. One of the major challenges. before
the merchant banker to’gain the trust‘of the investors as the risk mvolved was
higher. The key risks were- -

L The outbreak of the Covid-19 pandemic Real and perceived health
concerns: arising. .from food-bome illnesses, health epidemics, food quality,-
allergic reactions or other negative food-related incidents

The termination of master franchise and development agreement.

Demand for products may decrease due to changes in consumer preferences .
and food habits Business depends‘in part on the continued international success
and reputation’of the Burger King brand globally, and any negatlve 1mpact on_
the brand may have an adverse .impact.
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Deterioration'in the performance of, or its relationships with, third-party
delivery -aggregators Inability to identify 3uitable. locations and successfully
develop and roll cut new restaurants, and expand into, new regfons’

Even besides all the issues the merchant bankers. involved dld their pre
and post-issue duties dlllgently

The offer letter of the [PO got accepted by SEBI and the public issue was
a hit. This showed how important the role of the merchant banker is-and how

proper due diligence can be beneficial for everyone. '
}
3.4.7 Investor Protection

Investor protection is a very popular- phrase which everyone concemed

- with regulation of the capital markets uses these days, be they the Securities

and _Ethagnge Board of India, Stock Exchanges, Invéstors associations or for.
that matter of fact the companies themselves. The term Investor Protection is
a wide term encompassing various measures designed to protect the investors
from malpractices of companies, merchant bankers, depository participants and
other intermediaries.

Investor Beware should be the watchword of all programines for
moblllzatlon of savings for investment. As all investment has some risk element,
this risk factor should be borne in mind by the investors and they should take all
precautions to protect their interest in the first place. If caution is thrown to the
winds and they invest in any venture without a prior assessment of the risk, they
have only to blame:themselves. Investors are a heterogeneous group, they are
large or small, rich or poor, expert ot lay and not all investors need equal degree
of protection for their invested amount from the corporate securities:.

Meamng: The term ‘investor protection’ means a process or a mechaniSm
by.which the interest of an ihvestor is protected in the security market. Basically,
it denotes the acts done with object to bring and also maintain transparency in
procedural aspect while dealing with investor through some-regulatory bodies
by-means of some suitablé legislation. In order to protect the interest of the
investors, various investors protection mechanisms have been established in
India. There are mainly thiee means i.e. mechamsms to protect the interest of
investors in the security market regulatory bodies like SEBI, various Acts and
Judiciaries.

Investor Protection Accordmg to the SEBI Act, 1992 Investor protection
is ‘protecting the interest of the investors.in securitiés and promotmg the
developmentof and to regulate the securities market and for matters connected
therewith or incidental thereto.’ Generally, investor protection is known as
legislation to protect the small investors from unscrupulous investment brokers
and advisers. Thus, the term ‘investor protection’ means those steps and
measures which are required to protect the interest of the investors by enacting
suitable legislation, establishing regulatory bodies or by passing of regulations
or guidelines for protecting the interest of the investors in the capital market.

el



Investor Protection Measures by SEBI. " Issue Management

" Investor protection legislation is implemented under the Section 11(2) of
the SEBI Act. :

The measures are as follows:

» Foimulation of Stock Exchange,and other Securities market business
-regulations.

+ Registering and regulating the intermediaries of the business like Notes

‘brokers, transfer agents, bankers, trustces, registrars, portfollo '
managers, investment consultants, merchant bankers, etc. :
. Recordmg and monitoring the work of custodians, depositors,
. participants, forclgn investors, credit rating agencies, etc.

* Registering investment scheines like Mutual fund & venture’ capital
" funds, and regulating their functioning.

« Promotion and controlling of self-regulatory companies.”

« Keeping a check on frauds and unfair trading methods related to the ‘.
_securities market.

= QObserving and regulating major trcmsactlons and take-over of the
‘companies. -

» Carry out mvestor awareness-and education programme. - .

« Train the mtcnnedlarles of the business. -

+- Inspecting and auditing the security exchanges (SEs) and intermediaries.
» Assessment of fees and other charges.

The Role of SEBI in Investor Protection

‘SEBI has given out various methods and measures to ensure the investor- {:
protectlon from time to tirhe. ‘It has published various directives, driven many
investor awareness programmes, set up mvestor protection Fund (IPF) to
compensate the gnvestors Some of are: (

1. Issue of guidelines: SEBI has issued guidelines to companies " -
(bringing new issues in the market) mutual funds, portfolio managers, -
merchant bankers, underwriters, lead managers, etc. These guidelines |
‘are for bringing transparency in their. operations and also for avoiding
exploitation of investors by one way or the other. SEBI has introduced
a code of advertisement for public issues for ensuring fair and truthful
disclosures. o .

In order to reduce the cost of issue, the underwriting is made optional
on certain terms. These steps are also for the protection of investors.
SEBI keeps watch on all intermediaries and see that they follow the
guidelines in the right spirit. It also takes panel actions when the
- guidelines are not followed. These steps give protection to investors.
_2. Public interest advertisements: SEBI issues public interest
advertiseménts to enlighteri investors on the basic features of various
instruments and minimum precautions they should take before choosing
an investment. The SEBI desires to create awareness among investors
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about their rights and about remedies if problem arise. It has pubhshed .
* some booklets for the information and guidance of investors.

3. Dealing with complaints of investors: The investors ‘can make
-complaints to SEBI if thiey face problems relating to their investment
in industrial securities and financial assets. SEBI receives thousands of
contplaints relating to-non-receipt of refund orders,. allotment letters,
nonreceipt of dividend or interest and delays in the transfer of shares
and, debentures” SEBI is makmg efforts to solve. such complalnts
=through appropriate measures. '

-

4, Investor education: SEBI is aware that mvestoreducatlon is important
- forhis'protection It encourages the formation of investor associations
- that disseminate information through news Jetters. SEBI is bringing
out two monthly publications for the investors. These are: (a) SEBI-
Market Review, (b) SEBI News-letter. These publlcanons are for the
~education, guidance and protectlon of investors. -

5. Investor surveys: SEBI has also conducted surveys in rcspect of
‘investment and opportunities for the benefit of small investors. The
findings of the surveys are given wide publicity so as to provlde proper
guidance fo investors rcgardmg thenr investment decisions.

_6. Introduction to stockinvest: SEBI has introduced. stockmvest as a
" new instrument useful while submitting application for shares. This
new instrument introdaced through the co-operation of banks’ gives'
protection to investors as they | get interest on the appllcatlon money

till the allotment of shares.

7. Disclosures by companies SEBI has introduced norms for dlsclosure
of half yearly vnaudited results of companies. It has also revised the
format of prospectus fo provide more information to investors.. It
-also insists that every share application form is accompanied by an

~ abridged prospectus. The provisions relating to disclosures are for the
information and protection of small/average iivestors, -~~~

Investor Education and Protection Fund _ _ ‘

To protect the interésts of investors in securities and_ to ‘promote the

development of, and to regulate thé securities market and for matters connected .

therewith or ‘incidental thereto, the central govérnment (GOI) has established a

fund to be catled Investor Education and Protection Fund [IEPF ]. Objectives of

¥

| ‘Investor Education and Protection Fund (IEPF) | ~

. Educatmg investors abouit how the market opcrates )

Makmg investors educated enough 50 that they can-analyse and take
.“informed decisions. - \ _

. Educatmg investors about the’ voiatllxty of the markets
« Making investors realise their rights and various laws about Invésting,

* Promoting . research and sutveys to spread knowiedge among the
investors. '

.

-
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Funding of IEPF

Following amounts shall be- part of IEPF, if they. 1:ernain unpaid for a
period of seven years from the date of declaration-except point (f) and (g): +

a.
b.

Ko & P D

Amounts in the unpaid dividend accounts-of companies;

. The application moneys.received by companies for allotment of any
- securities and-due for rcfund _ s b

Matured deposits w1th companies; , s
Matured debentures with companies;. _ . -
The interest-accrued on the amounts referred to in clauses (a) to':('d)

Grants-and donations given to the Fund by the Central Govemment, ’
" State Governmerits, - compames or any other jnstitutions for the

purposes of the Fund; and

The interest or other income recelved out of the mvcstments made
from the Fund.-

Utlllsatlon of Fund

Thc Companies Act, 2013 (the- Act) provides in itself the purposes for
= which the Fund shall be utilised in accordance with the Rules. They are:

L]

To refund in respect of uiclaimed dividends, matured deposits, matured

debentures, the application rhoney due for refund and interest thereon;

Promotion of investors’ education, awareness and protection;

. -.Dnstrlbutlon of any disgorged amount among eligible and identifiable
- applicants for shares or debentures, shareholders, debenture-holders

or depositors who have suffered losses due-to wrong actions by any

person, in accordance with the orders made by the Court which has’

ordered disgorgement; -

Reimbursement of legal expenses incurred in pursuing class action suits |
under section 37 and 245 by members, debenture- holders or depositors |

as may be sanctioned by the Tribunal; and’
Any other purpose incidental thereto.

Investor Grievance Redressal Mechanism of SEBI
Investor Grievances :

" An investor may have a complaint agamst, a listed company or an’
mtermedlary registered with SEBI. In the event of such complaint, the investor
should first approach the concerned company/intermediary against whom

T

there i is a complaint. Sometimes the response receivéd may not be satisfactory.
Therefore, investors should know as to which authorlty they should approach, to
get their complaints redressed. :

Entities against Wthh complamts are handled by SEBI

i
* 'iic
i,

Listed compamcs
Stock Brokers/Sub_—bfokers
Stock Exchanges ’

T

Issue Management

Notes
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Depository

Depository Participants

Registrars to an Issue/Share Transfer Agent .
Mutual Funds viii. Portfolio Managers
Bankers to an Issue. '

Collective Investment Schemes

i. Credit Rating Agencies |
i. Custodians of Securities s

Debenture Trustees -
Merchant Bankers

L

%
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‘xv. Underwriters.
Types of Investor Grievances . ' ' :

8. No. Nature of Grievance

Delay in transfer of shares.

Non-receipt of shares/dmdendsfrlghtsfbonus shares -

Delay/ Non-receipts in issue of duplicate shares.

Delay/ Non-receipt of annual reports.

Delay/ Non-receipt of redemption amount of debentures.

Delay/ Non-recetpt of interest on debentures.

Delay/ Non-credit of shares in the account by the broker.

Delay/ Non-payment of sale proceeds by the broker etc.

wlee|=lo|w|a|w|w)—

Manipulation'in the accounts statements.

Unauthorized trades and. unauthonzed movements of shares
* | and funds from the clients’ accounts. ..

"
=

" 11, {Delay/. Non-updatmg of clients’ infromation in records.

How. Investor Complamts Are Handled In Sebi?
SEBI has a dedicated department viz., Office of Investor Assistance and

" Education (OIAE) to receive investor -grievances and to provide assistance to

investors by way of education. Investors who are not satisfied with the response
to.their grievances received from the Stock Exchanges/Depositories can lodge

their grievances with SEBI. Grievances pertaining to stock brokers and depository
‘participants are taken up’with respective stock exchange and depository for

redressal and monitored by SEBI through periodic reports obtained from them.

Grievances -pertaining to other intermediaries are taken- up with them
directly _\for redressal and are continuously monitored by SEBI. Grievances ]
against listed company are taken up with the respective listed company and
are continuously monitored. The company is required to-respond in prescribed
format in the form of Action Taken Report (ATR).

Upon the receipt of ATR, the status of grievances is updated. Where thc
response of the company is insufficient / inadequate, follow up action is initiated.



~

If the progress of redressal of investor grievances by an entity, is not 'satisfactory, Issue Management
appropriate enforcement actions (adjudication, direction, prosecutlon etc.) are
initiated against such entity.

SCORES (SEBI Complaints Redress System)

SCORES is a.web based centralized grievance redress system of SEBI.
SCORES enables investors to lodge and follow up their complaints and track
the status of redressal of such complaints-online from the above website from
anywhere. This enables the market intermediaries and listed companies to receive
the complaints online from investors, redress such complaints and report redressal
online~All the activities starting from lodging of a-complaint till its closure by
SEBI would be online in_an automated environment-and the complainant can
view the status of his complaint online. An investor, who is.not familiar with
SCORES or does not have access to SCORES, can lodge complaints in physical
form at any of the offices of SEBL. Such complaints would be scanned and also

. uploaded in SCORES for processing.

The salient features of SCORES are: Eo
+ SCORES is web enabled and provides online access 24 x 7;

Notes

s Complaints and reminders thereon can be lodged online at the above
website at anytime from anywhere; _

« An email is generated instantaneously “acknowledging the recclpt of
complamt and allotting a unique complaint registration number. to the '
complainant for future refefence and tracking;

» The complaint forwarded online to the entity concerned for its redressal;

+. The entity concerned uploads an Action Taken Report (ATR) on the’
complaint;

« SEBI peruses the ATR and closes the complaint if it is satisfied that the
complaint has been redressed adequately;

« The concerned investor can view the status of the complaint online ‘
from the above website by logging in-the unique complaint registration
number; '

« The entity concerned and the concernied investor can seek and provide
clarification on his complaint online to each other; .

+ Every complaint has an-audit trail and ,

+ All the complaints are saved in a central database which generates
relevant MIS reports to enable SEBI to take appropriaté policy -
de_cis‘ions and or remedial actions, if any.,

3.4.8 Broker i

“While beginning your investment Joumey in stock markets, you must
remember that you cannot purchase or sell stocks and securities directly. You can
trade in stock markets only with the help of an intermediary, or a stockbroker/
. broking firm. These intermediaries are authorised to purchase and sell stocks.
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and securities on your behalf via stock exchanges. For the services rendered,
the intermediaries charge a fee or commission. They are registered. with the -
Securities Exchange Board of India (SEBI). Various regulations, including

the SEBI Act, 1992, Securities Contract Regulatlons, 1956 etc. govern these
intermediaries; - . .

What Is a Stockbroker?

A stockbroker. can' ‘either be a registered- stockbrokmg company or an
individual. They buy and sell”securities on their client’s behalf and charge
brokerage fees. They act as a vital link between investors and stock exchange
by facilitating transactions. On the basns of providing services, stockbrokers are
of various types:

. Full—ServiceStockbrokers 'I‘hesestockbrokersprovndecomprehenswe
services to clients, mcludmg providing advisory assistance. They can
help an investor gain insight into investment opportunities. Typically,
their brokerage fees are based on the total amount of executed trades.

~ These are generally well-estabhshcd market players, with a range of
: network offices/branches across the country,

* Discount Brokers: They charge comparatively lower fees as compared
to full-semce brokers. Their services don’t include advisory assistance
or market: research to help clients zeéro in on a suitable investment
opportunity. Usually, they charge a flat fee for undertaking stock
market transactions.

» Brokers Charging Flat Brokerage: These types of stockbrokers have
gained popularity because of the increasing use of digital technology in
trading. They are a mix of both full-service and discount stockbrokers,
_ charging a flat ratc brokerage fec :

3.4.9 Sub Broker

What Is Sub-Broker?
] A sub-broker is an agent of a broker, working with the.client, on their
behalf. They act as a link between the stockbroker and the client. A stockbroker
entrusts the sub-broker -with multiple responsibilities, like sourcing: clients,

providing sennces and client management. Sub-brokers receive a portion of the
fees.and charges collected by the stockbroker. A stockbroker can have a wide

-

network of operations across the country via different sub-brokers, who' identify
. and acquire new clients for the stockbroker. Now that you know what is sub-

broker, let’s compare their differences:
Key. Differences Between A Broker and A Sub-broker

» Broker Vs Sub-Broker Function: A stockbrioker. functioris
independently, wh:le a sub-broker acts as an intermediary between the
main stockbroker and its.clients. A-sub-broker is primarily entrusted

- with the responsibility of expanding the business network of the original
stockbroker. Stockbrokers usually also act as Depository Participants

.

N o 2
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(DPs) of the National Stock Exchange’ s (NSEs)-promoted National
Secuntles Depositories Ltd (NSDL) or the Bombay Stock Exchange’s
(BSES)-promoted Central Depositories Securities Ltd (CDSL). Here,
you must remember that both the depositories maintain stocks and
securities in an.electronic format. A sub -broker, on the other, hand
cannot be a DP. :

¢ Broker Vs Sub-Broker Registratmn A stockbroker Has to be
regl,stered with-the SEBI. While initially, sub-brokers were also to be

registered’ ‘with the SEBI, the market regulator, since August 201 8 has

discontinued sub-broker as a category for registration. In its circular
dated August 3, 2018, all existing sub-brokers had to compulsorily
migrate to the category of ‘ Aiithorised Person.’ According to the SEBI,
an Authonsed Person can be an individual, firms or other entities which
are appomted by.a stockbroker. These can provide access to a trading
platform of a stock exchange by acting as an agent of the stockbroker.

. Broker Vs Sub-Broker Revenue Sharing: Sub-brokers have a wide .
« range of responsibilities, thereby entitling them to a highér share of.

revenue generated via the clients. Though the main stockbroker gets
" a smaller share of the revenue, it has access to overall large revenue
-generated by scores of sub-brokers.

« Broker Vs Sub-Broker Brokerage Stockbrokers charge direct

brokerage fees from clients, while sub-brokers are not allowed to'
directly charge brokerage' fees from clients. Sub-brokers receive the -

_ specified portlon of the revenue from the: stockbrokers. .

._ * Broker Vs Sub-Broker Importance: Stockbrokers play a vital role in

the stock markets by ensuring sufficient availability of liquidity. They
have a key place in the capital markets ecosystem. Sub-brokers, on the
other hand, are vital for stockbrokers for expansion of their businesses
across regions. A-stockbroker provides opportunities to new pecple
“to enter the financial market as agents by provrdmg access Jto the

Issue Management

. Notes

stockbroking firm’s cuitting-edge trading tools and other Services. Sub- | ,‘ '

brokers have to typically provide a deposit fee with the stockbroker.

Thus, while investing in stock markets, it is éssential to know- what is a
sub-broker and a stockbroker. Both play-a distinct role in the functioning of
stock markets They share some common features as well.as differences. While
beginning your investment in stock markets, always rely on a trusted and reliable
- “financial partner. Look for features such as an all-in-one trading platform.to
invest in different stock market options, brokerage cashbacks and zero Demat
AMC for uptoa year. ‘

34.10 Underwriters
Underwriting is 2 common practice used in the commercial, insurance and
" investment banking- mdusmes‘ An underwriter typically works for morigage;
lodn,.insurance or investment companies. During the underwriting process, théy
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do everything from evaluate your health to assess your financial status. Based
on their findings, underwriters-help companies determine if they should take on
an applicant’s contract or not based on their associated level of risk.

*-What Is an Underwri_tir? o . '

An linderwriter is a meimber of a financial organization. They work for
mortgage, insurance, loan or investment companies. They assess, evaluate and
assume the risk of another party for a fee. Oﬁen, you’ll see this fee in the form
of a commission, premium, spread or interest. "At any rate, if you’re working
with an underwriter,.you’re most hkely seekmg approval for a large purchase or

] msurance coverage.

* Each industry has their own underwriters and thesé individuals must
understand the intricacies of their specific field. ‘They use their knowledge
and expertise to best asses the risk of an applicant.-Underwriters determine if
giving a loan or fssuiﬁg an insurance policy will work in favor of their company.
However, if the contract tumns out to be too nsky;the underwrlter lS accountable

. for the loss. . - - : ,"'

Most underwriters have a bachelor’s degree and have completed a
training program. Typically, they have an academic-major within their industry
of specialization, Common majors include finance, business and economics.

What Does an Underwriter Do? By T

Using the knowledge they have in their field, underwriters decides if a _
contract is worth the risk. For example, underwriters who work with health .
msurance companies evaluate the health risk of applicants.

The underwriter will review the applicant’s information including
age, current health conditien and past medical and family history. Using this

- information and other factors, an underwriter will enter the data into underwriting

software.. The software will determine the premium amount and terms they
shoul_d apply to the policy. Also, this assessment determines if the policy is too.
risky to move forward. |

The information provided to Various underwriters is subject to the specific
case. For example, an underwriter for a health insurance company will review
medical details: while a loan un_de}'wx_'_iter will assess factors like credit history.

An underwriter’s job is complex. They havé to determine an acceptable

~level of risk and what’s eligible for approval based on their risk assessment.

When assessing complicated -situations; underwriters may need to conduct
research and acquire a large number of details.

Examining the Different Types of Underwriters

Insurance Underwriter: Insurance under_writefs asses the risk of insuring
a home, car or driver. They also assess individuals who are applying for life

insurance policies. Insurance inderwriters determine if the contract is profitable

for the insurer. They. consider if the applicant meets certain criteria to qualify for



‘an insurance policy. From there, they establish the type ‘of policy for which an
applicant is eligible. Finally, they prov1de an outline of what the policy covers
for the applicant’s unique circumstances.

.~ Insurarice underwriters are ihsurance professnonals They understand
insurance risks and how to ayoid them. They use their risk assessment to decide
if they will insure someone and under what terms they’ll provide a policy.

_ In cases without special circumstances, underwriting is done through an
automated system. Underwriting programming is similar to a quoting system.
1t’s able to determine if an applicant meets the insurer’s specific requirements
for coverage.

Mortgage Underwriter: Mortgage underwriters are some of the most
commonty used underwriters among the foan industry. Even if a new homeowner
has a good income and great credit score, buying a home is still a risky endeavor.

.A mortgage underwriter must do a thorough risk assessment. Once an assessment

is done; the underwriter can confirm if the loan is a manageable undertaking for -

the applicant.

At any rate, underwriters may._‘review_ internal information such as the
number of mortgages the company has given out. They also review an applicant’s
credit score-and history, proof of steady income, debtt6-income ratio, overall
savings and other important factors that determine their risk.

Additionally, the undervwriter will assess features in and 6utside of the
mortgage applicant’s control, such as the value and type of property This helps
determine if the mortgage terms are fair for all pames

If an underwriter ‘denies the mortgage the applicant ¢an appeal the
decision. However, the process can be lengthy and oﬁen requn'es a large amount
of evidence to be overturned.

Loan Underwriter: Similar to mortgage underwmers, loan underwnters
asses the risk involved in lending an applicant a loan such as an auto loan. The
objective is to determine if the loan is safe for all parties. Large banks often
use a combination of underwriters and underwriting software to determine the
risk of lending-funds to an applicant. Using the combination of software and an
underwriter is a common practice among big and sma!l banks.

- In some cases underwriters may need to assist financial mst}tutmns with
underwriting for business loans. Depending. on the’ size of the business, an
underwriter may need to work with multiple banks.

Securities Underwriter: A securities underwriter is a different type of
aunderwriter! Securities underwriters often work: with initial public offerings
(IPOs). They asses the investment’s risk to determine an appropriate price for an
IPO. Typically, a securities underwriter is an employee of the investment bank
ot another specialist.

One of the biggest risks involved with securities underwriting is ‘the
sales period. For instance, if a security doesn't sell for the suggested price, the
investment bank is liable for the difference. .

Issue Management.
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Underwriters vs. Agents and Brokers *
When:it comes to financial products that require the oversight of an
underwriter, theré’s usually also ari-agent or broker. They’re typically who yoiz,
the customer, will actually speak with. In basic terms, an agent or broker is

‘simply a salespcrson that sells you the product. They, may also be responsible

for relaying to you the underwriter’s ﬁnal decision on your situation,
On the other hand, the underwriter has far more- decision-making: powcr

_ That’s. because, as we state above, their evaluation of your application and

ﬁnancna! srcuanon ulnmately ‘determines if you receive approval or not.

In many cases, the broker or agent you're dealing with will have a'basic
understanding of what the company’s underwriting policies are. During your
conversations with them, they may provide you with some insight into what
your likely outcome will be. While this is undoubtcdly valuable, the underwriter,
again, has the ﬁnal say.

Underwriters play a crucial role across many financial situations. Thé
process of underwriting also has several corhpléxitié:é,_ all of which are based on

~how well the-specifics of your finances line up with the company’s respective

policies. Don’t be afraid to ask questions about the underwriting process duting

your tatks with your broker, agent or the company in general. The 'more you *

understand about the entire process, the better off you’ll be in the end.
: Loan and Insurance Tips:

* Consider consulting with a- financial advisor’ before takmg on an
expensive loan or insurance policy. Finding a qualified” financial
advisor doesn’t have to.be hard. SmartAsset’s free tool matches you
with up to three financial advisors who serve your area, and you can
_intervie\i'v your advisor matches at no.cost to decide which one is right
for you. If you’re ready to find an-advisor ‘who can help you achieve
your financial goals; get started now,

. * Be sure to learn how much home you can afford before securmg a
mortgage. Consider all of the various mortgage providers, too. With an
appropriate budget in mind, you’ll b able to take on a mortgage with
a'monthly payment that fits your needs.

* Compare insurance policies from various providers- before raking
a final decision. Whether -it’s health’ insurance, life insurance, car
insitrance or any other type, there are a variety of options to pick from.
Take the time to find the one that’s right for you and your financial
situation.

SSSUMMARY o o - %

-

Various classﬂicatlons have been made in this topic of Company based
upon various factors of independence, . hablhty, financial conduct etc. These
classifications are not to be observed in‘isolation as the Company may have two
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‘or more characteristic features of the companies ;nentioned‘af)ovg'-and forma  Issue Management
very unique kind for itself. The kinds of companies have oiily been made so-as
to ease the understanding of the complex legal being that is 4 Company.

Share capital increases depending on the rights issue ratio. The company .
gets positive cash flow (from financing), which can be used to improve its
* operations. Effective EPS, book value, and other per-share metrics decline | _ )
because of the higher number of shares .Market price gets adjusted (after book Notes
close) after the,i 1ssuance “of rights shares. ’

- nghts issue has been constantly gaining popula.nty in Indla with corporate
glants such as Reliance Industri¢s, Shriram Transport Finance and Bajaj electrical.
have chosen the same as a way to raise funds during theé pandemic. In order to
promote the right issue.as a way of raising funds and ease the funding for listed
companies the SEBI has made the amendment. _

The Amendments are in the directions to make the offer by way of rights
issue easier and do away with disclosures or compliance requirements which
were duplicated or redundant. Further the relaxation in minimum subscription
and eligibility criteria for FTRI should come to the rescue of the listed entities to
-raise funds in the times when most busmesses are facmg llqmdlty issues.

3 6 EXERCISE '

What is publ:c lssue‘?

Is right issue a preferent1a1 allotment? ' -
What is meaning of promoters contribution?

How many minimum days are given to right issue? ! <
“What is offer document? b

*
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u UNIT 4: VENTURE CAPITAL -

Structure:
4.0 Objectives
. 4.1 Introduction

4.2 . Venture Capital
42.1 Concept of Venture Capital
4.2.2 History and Evolution of Venture Capital
4.2.3 The Venture-Capital Investment Process
4.2.4 Verious Steps in Venture Financing IR
4.2.5 Incubation Financing '

43 Summary

4.4 Exercise

4.0 OBJECTIVES

After reading this Unit. you will be able to:,.

« define the venture capital,

» explain the history and evolution of venture capital,
,~ + understand the veriture capital investment process .

« discuss the verious steps in venture financing, |

- appreciate why and how it is a incubation financing.

' 4.1 INTRODUCTION

The term venture capital comprises of two Words that is, “Venture™ and
“Capital”. Venture is a course.of processing, the outcome of which is uncertain
but to which is attended the risk or danger of “loss”. “Capital” means resources
to start an enterprise. To connote the risk and adventure of such a fund., the
generic name Venture Capital was coined: -

Venture capltal is considéred as financing of high and new technology
ba/sgg enterprises. It is.said that Vetiture capital involves investinent in new
of relatively untried technology, initiated by relatively new and professionally
or technically qualified entrepreneurs with inadequate funds. The conventional
financiers, unlike Venture capitals, mainly finance proven technologies and
established markets. However, high technology need not be pre-requisite for
venture capital. .-

_ Venture capital has also been described as “unsecured risk ﬁnancmg The
relatively high risk of venture capital is compensated by the possibility of high
returns usually through substantial capital gains in the medium term. Venture’
capital in broader sense s not solely an injection of funds into a new firm, it is

" also an input of skills needed to set up the firm, design its marketing strategy,
_ organize and manage it.



Thus it is a long term association with successive stages of.company’s Venture Capital
development under highly risk investment conditions,  with distinctive type
of financing appropriate to each stage of development. Investors join the
entrepreneurs as co- partners and support the project with finance and business
skills to exploit the market opportunities.

Venture capital is not a passive finance. It may be at any stage of business/ _
production cycle, that is, start up, expansion or.to improve a product or process, Notes
which are associated with both risk and reward. The Venture capital makes
higher capital gains through appreciation in the value of such investments. when
the new technology succeeds. Thus the primary return sought by the investor is
essentially capital gain rather than'steady interest income or dividend yield.

The most flexible definition of Venture capital is-

“The support by investors of entrepreneurial talent with finance and
business skills to exploit market opportunities and thus obtain capital gains.”

Venture capital commonly describes not only the provision of start up
finance or ‘seed corn’ capital but also development capital for later stages.of
business. A long term commitment of funds is involved.in the form of equity
investments, with the aim of eventual capital gains rather than income and active
involvement in the management of customer’s business.

'Features of Venture Capital

High Risk: By definition thé Venture capital ﬁnancmg is highly nisky and
chances of failure are high as it provides long term start up capital to high risk-
high reward ventures, Venture capital assumes four types of risks, these are:

* ‘Management risk: Inability of management teams to work together.
« Market risk: Product may fail in the market. e
« Product risk: Product may not be commercially viable.

« Operation risk: Operations may not be cost effective resulting in
increased cost decreased gross margins.

High Tech: As opportunities in the low technology area tend to be few of
lower order, and hi-tech projects generally offer higher returns than projects in
more traditional areas, venture capital investments.are made in high tech. areas
using new technologies or producing innovative geods by using new technology.
Not just high technology, any high risk ventures where the entrepreneur has | *
conviction but little capital -gets ventire finance. Venture capital is available
for expansion of existing business or diversification to a high risk area. Thus
technology financing had-never been the primary objective but incidental to
venture capital. -

Eqmty Participation & Capital Gams —

Investments are generally in equity, and quasi equity participation through
- direct purchasé of shares, options, convértible debentures whcre the debt holder
has the option to.convert the loan instruments into stock of the borrower or a
debt with warrants to equity investment. The funds in the form of equity help,to
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‘or worse, in the major decision affecting the direction of company.

raise term loans that are cheaper source of funds. In the early stage of busmess*
because dividends can be delayed, equlty investment implies that mvestors bear
the risk of venture and would earn’a return commensurate with success in the
form of capital gains. : ) ) : ce

Partiei_pat_idn In Management - A

Venturé capital provides value addition by nianagefial' support, monitoring
and foltow up assistance. It monitors- physical and financial progress as well as
market development initiative. It helps by identifying key resoufce person. They
want one seat on the company’s board of directors and involvement, for better -

-

This is a unique phllosophy of “hands on management” where Venture .
capitalist acts as complementary to the entrepreneurs. Based upon the experience
other companies, a venture capitalist advise the promoters on project planning,
monitoring, financial management,- mcludmg working capital and public

‘issue. Venture capital investor cannot interfere in day today managemnient of

the enterprise but keeps a close Contact with the promoters or entreprenems to
protect his investment. . N

Length of Investment
Venture capitalist help companies grow, but they eventually seek to exit

* the investment in three to seven years. An early stage investment may take seven’

to ten years to mature, while most of the later stage investment takes only a few

years. The process of having significant returns takes several years and calls on

the capacity and talent of venture capitalist and-entrepreneurs to reach fruition.
Iliquid Investment ) " |

_ Venture capital investments are 1lllqu1d that is, not subject to repayment
on demand or following a repayment schedule. Investors seek-return ultimately
by means of capital gdins when the investment is sold at market placé. The
investment is realized only on enlistment of security or it is lost if enterprise is
liquidated for unsuccessful workmg It may take several years before the first
investment starts to locked for seven tG ten years. Venture capltallst understands
thlS illiquidity and factors th:s in his investment demsmns T )

42 VENTURE CAPITAL  © ‘ L

-Naﬁ‘owly spegki;lg,--venture capital refers-to the ﬁsk-éhpital-supgi‘icd to

-growing companies and it takes the form of share capital in the business firms.
" Both money provided as start-up capital and as development capital for. small

but growing firms are mcluded in this definition.

In developing countries like India, venture capital concept has been
understood in this sense. In our country venture capital comprises only seed
capital, finance for high technology and funds'to turn research and development
into cornmerclal production. .
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In broader sense, venture capital refers to the commitment of capital and
knowledge for the formation and setting up of compamcs particularly to those
specialising in new ideas ornew technologies. Thus, it is not merely an injection
of funds into a new firm but also a simultanecus input of skills needed to set the
firm up, design its marketing strategy, organise and manage it.

In western countries like the USA and UK, venture capital perspective scans
a much wider horizon along the above sense. In these countries, venture capital
not only consists of supply of funds for financing technology but also supply of
capital and skills for fostering the growth and development of enterprises. .

Much of this capitalis put behind established technology or is used to help
the evolution of new management teams. It is this broad role which has enabled
venture capital industry in the West to become a vibrant force in the industrial
development. It will, therefore, be more meaningful to accept broader sense of
venture capital. ’

Characteristics of Venture Capltal

1. Venture capital'is essentially financing of new ventures through equity

participation. However, such investment may also take the form of
long-term loan, purchase of options or convertible securities. The
main objective underlying investment in equmes is to earn capital
gains there on subsequently when the enterprise becomes profitable.

2. Venture capital makes long-term investment in hlghly potential
ventures of technical savvy entrepreneurs whose returns may be
available after a long period, say 5-10 years. .

3. Venture capital does not confine-to supply of equity capital but also
supply of skills for fostering the growth and development of enterprises.
Venture capitalists ensure active participation in the management
which is the entrepreneur 5 business and provide their marketing,
technology, planning and management expertise to the firm.

4. Venture capital financing involves high risk return spectrum. Some of
the ventures may yield very high returns to more than Compensates
for heavy losses on others which may also have earhing prospects.

In nut shell, a venture capital institution is a financial intermediary

between investors looking for high potential returns and entrepreneurs who need

institutional capital as they are yet not ready/able to go to the’ publlc

Dimensions” of Venture Capital: Venture capital is associated with
successive stages of the firm’s developrent with distinctive types of financing,
appropriate to each stage of development. Thus there are four stages of firm’s
development, viz., development of an idea, start up, fledgling and establishmerit.

The first stage of development-of a firmi is development of an idea for
delineating precise specification for the new product or service and to establish a a
business-plan. The entrepreneur needs seedlmg finarice for this purpose. Venture
capitalist finds this stage as the most hazardous and difficult in view of the fact

that majority of the business projects are abandoned at “the énd of thé seedling

phase.
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Start-up stage is the second stage of the firm’s development. At this
stage, entrepreneur sets up the enterprise to carry into effect the business plan
to manufacture a product or to render a service. In this process of development,
venture capitalist supplies start-up finafice. - '

In the third phase, the firm has made some headway, entered the stage of
manufacturing a product or service;but is facing enormous teething problems.
It may not be able to generate’ adequate internal funds. It may also find its
access to external sources of finance very difficult. To get over the problem,
the entrepreneur will need-a large amount of fledgling finance frorn the venture
capitalist. . p - . r_:

*  Inthe last stage of the firm’s development whei it stabilizes itself and may
neéed, in some cases, establishment finance to explicit opportunities of scale.
This is the final injection of furids from venture capitalists. It has been estimated
that in the U:S.A., the entire cycle takes a period of 5 to 10 years. '

Functlons of Venture Capital: Venture capital is growingly becoming
popular in different parts of the world because of the crucial role it plays in
fostering industrial development by explmtmg vast and untapped potentialities

- and overcoming threats.

Venture capital plays. this role with the help of the following major

| functions:

_ Venture c‘apital provides finance as well as skills to new enterprises-and
new ventures of existing ones based on high technology innovations. It provides
seed capital to finance innovations even in the pre-stéi‘t-stage. _

In the development stage that follows the conceptual sfage, venture
capitalist develops a business plan (in partnership with the entreprenéur) which
will detail the market epportunity, the product the development and financial
needs. .

In this crucial stage, the venture capiialist has to assess the intrinsic merits
of the technological innovation;, ensure that the innovation is directed at a clearly

' defined market opportunity and satisfies himself that the management team at
_ the helm of affairs is competent enough to achieve the targets of the business

plan. d
Therefore, venture capitalist helps the firm to move to the exploitation stage,
ie., launchmg of the innovation. Whrle launching the innovation the venture

~ capitalist will seek to establish a tifme frame for achieving the predetennmed'

devélopment marketing, sales and profit targets.

In each investment, as the venture capitalist assumes absolute,risk, his
role is not restricted to that of a mere supplier of funds but that of an active —
partner with total investment in the assisted project. Thus, the venture capitalist
is éxpected to perform not only the role of a financier but also a skilled faceted

_intermediary s supplying a broad spectrum of specialist services- technical,

commercial, managerial, financial and entrepreneurisl. | &




- S T T YT — -y

Venture capitalist fills the gap in the owner’s funds. in relation to the
quantum of equity required to support the successful launching of a new business
or the bptimum scale of operations of an existing business. It acts as a trigger in
‘launching new business and as a catalyst in stimulating existing firms to achleve
optimum performance. ?

Venture capitalists role extends even as fa.r as to'see that the firm has proper. |

and adequate commercial banking and receivable financing. Venture capitalist
assmts ‘the- entrepreneurs in locating, mtervnewmg and employmg outsmndmg
corporate achievers to professionalize the firm.

Growth of Venture Capital in India

- Venture Capital in India was known since mnetnes era. It isnow that it has
successfully emerged for all. the business firms that take up risky. projects ‘and

have high growth prospécts as well. Venture Capital in India is provided as risk

capital in the forms of shares, seed capital and other similar means. .

In 1988, ICICI emerge as a venture capital provider with unit trust of India.
And now, there are a number of venture capital institutes in India. Financial banks
like ICICI have stepped into this and have thieir own venture capital subsidiaries.
Apart from Indian investors, international companies too have settled in India as
a finanicial institute providing investments to large business firms. It is because
of foreign investors that financial markets have-developed in India on a large
scale. Introduction of western financial philosophies, tight contracts, focus on
profitable. pl'O_]eCtS and actwe involvement in finance was contributed by foreign
investors only

The ﬁnanclal investment process has evolved a lot with- time in India.
Earlier there were only commercial banks and some financial institutes but now
with venture capital investment institutes, India has grown a lot. Business forms
now focus on expansion because they can get financial support Mg; venture
" capital.- The scale and quality- of the business enterprises have intreased in
India iow. With international competition, there have been a number of growth
oriented business firms that have invested in venture capitai. All the business
firms that deal in information technology, manufacturing products as well as
providing contemporary services can opt for venture capital investment in India.

Rise of Venture Capltal In India: Nothing Ventured, Nothing Gained
- “The Indian government’s budget for 2014-15s clearly an investor-friendly

one-with & slew of provisions and funds.earmarked for start-ups in Indid. Also, a
start-up fund worth ¥ 10 ,000 ¢rore is being mulled by the governmient. According

to Finance Minister Arun Jaitley, it will be “equity, quasi-equity, soft loan and

‘other risk capital for start-ups.”

‘This is eficouraging news although angel mvestors and venture capitalists
(VCs) have kept the start-up ecosystem thriving in India till date. Venture capital
is an investment in the form of shares or a later stock option in potentially high-
risk businesses. The beneficiary companies.are usuatly small or medium-sized
firms, requiring seed or early-stage ﬁmdmg for mnovatxon and development of

/
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technology or products with high growth potential. High annual returns ranging

from 25-75% are expected on such investments. _
Venture capital can be injected in different stages of a start-up lifecycle:

1. Inthe initial development stage as ‘seed capital’ for converting an idea
.into a commercially viable entity.

2. Implementation or_‘start-up capltal’ when all is ready to commence
production;

3. Additional capital to ov.ereome manufacturing tecthing problems.
Establishment capital to facilitate rapid expansion of an established
company.

Venture capital is a long-term investment and involves active participation

| and help from the investor for the development of the company. Often, the

presence of the VC investor/s gives the company commercial and financial clout.
Indian venture capital market and investments
Venture capitalism in India began in 1986 with the start of the economic

. liberalisation; In 1988, the Indian government formalised venture capltal

by issuing a set of guidelines. Initially, venture capital or VC was limited to
subsidiaries set up IDBI, ICICI and the- IFC, and focused on.large industrial
concerns.

But the turning pc;mt came when the well-established start-ups by Indians
in the Silicon Valley convinced foreign investors that India had the talent and
the scope for econpmic development and.growth. Over the years, more and
more private investors from India and abroad have entered the Indian venture
capital market. -

In -the early stages, venture. capltal investments were mainly in the
manufacturing sector. However, with changmg trends andincreasedliberalisation,

companies in consumer services and consumér fetail space emerged as: top

contenders for VC funding, attracting almost 50% of total VC investments.

Other key industries “included IT and- IT-related services, software
development telecommunications,  electronics,  biotechnology  and
phannaceutlcals banking and finance/insurance,. public sector disinvestment,
media and entertainment, and education: -

A completely new field that is attracting venture capital is agriculture.
This has been fuelled by the realisation that food security is a vital, long-term

‘necessity. Studies suggest that in future, for every T 100 incréase in' GDP, ¥ 41

will be spent on food. - -

At the -recently held Global Aglnvesting Conference, data released
indicated that agro businesses would provide better returns of about 11%,
compared to 3-5% yield from bonds and equities.

Agriculture could -well become the new Mecca for venture capital
investments. Leading VC'firms such as Venture Dairy, Anterra Capital (a spin-
off of Rabobank’s proprietary venture capital investment team), SAEF:(Small




'Entezpnse Assistance Funds) and Rabo Equity Advisors? India Agnbusmess
Fund have already entered this market.
Promoting VC funding in India

Since 1988, ICICI has played a prominent role in promotmg venture
capital investments in India'and currently manages funds over $2 billion.

—

In fact, India recorded a 13% increase in the amount invested against the
global rise of 2%. At $45.8 million, India posted an ali-time-high median 'value
at the profitable stage in 2013, the highest value ever seen in any market across
all of the development stages since 2007.

Early-stage funding has gone down and more funds have been diverted to

later, more profitable stages or spread out in multilevel funding, indicating that

investors are cautious about high risks. However, top players such as Sequoia
Capital, Rabobank, Google Venture, Seed Venture Fund and Wor_ld Bank’s IFC
are investing in India. IFC is the leading investor here, with $1.4 billion.

Most VC investors, both Jocal and global, have lcveraged'the Mauritius
Treaty route to invest in India because tax is only payable in the country-of the
investor’s residence: The SEBI (Securities and Exchange Board of India) can
work towards further simplifying the investment procedures and offer attractive
IPO and M&A exit ratios.

However, the crucial challenge will be the development of responsible
financial and management skills in the invested companies, and understanding

the local conditions by-foreign investors, A positive factor i is-that India has a

large pool of English-speaking, trained and skilled manpower.

Another trigger to invest in India is that both China and India are the -

top two growing global economies. The new pro-business Indian government
has also inspired confidence and foreign investment worth ¥ 17,000 crore has
already been made. So the prospects look rosy for the growth of venture capital
“in India. ‘
421 Concept of Venture Capital
Venture capital is a kind of equity financing spemﬁcally for providing
~fund to high risk projects. It-is based upon the partnership formed between the
entrepreneur and the venture capitalist and thus, represents an effort to new
entrepreneurship which goes ﬁlrthér\for the conventional projects. Venture capital
is an investment in such types of enterprise where the uncertainties are yet to
be reduced to minimum risks. It is generally provnded to the entrepreneurs with
good business thoughts as well as sound knowledge of the particular business
but lacking financial resources to execute them. Venturé capital can open doors
for such new entrepreneurs.

- Thus, venture capital can be considered as equity support to finance new
concepts that involve a high risk and at the same time, have high development
and profitability. Venture capital is important enough to facilitate the small and
medium entrepreneurs to initiate innovative entérprises. It.is very much linked

with inventiveness, novelty, high development and high profit. It is regarded as

the launching platform to innovative entrepreneurship.

Venture Capital
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4.2.2 History and Evolution of Venture Capital
Origin and Evolution’ _ .

For the Indian industries, venture capital is quite a new concept. As the-. -
name indicates, it deals with providing financial support and stability to new
entrepreneurs to initiate and capitalize their business. General Doritos set up .

_ the American Research and Development Fund (AR and D) at Massachusetts .

Institute of Technology in 1946 to ﬁnance the commercial utilization of

innovative technologies developed in universities in USA and that’s where f

the origin of venture capital lies. This organization provided finance to 100
~companies nearly for 11 long years and made its investment 35 times.

Noticing the grand success of the AR and D, big companies in the USA

like Xerox, 3m and General Electricalso jumped into the field of venture capital.
This trend was suddenly followed by Japanese. The earty 1950s noticed the"
growth in number of companies undergoing venture capital. In UK it was seen .
during the 19th century when. ‘European Merchant Bankers supported the growth
‘of industry in their dominions like South Africa, India and USA. Ultlmately in’
India also some companies showed interest in venture capital. ”

The. TATA Group’s Investment Corporation of India’ successfully
developed a number of companies llke Associated Bearings, CEAT Tires
during the period of Independence. Aﬁerwards venture capital financing was
first started by IFCI which sponsored The Risk Capital Foundation In 1975.

?ﬂms of Venture Capital:

“(a) It satisfies the ambition of entrepreneurs.

"o~ (b) It gives life to potential business enterprise.

(c) Tt prowdes proper direction to guide new entrepreneurs
(d) It helps in building enterpnse

<
Features of Venture Capital: ’

(a)

()
©
(d
(e

It assumes a high level of nsks in the antmpatxon of ‘earning a hlgh -
profit, ’

It finances high-risk projects. -
It actively guides the innovative enterprise. - '

It takes generally 4 to 5 years to attain the desired level of profit.

It is fundamentally a long-standing venture and the incomes are in the
form of capital gains.

(Q Venture capitalists normally discontinue thelr investnient in the

(®

assisted company when it reaches a definite juncture of profitability.

It carries a royalty related to sales generated by the company after
commerclalxzatlon

| |
Venture Capital: Financing Steps ] T ' !
)

Once the company decides to opt for the venture capital funding route, it

_  becomes essential to follow proper system and procedure. In India, the typical
| venture capital fund raising process involves-the following sigps:



- 1. Identifying the accurate investment financier: :The Company should Venture Capital
prefer to work with an Invéstment Banking firm (IB) that offers the followmg
“ skill set:

(@) Very good perception and vision of venture capital businegs
{(by Good understanding of company’s trade and production

|
B
4

- (c) aptitude to fell a good and factual story about the conipany
‘ (d) knowledge of dealing with the Venture capital -
[. (&) Good setof connections in the Venture Capital cormnumty

2. Preparation of Investment Memorandum and Financial Model:
F After the finalization of the investment banking firm, the company should work
{ . to prepare the Investment Memorandum (IM) and a Financial Model (FM) in
|
E

Notes

coordination with the. investment bank. A good-IM is very important.for the
company’s business as it addresses most of the investor’s key questions and
queries and helps the investor to make up his mmd for the company. A Financial
Model.includes various business. variables like revenue dnvers, cost drivers, -
[ _ capital expenses etc. in a Microsoft Excel file and prol ects the company revenues,
* profitability, cash flows and finance necessities-for next 5to 7 years. 3

-3, Short listing and approaching the venture “capital funds: The next

step is to list out the, investors whom the investment banker will approach on

.behalf of the company. While short-listing the’investors, it should be kept in

mind that the short listed investors should be comfortable with the company’s

production, stage of business (seed stage, early. stage, growth stage, pre-IPO

- etc.) and the company’s:finance necessities.

4.Meeting the Venture Capital Funds: The investment banker approaches -

_the venture capital finances and starts making presentation to them. The purpose

of these presentations is to.arrange the first meeting between the promoters of

the company and the investors, In the follow-up meetings, the company tries to

- convince the investors about the investment. Once the investors are convinced,

they issue.a Term Sheet. ' . ‘

5.-Signing the Term Sheet: A" Term Sheet (TS) generally covers all the
key terms and conditions of the investment. The valuation of the company and
the transaction structure are the most important terms in the TS. There are a
number of other important terms related to investor’s exit, board memberships | A
‘etc, which are also covered in the Term Sheet: Once there is an agreement on
all the terms, a non-binding Term Sheet is signed between the company and the
investors.

6.- Due Diligence by the Investors: After the Term Sheet, investors
conduct a duc diligence process-on the company. Generally investor’s due
dlllgence process focuses on the following aspects of the company and its
expansion plans:

(a) Financial - .
.(b) Production i
~" (¢) Technical
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7. Signiﬁg the shareholder’s agreements and funds transfer: Once

the investors are pleased with the outcome of the due dili'gence‘process, they
issue a Shareholder’s Agreement (SHA): SHA covers all the terms of the Term
Sheet and other important terms and condmons regarding dispute resolutlon,

non-compete, lock-in; share transfer process etc. Generally- lawyers from the

company’s side and the investor’s side are also involved in t?ns process. Once
there is an agreement, all the shareholders of the company and the investors sign
the SHA and investor transfers funds to the company.

‘Sources of Venture Capital
The 1mportant sources of venture capital in our country are as follows:

1. Programmefor Advancementof Commercial Technology (PACT):.
It was the first venture capital funding in India, started in 1995 to
finance Indian firms in commerclahzmg the mnovanve technologies.
It was. started by Indo-US jOl.llt ventures known as Programme for

- Advancement of Commercial Technology:

2. Technology Development and Investment Corporation of India

- (TDICI): Technology Development and Investment Corporation of

India (TDICI) was the first venture capital company of India- and it
was promoted by ICICI in 1986.

3. Risk Capital and Technology Finance Corporatlon (RCTFC): 1t -

- is an autonomous body launched by Industrial Finance Corporation
of India (IFCY). It promotes and-supports the entrepreneurs especially
engaged in technological development. -

4. Venture capital scheme of IDBI: This scheme of IDBI is emerging
as one of the major sources of venture-capltal funding. It is meant
spec1ﬁcally to support projects which promote innovative and

- experimental technologles in Indian condltlons

Followmg is the list of some of the players engaged in the venture capltal
finance in the India:

(a) ANZ Grindlays Bank

(b) Credit Capital Venture Fund (India) Ltd
(c) 20th Century Venture Capital Corporation
(d) APIDC Venture Capital Ltd )
(¢) Canbank Venture: Capltal Fund

(f) Gujarat Venture Fmance Ltd

(g) Industrial Development Bank of India

(h) IL and FS Venture Corporation

(i) SBI-Capital Venture Fund

_ (j) Pardeshiya Industrial and Investment Corporatlon of Uttar Pradesh -
Ltd (PICUP)

4




Criteria Adopted By Venture Capitalists To Provide Venture ; Venture Capital

Capital Finance: - '
The following criteria are taken into consideration by the venture capitalists

“while going for investment decisions: ' '

(a) The reliability, business insight and the entrepreneurial spirit of the
management team are considered as the most essential factors. : Notes

(b) The background of the entrepreneur and his administration team
(c) The technical Practicabilit’y and commercial feasibility of the project,
procedure or service

(d) Huge and speedily developing market opportunity

(¢) Advantage in terms of price or cost _

(f) Guts for satisfactory profitability over a period of four to seven years,
" Merits of Venture Capital: - -

(a) Venture capital helps in promotion of industrialization, in the country.
(b) Tt helps in developing and promoting innovative technologies.

(c) Tt helps the new entrepreneurs to convert their thoughts into reality.
(d) It enhances employment opportunities.

(e) It develops entrepreneurship in the country

4.2.3 The Venture Capital Investment Process

Venture capital investrne;lt is one of the most flexible: form of financing
technology based or innovative business firms. It is'a more wide way of getting -
finances for invéstment in business enterprises which hold a bright future in
tei‘rps of profit and as well as growth. ‘

Venture capital is invested as equity shares and not as any type of a loan.
Because of investment in shares, venture capital is also known as risk capital. '
The investment is majorly in risky projects.

Broadly speaking, venture capital is a source of niecessary risk capital like
financing for shares. It has now emerged as the best financing alternative in

< developing as well as developed countries. Approximately 70 countries provide
the facility of venture capitaldnvestment to'the business enterprises.

For a virtual capital invéstment, you need to have the following traits:

« A business firm which has the potential to grow in near future

« The investient should be for a long time like from two to ten years.

« The business should have had invested in shares of established business

enterprises which hold a strong history of profits.

« The risk level should be high of the ongoing projects in the firm that

* also ensure high amount of profits.

« Once the funding is done, the investor must remain active.
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Inv_évﬁnent Banking Some of the examples of venturc cap1tal mvestment that were made in the
and Financial Services past are as follows: :
«  Asoftware deveIOpment based company steps into telecommumcatlon
switch i in Israel.
< A hand fool mariufacturer in china with low’ cost products and high
, operatlonal efficiency but the best quality.
« An-exporter of horticultural products in Africa,
' Anational store chain in and around India
These: examples show how inivestments are made in venture capital. They o
show growth in business firms and a hlgh level of sales and profitability which |
is best-for an investor.

-| ° . Private equity investments are equity investments that are not traded on
public exchanges (such as The New York Stock Exchange (NYSE) is the largest
secufities exchange in the world, hostmg 82% of the S&P 500 as well as 70’
of the biggest). Institutional and mdmdual investors usually mvest in private
equity through limited partnership agreements, which allow investors to invest

* in a variety of venture capital projects while preserving lumted llablllty (of the
inttial investment). ' -

Notes

Venture capital investing projects are usually run by private eEpnity
~ fundsPrivate Equity FundsPrivate equity funds ate pools of-capital to be invested
in companies that represent-an opportunity for a high rate of return, They come
with a fixed with each PE fund running a portfolio of projects it specializes in.
For intance, a private equity fund specializing in artificial intelligence. may
invest in'a portfolio of ten-venture capital projects on fully intelligent vehlcles
Stages of Venture > Capital Investing

1. Seed-stage Capital: Seed-stage capital is the capital provided to help
an entrepreneur (or prospective entrepreneur) develop an idea. Seed stage capital
usually fuinds the research and development (R&D)Research and Development
(R&D)Research and Development (R&D) is a process by which a company
obtains new knowledge and uses it to improve existing products and introduce
of new products and services and research info prospective markets.

R

2. Early-stage Capital: Early-stage capital is venture capital investing"
provided to set up initial operation and basi¢ production. Early stage capital
supports product ‘development, marketing, commercial manufacturing,. and
sales. ' '

3. Later-stage Capital% Later-stage capital is the venture capital investing
provided aftér the business generates revenues but béfore an Initial. Public
Offering (TPO)Initial Pub’llc Offering (IPO)An Initial Public Offering :(IPO)’
is the first sale of stocks issued by a company to the public. Prior-to an IPO,
a company is considered a private company, usually with.a small pumber of
investors (founders, friends, family, and business investors such as venture
\ ' capitalists or angel investors). Leam what an IPO.is. It includes capital needed

—

L
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for initial expansion (second-stage capital), capital needed for major expansions,
product improvement major marketing campaigns, mergers- & acquisitions
(thlrd—stag’e capital), and cap1tal needed .to go- public (mezzanine or bridge
capital). e
Characteristics of Venture Capital Investing

1. llliquid: Venture capital investments are usu_all& long-term investments
and are fairly illiquid compared to market-traded investment instraments. Unlike,
publicly traded investment instruments, VC investments don’t offer the option
of a short:term payout. Long-term returns from venture capital investing depend
largely on the success of an IPO. *

2. Long-térm- investment horizon Venture capital investments feature
a structural time-lag bétween the initial ifivestment and the final pay-out. The
structural time-lag increases the liquidity risk. Therefore, VC investments tend
to offersvery high returns to compensate for this higher than normal liquidity
risk.

3. Large discrepancy between pnvate valuation and public valuation
(market valuatmn) Unlike standard investment instruments that are traded on
" some organized exchange, VC investments are held by private funds. Thus, there

is no way for any individual investor in the market to determine the value of the

‘investment. The venture capitalist also does not know how the market values his
investment. This causes IPOs to be the subject of widespread speculation from
both the buy-side ard thé sell-side. _

4, Entrepreneurs lack full information about the market: : The m:;joﬁty

of venture capital investing is into innovative projects- whose-aim is to disrupt

the market. Such projects offer potentially very high returns but also come with

very high risks. As such, entrepreneurs and VC investors often work in the dark
- because no one-else has done what they are trying to do.

5.Mismatch between entrepreneurs and VCinvestors: An éntrepreneur

and an mvestor may have very different objectives with regards to a project. The.”

: entrepreneur may be concerned with the process (i.e., the means) whereas the
investor may only be concerned with the return (i.e., the end).

6. Mismatch betwéen VC investors and fund managers: An investor
and a fund manager may have different objectives regarding a particular project.
The diffetence in interest depends largely on the contract signed by the fund
manager. For instance, many fund managers are paid based on the size of the VC
-fund and not based on the returns generated. Such fund managers tend to take on
excessive risk with regards to imvestments.

~ Investment process describes the way in which venture capital assistance.

is provided to the entrepreneurs. The entrepreneur who has an idea- which
qualifies for venture capital assistance should contact approprlate and right
venture capitalists for assistance. 3

) Y

r
P
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.Selection of investment decision is very important both for the entrepreneur
and the capitalists. The proposal for assistance by the entrepreneur to the venture
capitalist 1s the first official step in the investment process. X

" The venture capital investment process has two aspects, (1) the assessment

by the entrepreneur as to whom he should contact for assistance and a comparison .

of the terms and conditions of various venture capitalists and (ii) assessment

_ of the entreprencur and his proposal by the investor. Considering.the type of

industry, nature investment and risk involved in it, the investors generally apply

some criteria for investment: Investors consider only those proposals which

qualify these stipulations. .
The investment process involves the knowledge of the:
(A) Eligibility criteria for evaluating proposals,
(B) Screening of venture capitalist by the entrepreneur, "
(C) Screening of entrepreneur and the proposal by the venture capltahsts
(D) Stages of venture capital financing and '

(E) Types of finance prdvided by venture capitalists.

rd

A brief description of these processes is given below:
A. Eligibility Criteria for Proposals:

‘The minimum eligibility conditions to process an appllcatlon for venture
capital assistance are:

(a) The Venture must be Technically Feasible: The technology:’ idea
should have proper technology base and the technology/’ idea should
have, integrity and vxablllty for commercial productlon It is to be
laboratory proven. . -

(b) Itshould be Commereially Viable: There must-be public acceptance
for the idea/ technology, If commercial productioh takes place there:
should be adequate reason to believe that there will be demand for the
item in the market.

‘(c) The Technical & Managerial Competence and Integrity of the
Entrepreneur: The entrepreneur should have technical competence
to apply his idea to production and manage the project to success. The
entrepreneur must be reliable and should have consistency in doing.

(d) The Long Run Competitive Advantage of the Units: The idea ’

should have long run competitive advantage over other existing
products/service in the market.:

(¢) Future Prospects: The idea should have an excellent future in the

" coming years. At least the investor should make sure that the proditct
will not become obsolete in the near future. _ '

® Availability of Inputs: Availability of inputs/factors of production is
another important factor considered before financing. However good

7
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.the idea is, if inputs for production are not ayailable in right quantity,

it is of no use in commercial applications. Thus the financier prefers
only those projects for which inputs are available in right quantity.
Legality of the Proposal: The financier makes sure that the proposal
is legally viable by all respects. That is it satisfies pollution standards,
emission standards, government policies, etc. ‘

B. Screening of Venture Capitalist by the Eﬁtrepreneu‘r:-

There are several venture capital organizations in India both in govemnment
sector and'in private sector.'The lending policies and other terms and conditidns
of these organizations vary widely. The proposer must be v1gxlant in selecting
the right capitalists.

The following points worth consideration while choosing venture

capitalists;

(a)

%

approach and attitude of the venture capitalist. Some capitalists show
very keen interest and offer all possible value added service (hands on
approach) in fields of actmty Hands on approach of capitalist are also
called ‘investment nurturing’.

Investment nurturing is the process By which venture capitalists
continue to involve themselves in the operations of the concerns

assisted by them. It is through personal discussions, plant visits, -

feedbacks, periodic . reports studies etc. that they make it possible.

. Some capitalists. may be Very passwe in dealing with entrepreneurs

(b)

(©)

@

(e)

D

(hands off approach). The entrepreneur should approach those who

offer very hands on approach.

‘Terms and Conditions: The- entrepreneurs should assess the
implications of edch of the terms and conditions laid down in the
agreement. :

_Exit Policy: The entrepreneur ‘should assess the exit policy of the

capitalists. There are several-modes of exit-available for the venture
capitalist. i

Availability of funds: Financial base and liquidity of the capitalist
are other important area to' be looked into. It will be easy for one

‘with adequate financial base to providé adequate finance in adequate
_ quantity in tithes of emergency if it so happens.

Past history of the Capitalists: Always the past history of the:

capitalist to be analyzed and to be dealt with only those who have a -
steady and straight past profile.

Miscellaneous: Procedural delay, processing charges, rate of interest,

, duration of advance etc. are other matters of concern.

Y

Approach of the Capltahsts The entrepreneur should assess the |

Venture Capital’
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.C. Screening of Esatrepreneur and- the Proposal by the Venture
Capitalists:

As investing in ventures is highly rlsky the capitalist has to be v1gllant
in assessing and granting advances to such ventures. The capitalist. assess the
proposal of entrepreneurs at various stages and apply pumber of assessment
tools to assess the credibility of the proposer, his past history, feasibility of. the
proposal, amount involved and amount requested by the proposer, future growth
prospects of the idea/technology etc. ,
To assess the potential of the idea and the proposer the venture capitalists
apply the following tests and analysis: »

1. Fundamental Analysis Here the venture capitalists analyses and
assesses the fundamental aspects of the proposed business. It mcludes analysis
and assessment of the following:

() Past history: It dssess the past history of the proposer, its date of
incorporation, summary of anpual reports, profile of the company for
years, etc., .
(b) Management: Here the company assessesthe quality of its management
' It also assess the quality of board of directors, shareholders etc., )
(c) Products: The capitalist checks the quality and' features of the
-company’s products. . '
(d) Markets: The markets which the company serves, nature of mdustry,
degree of competition etc.

(¢) Manufacturing: Manufacturing and operatlonal aspects -of the
business is to be checked. That is to say. the type of technology used,
access to sources of supply, manufacturing capaclty and the holdings
of premises etc. and

() Risks: The capitalist need to assess-the potential risk involved in it.

2. Financial Analysis: The financial analysis is undertaken to assess
the performance of the strategies of the organization. The. capitalists assesses
the earnings growth of the organization, margin of profit, time lag -between
investment and return, impact on cash flow, expected value of thé company at
the time divestment and finally anticipated financial risks and the strategies of
the management to tie. over it. In the assessment for venture capital, financial
performance is very vital. ' )

3 ?or_tfolio Analysis: Here in portfolio analysis the capitalists assess the
present portfolio batance of the proposer at the time of proposal. The capitalist
also assessés the feasibility of the future portfolio, if the proposal is accepted

and loans granted. The proposal will be considered only if the future portfolio
~ is acceptable. Portfolio analysis involves analysis of the size; stage, location

and industry of the investment proposal for all these are closely connected with
portfollo o




4. Divestment Analysis: Here the capitalists.analyses the opportunity for
divestment (Exit). It assesses the method, timing and valuation of the compariy
upon divestment. There are four common ways in which venture capitalists

-divest their interests in the ventur? projects. These are catled exit mechanisms.
They are:. .- ‘

- (i) Trade Sale: It is in the form of an unexpected or unsolicited bid. Here
the venture capitalists sell its interests/investment to a company in a
trade. This usually takes place when there are many interested parties
-to acquire the interests of the financier. The sales may be for the stake
of financier alone or may be of the eritire company itself,

(i) Take-Out: It is the process of selling capitalist’s interests in the
venture project to another venture capitalist or-financing/ insurance
company or pension fund manager or management holding company
by way of | pnvate placement.

(iii) Earn Out: Here the entrepréneur himself buys.back the stake of
venture capitalists at agreed assessed price and the capitalists realize
his money with return. So undef this method no third party is_involved.
The entrepreneur will be given an option for this right at the time of
investment, -

(iv) Floatation/IPO Method: This is another exit route for the venture-
capital investment. It is also called IPO (Initial Public Offér). Here

' securities are-issued through stock market for public subscription. It
“requires strong management team to make the process.a success. If
securities are given to pre-arranged buyers it is called “placing’; If the
company places its shares before the public for subscription at a fixed

price, it is called “offer for sale’. And if the company calls for tenders

from the public quoting name, number of shares and price offered it is -

called “tender’.

(v) Puts and Calls Method: Under this me:thod, the exit takes place
through puts and calls. The put optionis the right to sell, while the

- call .option isthe right of the entrepreneur to buy. For this purpose ’

the capitalists ‘arrives at an agreed price as per agreed formula.-The
prices of the assets are atrived at using pre-determined formula. They

generally use Book value method or P/E ratio or Percentage of sales.

method or Multiplief cash flow method or independent valuation or
agreed price method to arrive the price of the organization.

.(vi) Liquidation: It is resorted to when the venture becomes and utter

* failure due to tough competition or.technology failure, obsolescence

etc. Here- éxit takes place in involuntary manner. Here the entire .

organization goes into liquidation and the financier gets hi§ share.
In short the venture .capitalists assess everything as possible before
granting. advance. Right from feasibility analysis of the proposal
till divestment of its stake, the capitalists- assess everything possible
before advancing money.

Venture Capital
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D. Stages of Venture Capital Fmancmg

Venture capital is provided at two separate stages of venture development
They are the early stage ﬁnancmg and the later stage ﬁnancmg '

L. Early Stage Fmancmg

®

(i)

(iii)

Seed Capital: This is an early stage financing in 2 prolect llfe

It is the amount of capltal prowded to’ start the business. This wﬂl
be comparatively small in value. The European Venture Capital
Association defines seed capita! as “the financing of the initial product
development or the capital provided to an entrepreneur to prove the
feamblllty ofa pmject and qualify for startup capital”.

Research and development projects means the amount required to:

conduct researches to study the market feasibility other nceds. before
the business starts commercial production. The past history of the

. entrepreneur and the quality of the pro_] éct are the major detérminants

at this stage of financing.

Startup Capital: Startup capital is deﬁned as the “capital needed
to finance the product development, initial marketing and the
establishment of product facilities”. o o

The word start up signifies the stage where a new activity is launched.
Second Round Finance: It means the finance provided to capture
more and more markets and to increase production and sales. At this
stage venture capitalists advance more debt finance to organizations.

I1. Later Stage Financing: .

1..

Development Capital: This ‘is provided for purchasing new
machineries, plants or expansion of business or to set up new marketing
and distribution set up etc. The duration of such finance may be one to
three years... S )

Expansion Finance: This is provided for expansion projects such as
bigger factory, larger warchouse, hew factories, new products etc. The

.duration of such loans ranges-from one to three years.

Replacement Capital: It is provided to purchase shares of other '
owneis. This may be due to family problems or personal need of funds
‘or so. This type of finance has duration of one to three years.

Turnarounds: This means financing for acquisition of a sick company \
which requires much specialized skills. It requires rescheduling of all
the company’s borrowings, management and ownership. Itisa highly
nsky financing and its duration is for three to five years. in such
cases the financing company sometimes nommates its chairman and
‘appoints its nominées in the director board of the company.

Management Buy Outs (MBOs): It refers tothe transfer of
management control by creating a separate business by separating it
from their existing owners. This takes place in two forms, namely

-




MBOs and MBIs. Financing the existing chent to acquire -another
existing product line/business is called Management Buyouts (MBO).
The European Venture ‘Capital Association defines MBOs as “the
acquisition of a company (or the shares in that company) from the
existing owners by a team of existing management/employees.

The vending shareholders may or may not have been actively involved
in'the running of the company, the acquiring groups are presumed to
be actively involved in the day-to-day running of the-company and are

‘making the acquisition with a view towards becoming active owner-
‘managers.” Deals pertaining to the purchase of management holding
of an enterprise are called ‘buy -out-deals’.

6. Management- Buy In (MBIs):. Fmancmg an outsider gmup to
acquire ‘an existing company is called Management Buy In {MBISs). _
The European Venture Capital Association defines MBIs as “funds

" provided to enable a manager or group of managers-from outside the

_ company to buy-in the company with the support of venture capital.

“Hnvestors”. Tt is highly risky than buy-outs.

T M\ezzamne Finance: It is the last stage in equlty related ﬁnancmg to
ventm'e*{ejects It is finance given to private companies in the final
run up o a.trade sale or a public issue. It is a type of secured credit
provided as Imdge finance with a maturity of less than two years.
Sometimes it'is glven as high-raking equity (preference shares).

It is to be noted that® ‘venture capital is provided at all stages of the”
pro;ect life cycle. The ﬁnanc\aer is there with the entrepreneur at all
wakes of his business. It provides finance when in need; it provides
skill and knowledge if needed and “facilitates easy launching' and
marketing of products. Before investment fhe«.proposals have to be
e T analyzed in detall for its credibility and feasibility. Followmg methods’
: are popularly used in the assessment of VC proposals. T

. w"‘“\u-.
E. Types of Finance Provided by Venture Capitalists: -

Ve.pture capitalists provide funds for feasible ventures only. Feasibility
of - the: prdgects is assessed by’ the financier. Moreover ﬁnanc1ers specialize in
some areas:’of . invéstment. Some. financiers prov:de -finance for seed capital
requirements, some for early expansion schemes a.nd some for exit financing. °
Apart from the above some financiers concentrate on software mdustry, some on
health care and some on-agri-based units. -

_ Whatever be the area of finance, financiers prov1de ﬁnance in any’ of the
- following ways: :

4
5
A

(a) Equity: One of the most bommen_fonns of venture capital financing |

is by way of purchasing equity of thie ventire. Financiers purchase
a-maximum of 49%.of the total equity of the venture. Thus the
ownership and management always rests with entrepreneur. This is the
safest form of financing for entrepreneur as it involves no periodical or -
annual payments

=TT S e —————— ————
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(b) Conditional Loan: It is another form of venture financing. Itis a debt
+ % and the borrower needs to pay financier. It is provided sometimes at no
" interest and sometimes at a nominal interest. This is fixed considering
the project and thé borrower. In addition the borrower is to pay
a royalty to the lender. The royalty is fixed as a percentage of the
turnover. As it is set as a percentage of turnovers, this will not affect
the entreprencur badly. Later on when the venture picks up in business

the rates of interest will be increased and royalty decreased.
(c) Convertible Loans: These are loans but have an option to convert to

*  equity shares if the venture fdils to make interest payments in time.

(d) Income Notes: It is another form of investment. It is a. compromise -

between conventional loans and conditional loans. The assisted firms-
are to pay both interest and royally on sales but at substantially lower
- rate. " ‘ - '

4.2.4 Verious Steps in Venture Fi_nancir;g'

- The requirements of funds vary-with the life cycle stage of the enterprise.

Even before a business plan is prepared the entrepreneur invests his time -

and resources in surveying the market, finding and understanding the target
customers and their needs. At the seed stage the entrepreneur continue to fund

 the venture with his own or family funds. _

At this stage the ﬁmds_are needed to solicit the consultant’s services'in
.formulation of ‘business plans, meeting potential customers and technology
. 'partners Next the funds would be required for development of the product/-
" process and producmg prototypes,: hiring key people and building up the

managerial team. This is followed by funds for assemblmg the manufacturing
and marketmg facilities in that order.

Fmally the funds are needed to expand the business and attain the

- critical mass for profit generation. Venture capitalists cater to the ‘needs of the

entrepreneurs at different stages of their enterprises. Depending upon the stage
they finance, venture capitalists are called angel investors or private equrty
supplier/investor. :

Venture capital was started as early stage financing of relatively small but
rapidly growing companies. However various reasons forced venture capitalists
to be more and more involved in expansion financing to support the development
of existing portfolio companies.

With increasing demand of capital from newer busmess, Venture capitalists

began to operate across a broader spectrum of investment interest. This diversity

of opportunities enabled Venture capitalists to balance their activities in term
of time involvement, risk acceptance and reward potential, while providing on
going assistance to developing business. :

Different venture capital firms have different attributes and aptitudes for
dlfferent types-of Venture capital investments. Hence there are different stages
of entry for dlﬁ'erent Venture capitalists and they can identify and differentiate

S




between types of Venture capital investments, each appropriate for the given Venture Capital.
stage of the investee company, These are:- . - -
1. Early Stage Finance
» Seed Capital
+ Start up Capital -
» Early/First Stage Capital Notes
+ Later/Third Stage Capital
2. Later Stage Finance
T Exﬁans_ion/Development Stage Capital h
* Replacement Finance
* Management Buy Out and Buy ins
* Turnarounds
» Mezzanine/Bridge Finance
| Venture Capital
Amouitof 4 Investment Stages .
money ) ) .
= w » ! .
o B T O et o X170 Stage 0f
. ' ” Startups
Not all business firms pass through each of these stages in a sequential .
~ manner. For instance seed capital is normally not required by service based
ventures. It applies largely to manufacturing or research based activities.
Similarly second round finance does not always follow early stage finance. If
the business grows successfully it is likely to develop sufficient cash to fund its
own growth, so does not require venture capital for growth. -
The table below shows risk perception and time orientation for different
stages of venture capital financing.
Financing Stage | Period (funds | Risk perception " | Activity to be financed
locked in years) -
Early stage 7-10 .| Extreme For supporting a concept or-
finance Seed Lo~ idea or R & D for product .
. : . . development
Start up 50 . Very high Initializing operations or
; ~ ' developing prototypes
- T . Self Assesment Material
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First stage 3-7 High - Start commercial producnon and
' CT marketing -
Seconi stage 35 Sufficiently high | Expand market &. growing -
o ' S working capital need
Later stage finance | 1-3 Medium .| Market expansion, acquisition &
’ | product development for profit

. . making company "
Buyont<in .~ |13 ‘Medium Acquisition financing
Turnaround 3-5 " | Medium to high | Tuming around a sick company
Mezzanine 1-3 ' Low - " | Facilitating public issue

* 1. Seed Capital: It is an idea or concept as opposed-to a busm:tss

~ Edropean Venture capital association defines seed capital as “The finaricing of

the initial product development or capital provided to an entrepl‘en_eur,_to-pmve

_ ‘the feasibility of a project and to qualify for start up cap1

- The characteristics of the seed capital may be enumerated as follows
-+ Absence of ready product market
.+ Absence of complete nianagement team
« Product/ process still in R & D stage
= Initial period / licensing stage of technology transfer
_Broadly speaking seed caplta] investment may take 7 to -10 years to

| achieve realization. It is the earliest and therefore riskiest stage of Venture
- capital investment. The new technology and innovations being attempted have

equal chance of success and failure. Such projects, particularly hi-tech, projects
sink a lot of cash and need a strong financial support for their adaptation,
commencement and eventual -success. However, while the earliest ‘stage of
financing is fraught with risk, it also. prov1des greater potent:al for realizing

_ significant gains in long term.

Typically seed enterprises lack asset base or track record to obtam ﬁnance
from conventional sources and are largely dependent tipon entrepreneur’s
personal resources. Seed -capital is provided after being satisfied that the
entrepreneur has used up his own resources and carried out his idea to a stage -
of acceptance and has initiated research. The asset underlymg the seed capital
is often technology or an idea as opposed to human assets (a good management
team) so often sought by venture capitalists.

Volume of Investment Activity .-

It has been observed that Venture capitalist seldom make seed. capltal
investment and these are relatively small by comparison to other forms of
venture finance. The absence of interest in providing a significant amount of

el
LY

.seed capltal can be attnbuted to the following three factors:

1. Seed capltal pmjects by their very nature require a relatively small
afmount of capltal The success or failure of an individual seed capital
investment will have little impact on the performance of all but the



+

- -

smallest venture c_apiia_list?s portfolio, Larger venture capitalists avoid”

seed capital investments. This is because the small investments are
‘seen to be cost inefficient in terms of time required to analyZe, structure
and manage them.

-~

2., The time’ horizon to realization ‘for most. seed capital investments
is typically 7-10 years which is longer than all but most long-term
onented investors-will desire. :

3. The risk of product and technology obsolescence iricieases as the tlme '

to realization is extended. These types of obsolescence are particularly
likely to occur with high technology mvestments particularly-i in the
fields related to Information Technology.

2. Start up Capltal 1t is the second stage in the venture capltal cycle and
is dlstmguxshable from seed capital investments. An entrepreneur often needs
finance when the business is just starting. The start up stage involves starting a
new business. Here in the entrepreneur has moved closer towards establishment
of a going concern. Heére in the business concept has been fully investigated and
- -the business risk now becomes that of turning the concept into product. -

~ Start up capital is (defined as: “Capital .needed to finance the product
development, initial marketing dnd establiShrent of product facility.”

The characteristics of start-up capital ar_e.

« Establishment of company or business. The company is either being
organized or is, established recently. New business activity could be
based on experts, experience or a spin-off from R & D. '

+ Establishmént of most but not all the members of the-team. The skills

. and’fitness to the job and situation*of the entrepreneur’s team is an
important factor. for start up finance.

* Development of business plan or idea. The business plan should be

fully developed yet the acceptability of the product by the market is |

uncertain. The company has not yet started trading. <
Tnn the. start up preposition veriture capitalists- investment criteria shifts
from idea to people involved in the venture and the market opportunity. Before
committing any finance at this stage, Venture, capitalist however, assesses
the managerial ability and the capacity of the entrepreneur, besides the skills,
suitability and competence of the managerial team are also evaluated. If required
they supply managerial SklllS and supervision for implementation. '

The time horizon for start up capital will be typically 6 or.8 years. Fallure

rate for start up is 2 out of 3.-Start up needs funds by way of both first round *

>

investment and subsequent follow-up investments. The risk tends t be lower
relative to seed capital situation. The risk’is controlled by lnltlally investing a -
' smaller amount of capital in start-ups. - : :

. The decision on additional financing is based upon the successful
performance of the company: -However, the term to realization of a start up

. Venture Capirqf E
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investment remains longer-than the term of finance normally provided by the
majority of financial institutions. Longer time scale for using exit route demands
continued watch on staft up projects. o '

Volume of ln'vestment_Activity: Despite potential for specular returns
most venture firms avoid investing in’ start-ups. One reason for the paucity. of
start up financing may be high discount rate that venture capitalist applies to
venture proposals at this level of risk and maturity. They often prefer to spread
their risk by sharing the financing. Thus syndicates of investor’s often participate
in‘start up finance. )

3. Early Stage Finance: It is also called first stage capital is provided
to entrepreneur who has a proven product, to start commercial production and
marketing, not covering market expansion, de-rlskmg -and acquisition costs.

- At this stage the company passed into early success stage of its life cycle. A

proven managempnt team is put into this stage, a product is established. and an
identifiable market is being targeted.

British Venture Capital Assocmtlon has wv1dly defined early stage finance

as: “Finance prov1ded to companies thathave completed the product deve!opment

stage and require further funds to initiate commercial manufactunng and sales
but may not be generating profits.”

The characteristics of early stage finance may be:
~+ Little or no sales revenue. -

rd

» Cash flow and profit still negative. _

« A small but enthusiastic management team which consists of people
with technical and specialist background and with little experience in
the management of growing business.

» " Short term prospective for dramatic growth in revenue and profits.”

The early stage finance usually takes 4 to 6 yedrs time horizon to realization.
Early stage finance is the earliest in which two of the fundamentals of business
are in place i.c. fully assembled management team and a marketable product. A
company needs this round of finance because of any of the following reasons:

. Project overruns on product development.
.. Initial’ Ioss after start up phase.

The firm needs additional equity funds, which are not avallable from other
sources thus prompting venture capitalist that, have financed the start up stage to
provide further financing. The management risk is shifted from factors internal
to the firm (lack of management, lack of product etc.) to factors external to the
firm (competitive pressures, in sufficient will of financial institutions to provide

: _adequate capital, risk of product obsolescence etc.) ' .

At this stage, capltal needs, both fixed and working capital needs are
greatest. Further, since firms do not have foundation of a trading record, finance
will be difficult to obtain and so Venture capital particularly equity invéstment
without associated debt burden is key to survival of the business.
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The followmg risks are normally associated to firms at this stage:
* -The early stage firms may have drawn the atténtion of and incurred the
challenge of a larger competition. .
» There is a tisk of product obsolescence. This is more so when the firm is
"involved.in high-tech business like computer, information technology
ete. o : : o
4. Second Stage Finance: It is the capital provided for marketing and
meeting the growing working capital needs of an enterprise that has commenced
- the production but does not have positive cash flows sufficient to take care of its
growing needs. Second stage finance, the second trench of Early State Finance

_is also referred to-as follow on finance and can be defined as the provision of |
" capital to the firm which has previously been i in receipt of external. capltal but -

whose financial needs have subsequently exploded. This may be second or even
third injection of capital. i R

" The characteristics of a second stage finance are:

+ A developed product on the market

s A full management team in place

+ Sales revenue being generated from one or more products

« There are losses in the firm or at best there may bea break even but the
surplus generated is insufficient to meet the firm’s needs.

+ . Second round financing typically comes in after start up and early stage
funding and so have shorter time to maturity, generally ranging fmm 3t07
years, This stage of financing has both positive and negative reasons

Negative reasons include: _
-_,l.' Cost overruns in market development.
g 2" Failure of new product to live up to sales forecast.
3 *Need.to re-position products through a new markctmg campalgn

“4. Need to re-define the product in the market place once the product
* deficiency is revealed. .

Posmve reasons include:

1. -Sales appear to be exceeding forecasts and the emcrpnse needs to
acquire assets to gear up for productlon volumes greater than forecasts.

2. High- growth enterprises expand faster than their working capital
permit, thus needing additional finance. Aim is to provide working
capital for initial expansion of an enterprise to meet needs of i mcreasmg
stocks and receivables.

It is additional injection of funds and i is an acceptable part of venture

capital. Often provision for such additional finance can be included in the original
financing package as an option, subject to certain management performance

w:gets.

5. Later Stage Finance: It is called third stage capital is provided to an.

enterprise that has established commercial production and basic marketing set-
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Investment Banking  up, typically for market expansion, acquisition, product development etc. It is -
. and Financial Services provided for market expansion of the enterprise. The enterprises eligible for this _
. * round of finance have following characteristics. _
_ " Established busmess, having already passed the risky- early stage
.. Expandmg hlgh yield, capital growth and good profitability. ' ]
. Reputcd market position and an estabhshed formal orgamzatlon
‘structure. :
“Funds are utilized for further plant expansion, marketing, working capital
- or development of improved products.” Third stage financing is a mix of equity
W . with debt or subordinate debt. As it is half way between equity and debt in,US it
- _ is called “mezzanine” finance. Itis also called last round of finance in run up to
‘ the trade sale or pubhc offer.
Venture capitalists prefer later stage investment vis a vis early stage
" investments, as the rate of failure in later stage financing is low: It is because
firms at this stage have a past performance data, frack record of management,
- established procedures of financial control. The time horizon for realization is
shorter, ranging from 3 to 5 years.

- This helps the venture capitalists to balance their own portfoho of ’
investment as it provides a running yield to venture capitalists. Further the loan
component in third stage ﬁnance provides tax advantage and supenor return to
the investors.

“There are four sub divisions of later. stage finance. )
s 1. Expansion / Development Finance

- 2. Replacement Finance

3. Buyout Financing

- 4. Turnafound Finance

Notes.

v Expansion / Development Finance

An enterprise established in a given market increases its profits.
exponentially by achieving the economies of scale. This expansion can be

* achieved either through an organic ‘growth, that is by expanding production
capacity and setting up proper distribution system or by way-of acquisitions.
Anyhow, expansion needs finance and venture capitalists support both organic

growth as well as acquisitions for expansion.

~ o At this stage the real market feedback is used to analyze competition. It
AT may be found that the entrepreneur nieeds to develop hls managerial team for
~ - handling g:rodth and managing a larger business.

Reahzatxo/o/ horizon' for expansion / development investment is one' to
AN - three years. Itfis favored by veriture capitalist' as it offers higher rewards in -
«| shorter period: with-lower risk. Funds are needed for new,or larger factories
and warehof;ses production capacities, developing improved-ot new products, -
developmgf new markets or entering exports by enterprise with established
business that has already aclueved break even-and has started makmg profits.
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Replacement Finance: It means substltutmg one, shareholder for another, Venture Capital
rather than raising new capital resulting in the. change of ownership’ pattern.
“Venture capitalist purchase shares from the entrepreneurs and their associates -
. enabling them to reduce their shareholding in unlisted companies. They also
buy. o_rdgnary shares from non-promoters and convert th?_m to. preference shares
with fixed dividend coupon. Later, on sale-of the company or its listing on stock
exchange, these are re-converted to ordinary shares. Thus Venture capitalist
makes a capital gain in a period of | to 5 years. '

Notes

Buy-out/Buy’—lﬁ Financing: It is a recent develoi:ment and a new form
of investment by, venture capitalist. The' funds’ prov1ded to the current operating
management to acquire or purchase a significant share hoidmg in the business
they manage are called management buyout Management Buy-in refers to the
funds provided to. enable a manager or a group of managers from outside the
company to buy into- it. It is the most popular form of V}enture capital-amongst
later stage financing.”

Tt is less risky as venture capitalist in invests in SOlld ongoing and more
mature business. The funds are provided for acquiring and revitalizing an existing
product line or division of a major business. MBO (_Management buyout) has low
risk as enterprise to be bought have existed for some tinve besides having positive
cash flow to provide regular returns to the venture capitalist, who structure their
investment by judicious combination of debt and equity. Of late there has beena.
gradual shift away from start up and early finance to wards MBO opportunities.
This shift is because of lower risk than start up investments. ' ) £

" Turnaround Finance: It is rare form later stage ﬁnance which most of the | |
venture capitalist avoid: because of higher degree of nsk When an established
enterprise becomes sick, it needs finance as well as management assistance foe
a major restructuring to revitalize growth of profits. Unquoted company at an .
early stage of development often has higher debt than equity; its cash flows are
slowing down due to lack of managenial skill and mablhty to exploit the market
potential.

The sick companies at the later stages of development do.not normally '
have high debt burden but lack competent staff at various levels. Such enterprises
are compelled to relinquish control to new management. The venture capitalist
has to carry out the recovery process using hands on management in 2 to 5 years.
T@e.risk profile and anticipated rewards are akin to early stage investment.

Bridge Finance: It is the pre-public. offering or pre-merget/acquisition
finance to a company. It is the last round of financing before the planned exit.
Venture capitalist help in building a stable and experienced management team '
that will help the company in its initial public offer. Most of the time bridge -
finance helps improves the valuation of the company. Bridge finance often has
, a realization period of 6 months to.one year and hence the risk involved is low.
The bridge finance is paid back from the proceeds of the public issue.

¥
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4.2.5 Incubation. Financmg
An incubated fund is a fund that is first offered privately in.an incubation
period. Investors in this type of fund are usually employees associated with

_the fund and their family members. Hedge funds also commonly use incubated”

Notes
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funds to test new strategies and oﬂ'enngs
An incubated fund may also-be called a limited distribution fund.
Breaking Down Incubated Fund l

An incubated fund is usually launched with a specxﬁed trial penod ln '
some cases, a fund company may test several funds in an-incubation trial with
the best performing funds advancing. Incubated fund launches are advertised to
a select group of individuals and also typically funded with firm capital. These
funds generally go through two phases, incubation and public offering.

_ Incubation: Incubation is the trial period an investment company uses to
test new funds. During the incubation period, the incubated fund is only offered
to a select group of investors. Investment companies will often test incubated
funds with select investors, such as employees and family members. Hedge funds
also use a similar approach for incubated funds with the offerings available only
to fund employees and family members. :

. In'some cases, a fund may choose to test several strategnes inan mcubatlon

period. If successful, the fund may launch ali-new strategies or they may plan to

launch only the best performing strategy. .

Factors Influencing Incubated Funds: Incubated funds can be a prudent
way to test a particular fund strategy, specxﬁcally if the fund company believes
it may have a high susceptibility to risks. Using an incubation period allows an
investment company to make a small investment in the management and activities
of the fund. An incubated fund will closely monitor the trading mechanisms and
transaction-costs associated with the fund’s activities. Other factors influencing
its potential launch to the public will include vehicle structure, registration

constraints, demand and potential for success in comparison to other funds in
the market or with the fund family. Overall, a small investment made in an
incubated_fund can far outweigh the costs of launching an unsuccessful fund
that requires closing after only a short period of time.

Public Lauach: In addition to testing the operational activities of a fund
in an incubation trial, the test phase also allows companies to privately gauge the

_potential public market support it will receive from distributors, intermediaries

and service providers. These entities are important to the public launch of
registered funds specifically. Distributors partner with the fund to market and
list it with discount brokerages and on financial advisor platforms. Additionally,
most new funds sign waiver and discount agreements that keep the net expenses
lower in the first few years afier the public launch. Once a fund' company
decides to clear a fund for launch, it may also prc_wlde additional capital for the
fund, which is integrated into its waivers and discount agreements, helping to
potentially keep expenses comparatively.lower than other fimd competitors:




T w e . — —_— rep——

Disclosures: A ﬁinél company is generally not required to disclose - Venture Capital
incubation trials in its registration documents. In some cases;, however, fund . '
- companies may utilize performance obtained if an ircubation trial as hypothetlcal

returns. Critics sometimes find this practice misleading since incubation trial
performance may not always fully represent the returns and expenses incurred
.in the public market. Investors should always be cautious of hypothetical returns
~ and ensure that they fully understand the assumptions associated with them. Notes

4.3 SUMMARY

* Venture capxtal (VC)isaform of private equity and a type of ﬁnancmg that
investors provide to startup companies and small businesses that are belleved to -
“have long-term growth potential. Venture capital generally comes from well-off '
" investors, investment banks, and any other financial institutions. : R -
Venture capital (VC) is'a form of private equity financinig that-is provided

by venture capital firms or funds ‘to startups, early-stage, and emerging

companies that have been deemed to have high growthi potential or which have
‘demonstrated high growth (in terms of number of employees, annual revenue, -
scale of operations, etc). . : . .\

Venture capital firms or ﬁmds invest in these early-stage compamcs in

' -exchange for equity, or an ownership stake. Venture capitalists také on the risk-

of financing risky start-ups in the hoPes that some of the firms they support will

become successful. Because startups face high uncertainty, VC investments have

 high rates of failure. The start-ups are usually based on an innovative technology

or business model and they are usually from high technology industries, such as

information technology (IT), clean technology or biotechnology. ‘

- The typical ventire capital investment occurs after an initial “seed | \

funding” round. The first round of institutional venture capital to fund growth )

is called the Series A round. Venture capitalists provide this financing in the

| interest of generating a return through an eventual «exit» event, such as the

company sellmg shares to the public for the first time in an initial public offering

(IPO), or disposal of shares happening via a merger, via a sale to another entity

such as a financial buyer in the private equity secondary market or via a sale to
a tradmg company suchas a competltor

BN

" 4.4 EXERCISE D R

What is a Venture Capltal in India?

Discuss the Origin of Venture Capltal"

What do Venture Capital to Invest in?

What are the steps in Venture Capital ﬁnancmg" .
Do startup mcubators take equity? -

IR A
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TUNIT 5: CREDIT RATINGS

Structure: _ ’ .
5.0 Objectives '
‘ 5.1 Introduction
5.2 Credit Ratings _
' 5.2.1 Types of Credit Rating .
g 5.2.2 Advantage and Disadvantage of Credit Ratihg
© . 523 Credit Rating Agencies and Their Methology
5.2.4 International Credit Rat'ing.'Pr'actices
5.3 Securitization
5.3.1 Concept of Securitization
5.3.2 Securitization as A Funding Mechanism
5.3.3 Securitization in India
5.4 Summary : -
5.5 Exercise

5.0 OBJECTIVES

After readmg this Unit. you will be able to:
* define the credit ratings,
. explam the advantage and dlsadvantage of credit ratmg,

%

» diScuss the international credit rating practices,

* analysis the securitization,

» understand the securitization as a fuhding mechanism, * .
+ discuss the securitization in india. " '

5.1 INTRODUCTION _ '

With the increasing markef orientation of the Indian economy, investors-
value a- systematic assessment of two types of risks, namely “business risk”

" arising out of the * open eco_nomy > and linkagés between money, capital and
- foreign exchange markets and “payments risk”. With a viéw to protect small

investors, who are the main target for unlisted corporate debt in the form of
fixed deposits with companies, credit rating has been made mandatpry. India
was perhaps the first amongst developing countries to set'up a credit rating
agency in 1988. '

; The function of credit rating was mstltutlonahsed when RBI made it
mandatory for the issue of Comercial Paper (CP) and subsequently by SEBI.
when it made credit rating compulsory for certain categories of debentures
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.. and débt instruments. In June 1994, RBI made it- mandatory for Non-Bankmg Credit Ratings
- Financial Companies (NBFCs) to be rated. Credit rating is opt:onal for Pubtic
Sector Undertakmgs (PSUs) bonds -and pnvateiy placed non-convel 11ble

debentures upto Rs. 50 million. Fixed deposits of mnufacnmng cormpanies also

come under the purvrew of optlonal credit rating. P ) }

5.2 CREDIT RATINGS - o © Notes.,

-:. {

‘,.4—"

‘agency on the relative ablhty and wxllmgness of tlle 1ssuer ofa debt instrument
. to meet the debt service obhgatlons as-and when they arise. Rating is usually
- expressed in alphabetical or: alphanumerlc symbols,: Symbols are_simple and
easily understood- tool whlch‘help the investor to differentiate between debt
instruments on the basis of their underlying credit quality. Rating companies
also publish explanatlons for thelr symbols used as well as.the rationale-for the
ratings ass1gned by them, to facrlltate deeper understanding. ‘In other words,
the rating is an opinion on the future .ability and legal obligation of the issuer
0 make timely payments of prmcrpal and interest on- a.spemﬁc fixed income .
secunty : : - . -
" The rating measures the probablllty that the issuer will default on the
security over its life, which depending on the instrument may be a matter of -
days.to thirty years or more. In fact, the credit rating is a symbolic indicator
of the current opinion-of the relative capab:hty of the issuer to-service its debt
-obligation in a timely fashlon, with specific reference to the instrument being”
 rated. It can also be defined as an expression, through use of symbols, of the’
oplmon about credlt quahty of the issuer of security/instrument.

Importance of Credit Rating: Credit ratmgs establish a link between
risk and return. They thus provide a yardstick against which to measure the risk -
inherent in any mstrument An investor uses the ratings to assess the risk level

. and compares the offered rate of return with his expected rate of return (for the _
particular level of risk) to optimise his risk-return. trade-off. The risk perception
of a common investor, in the absence of a credit ratmg system largely depends
on his familiarity with the names of the promoters or the collaborators.. -

It is not feasible for the corporate issuer of a debt instrument to offer every
prospective investor the opportumty to undertake a detailed risk evaluation, It

- is.very uncommeon for different classes of investors to,arrive at some uniform
conclusion as to the relatlve quality of the instrument. Moreover they do not
possess the reqmsne skllls of credit-evaluation. Thus, the need for credit ratmg oo
in today’s world cannot be ovet emphasxsed It is of great assnstance to the o )
investors in makmg investment decisions. It also helps the issuers of the debt . - _ LT
mstrumeuts to price their issues correctly and to reach out to new mvestors |
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Regulators like Rese;\ie'Bank_of India (RBI) and Securities and Exchange -

Board of India (SEBI) use credit rating to deterrnine eligibility criteria for some
instruments. For example, the RBI has stipulated a minimum credit rating by
an approved agency for issue of commercial paper. In general, credit rating is
expected to improve quality consciousness in the market and establish over a
period-of time, a more meaningful relationship between the quality of.debt and
the yield from it. Credit Rating is also a valuable input in establishing business
relationships of various types. However, credit rating by a rating agency is not
a recommendation to purchase or sale of a security. Investors usually follow
security ratings while making investments. -

Ratings are considered to be an objective evaluation of the probability that
a borrower will default on a given security issue, by the investors. Whenever
a security issuer makes late payment, a default occurs In case of bonds, non-
payment of either principal or interest or both may cause liquidation of a
company. In most of the cases, holders of bonds issued by a bankrupt company

receive only a portion of the amount invested by them. Thus, credit rating is a '

professional opinion given after studying all available information at a particular

“point of time.

Such opinions may prove wrong in the context of subsequent events.
Further, there is no private contract between an investor and.a rating agency and
the investor is free to accept or-reject the opinion-of the agency. Thus, a rating

* agency cannot be held responsible for any losses suffered by the investor taking *

investment decision on the basis of its rating. Thus, credit rating is an investor
service and a rating agcncy-is expected to maintain the highest possible level of
analytical competence and integrity.

In the long run, the credibility of rating agency has to be built, brick by
brick, on the quality of its sérvices provnded continuous research undertaken
and consistent efforts made. The increasing lévels of default resulting from easy
availability of finance, has led to the growing importance of the credit-rating.
The other factors are:

i. The growth of mformatlon technology
ii. Globalisation of financial markets.
iii. Increasing role of capital and money markets.
iv, Lack of government safety measures.
v. The trend towards privatisation.
-vi. Securitisation of debt. |

-




5.2.1 Types of Credi¢ Rating I | Credit Ratings .
1. Credit Rating Categories and Details ' ' ' '

Credit Rating Categories
Corporations, etc. Credmvorthmess of corporatlons or snmllar entltles
' as given below, and creditworthiness ‘of financial
instruments such as securities (excluding “asset
securitization products and other structured financial
_ . |instruments) that are issued by the relevant corporat:ons
- : or similar entities: :
(i) (Industrial) Corporations, etc..
(it) Financial Institutions, etc. (mcludlng insurance
cornpames) _— _ -
(iii) Public Sector Entities
(iv) Medical Institutions, Educational Institutions,
etc. - ' o _
(v) Sovereign and Overseas Public Sector Entities, | | '
. etc. . ’
Structured Finance | Creditworthiness of thoseas given below:
Products, etc. (i) Asset Securitization Products _
' ‘ (ii) Other Structured Finance Products as given
below

- Notes

« Securities issied by investment cornpanies
or the relevant companies, or loans to the |.

. relevant companies N
'« ABCP:program (limited to types with the
bank’s full support) '

* Repackaged products (limited to single-
credit financial products with the credit
" situation of their underlying assets being
- deemed effectively the same as the credit |,
 sttuation of the relevant financial products)
* Securities issued by companies associated
with project finance or: the relevant
companies, or loans to the relevant|.
companies '
* Securities issued by companies associated |
* with shipping finané€ or the relevant
companies, or loans to the relevant
companies '
- . « Other products similar to the above

2 Types of Credit- Ratings and Definitions of Ratmg Symbols for
Corporations, etc
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(1) Definition of Default “Default” means’ a state in which principal.
and Fmanc:af Services and/or interest payments of financial obligations cannot be ‘made as initially
agreed. This includes the state where JCR judges it is 1mp0551b1e that. pnncnpal
and interest payments of the financial obligations can be made as'agreed due
to ﬁlmg -of a petition for legal proceedings such-as Bankruptcy, Corporate

" Reorganization, Civil Rehabilitation, or Special Liquidation proceedings.

L

(2) Long-term Issuer Rating Scale

BB

cce
cc

LD

D

The highest level of certainty of an. obligor to honor its financial
obligations

A very high level of certainty to honor the financial obligations

A high tevel of certainty to honor.the, financial obligations -

An adequate level of certainty to honor the financial obligations.
However, this certainty is more likely to diminish in the future than
with the higher rating categones

Although the level of certamty ‘to honor the financial obligations is |
not currently considered problematlc this certainty may not persist | -
in.the future. %oy :
A low level of .certainty to honor the ﬁnancnal obligations, glvmg

-cause for concern

N
There are factors of uncertainty thatithe ﬁnancnal obllgatlons will-be
honored, and there is a possibility of default.

Ahigh default risk
A very high default risk ~ A

JCR judges that whilé an obligor does-not honor part of the agreed
to financial obligations, but it honors all its other agreed to ﬁnanc1a1
obligations. \

‘JCR judges that all the financial obllgatlons are, in effect, in default.

Aplus{+) or minus (-) sign may be affixed to the\[;atmg symbols from AA-
to B to indicate relative standmg within each of those rati{lg scales. '

(8) ‘A Long-term Issuer Rating Scale enables comparison of the overalt

capacity of an obligor (1ssuer) to honor its entire ﬁnanc1al_ obllgatlons ‘
with such overall capacity of others. \-\

(b) The same Deﬁmtlons of Rating Symbols and Scales shall be applied

to the Ability to Pay Insurance Claims Rating.

k3

(3) Long-term Issue Rating Scale

AAA

.AA
A
BBB

The highiest level of certainty of an obllgor to honor its financial
obligations

A very high level of ccrtamty to honor the financial obligations.
A high level of certainty to honor the financial obligations

An adequate level of certainty to honor the financial obligations.
However, this certainty is more likely to diminish in the future than
with the higher rating categories. :




1

BB Although the level of certainty to honor the financial obligations is Credit Ratings-
not currently considered problematlc th:s cer:amty may, not persnst T
~ in the future. -
B A low level of certamty to honor the’ ﬁnancml obhgatlons giving [
.~ cause for concern - C -

CCC There are factors of uncertainty that the financial obhgat:ons w1ll be

- -honored, and there is a possxblllty of default.
CC A high default risk - . : -
C ' A very high default risk - ~ - .
. D_JCR judges that the obligation is in n default. :
A plus (+) or minus (-} sign may be affixed to the rating symbols from AA
- to B to indicate relative standmg within each of those rating scales. |
(a) A Long-term Issue Rating Scale enables-comparison of certamty that - .
the obligations of more than a year will be honored. :
(b). Inlightof attemptmg to call investors’ attention to this matter JCR may . .
make notch differences between a Long-term Issue Rating and Long- : 7
term Issuer Rating when it considers there is a difference in terms of
probabiltiy of recovery between the two as a result of assessing the
. degree of certainty that the obligation will be honored as agréed.

() A Lofigterm Issue Rating includes an issuer’s specific obligations
"it owes such.as bonds and issue programs (e g., medium-term note
program).

(d) Thesame Deﬁmtnons of Rating Symbols and Scales shall be apphed to
" ratings for hybrid securitiéssuch as preferred stock. .

(4) Short-term Issuer Rating Scale - ' o,

- J-1 The highest level of certainty of an obllgor to honor its short~tcrm ‘
financial obligations. Within this rating category, obligations for
which the  certainty is patticularly high are: 1nd1cated by the symbol

R £
+J-2 Ahigh level of certainty to honor the short-term ﬁnanc1al obhganons
. but slightly less than J-1 "

J3 An adequate level of certainty of-an obligor to honor its short-| _ )
term_financial obligations, but susceptible to adverse changes in} | - &
circumstances : :

NJ The certamty of an obllgor to honor its- short-term financial

. obligations is less than in the upper-ranking categories.

LD JCR judges that while an obligor does not honor part of the agreed

" to financial obhganons, but 1t honors all its other agreed to financial
obligations.

D JCR:judges that all the financial obhgatlons are; in effect, in defauit.

Notes

™

(@) -An Issuer Ratmg Scale enables comparison. of ‘the overall capacity
of an obligor (issuer) to honor its eqtire financial obligations with ‘
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such overall capaclty of others. A Short-term Issuer Rating reﬂects an
'- 1ssuer ’s overall capactity to honor its entire financial obhgtlons within
ayear. - : T
~ (3) Short-term Issue Rating Scale '

J-1 Thé highest level of certainty of an obligor to honor its short-tcrm
financial obligations. Wlthm this rating category, obligations for |-
which the certainty is partncularly highare mdlcated by the symbol
J-1+, .

J-2  Ahigh level of certainty to honor the short-term ﬁnanclal obllgatlons,

~ but slightly less than J-1.

J-3. An adequate level of certainty of an obligor to honor its short- |
term financial obhgatlons, but suseeptible to adverse changes in
circumstances :

‘NJ The certainty of an obligor .to honor its short—term' ﬁnancial
_obligations is less ‘than i in the upper-ranking categories. :

D JCR judges that the obligation is in default.

() A'Short-term Issue Rating Scale enables com-parisonhof degrees of

certainty that the obligations of within a year will be honored.

(b) A Short-term Issue Rating includes an issuer’s specific obligations .

it owes such as commercial paper programs (including electionic

commercial paper). _

- 3. Types of Credit Ratings and Deﬁmtlons of Rating Symbols for
Structured Finance Products, etc.

All the dforementioned- “Types of Credit Ratmgs and Deﬁmtlons of Rating
+ Symbols shalt beapplied to ratings for Structured Finance Products, etc. For
ratings on Investment Corporations, etc., both Issuer Ratmg and Issue Rating
shall be applied. : /

4, Preliminary Rating A prehmmary rating is a credlt rating ass;gned as..
a preliminary evaluation while material terms for issue to be rated are not yet
finalized. When the issuing terms-are finalized, JCR wﬂl confirm them and will
assign a credit rating anew. o

Fa

The credit rating determined in this way is sometimes called a final rating.
The ratifig level of the final rating may be different from that of the pmlunmary
rating, depending on the final content of the terms, etc.

S. Unsolicited Credit Ratmg (“p Rating): An unsolicited credit rating.
i$ a credit rating assigned without solicitation by an obligor (issuer). JCR will

.assign an unsolicited credit rating: with the consent of an issuer and; when _

dSSlgned JCR: shall pubhcnze the unsolicited credit rating without delay.

In.this case, JCR shall, make it clear by aﬂixmg “p” to the rating symbol
that the relevant credit rating is assigned without:the sohcltatlon by the issuer.
Even for an unsolicited credit rating, JCR will assign the credit rating based on

“the same credit rating process, information and methodologies as those for a

solicited credit rating, in principle.

i




_ Even in cases where it is impossible to conduct an interview with the ‘Credit Ratings
~issuer or where only partial undisclosed information will be available or none of
such information will be obtainable, JCR may assign an unsolicited credit rating
when JCR can ensure the quality of the information used for the unsolicited
credit rating. For a credit rating for a sovereign, in some cases, JCR may assign
a rating without the consent of the applicable nation. Further, JCR will publicize _
.a sovereign credit rating without affixing “p” to the rating symbol éven if it is | Notes
‘an unsolicited sovereign credit.rating, however, JCR 'shall indicate in its press
release that the relevant credit rating is the unsolicited credit rating.

6. Rating Outlook: A Rating Outlook is JCR’s opinion regarding the
likely direction of an issuer rating or aa ability to pay insurance claims rating in
one or two years after determination of the rating. A Rating Outlook falls into the
following five categories: Positive, Stable, Negative, Developing; or Multiple.

Positive means that a rating may be raised, while Negative means it may
be lowered. Stable means that & rating is not likely to change in the foreseeable
future. In a few instances, Developing or Multiple Qutlook is assigned.

' Dcvelop_mg means that a credit rating may be upgraded or downgraded. Multiple
means that an issuer. has mulnple outlooks for its ratings when it is highly likely
that-a credit rating on mdmdual bonds, bank loans, an issuer rating, etc. will be
revised with different dlrections of rating.

Even in cases where a rating outlook is Positive, Negative, Developmg, or
Multiple for a credit rating, it does not mean that the credit rating will necessarily.
be changed and, in the same way, even in cases where a rating outlook is Stable,
the credit rating may be changed. without changing the outlook in advance. .

7. Credit Monitor: While there is a likelihood of a-change in the credit
rating, because a serious event occurs.or is likely to occur such as a serious
accident, proposed merger, lawsuit, gdministrativ'é action, substantial change in

business performance or capital enhancement, and when JCR deems it necessary
1o obtairi additional information®or make an additional analysis with respect to
the event for determination of the credit rating, JCR will at any time place the
credxt rating under Credit Monitor, initiate a review procedure for the rating aud
will make an public announcement to that effect. .

A credit rating under Credit Monitor is identified by preﬁ_xihg “4#” to the
rating symbol until its removal. JCR designates directions to the Credit Monitor
_ placed on all credit ratings, which indicates its opinion regarding the likely -

direction of the rating.

A direction falls under three categories: Posigiv;, Negative, or Developing. -
'Positive means that 2 rating may be upgraded, while Negative means it may be | -
downgraded. Developing means that a rating may be upgraded or downgraded.
Credit Monitor will be removed usuaily when JCR obtains the necessary
information and completes the analysis about the event. The time to be spent
before removing Credit Monitor is usually relatlvely short. However, in cases <
where JCR deems it ifnportant to confirm that certain conditions must be satisfied

-
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such as the case of approval for a merger by sharcholders or the regulatory
authority, then thé time to the removal of Credit Monitor may become prolonged’
A credit rating under Credit Monitor does not mean that the credit rating will
necessarily be changed in the future. In the same way, a: credit rating may be
changed without being placed under Credit Monitor in advance.

8. Suspension and Withdrawal of Credit Rating: JER may suspend a
credit rating if JCR deems that it is temporarily difficult or impossible to review
the credit rating when'a significant change occurs to the Ob]eCthC circumstances
such as a situation where it becomes difficuit or impossible to obtain the
necessary information to review the credit rating.

- Suspension is a temporary measure, and if the event that caused Suspension
is unlikely to be resolved, the credit rating will be withdrawn. A credit rating
will be withdrawn if JCR deems that it-will be impossible'to"conduct a rating
‘review into the future, because a significant change occurs. to the objective
circumstances such as lack of obllgor (issuer) cooperation for provision of
information.

A credit rating may also be w1thdrawn if. JCR deems that it is no longer
necessary to sustain the credit rating due to bankruptcy procedures involving
the issuer or other circumstances, or in the event that the need arises in order to
comply with laws and ordinances,or in the event that unavoidable circumstances
occur in order to conduct business. A credit rating will be withdrawn when JCR
receives a request from the person who SOllClted the rating to w;thdraw the
ratmg and accepts the request.

When any securities or money market instruments to bé rated extinct due
to reasons such as redemption at maturity, early redemption, withdrawal of shelf
registration, or change from preliminary rating to final rating, such ratings shall
cease to exist without the need to be withdrawn.

Credit Rating Agencies in India '

Credit Rating Agencies (CRA) assess “creditworthiness. of organlsatlon
_ and different entities. In simple words, these agencies analyse a debtor’s ability
to repay the debt and also rate their credit risk.

All the credit rating agencies in India are regulated by SEBI (Credit Rating
Agencies) Regulations, 1999 of the Securitiés and Exchange Board of India
Act, 1992. There are a total of six credit agencies in India viz, CRISIL, CARE,
ICRA, SMREA, Brickwork Rating, and India Rating and Research Pvt. Ltd

How Credit Rating Agencies Work

Credit rating agencies assign’ ratmgs to an orgamzatlon or an entity.
The entities that are rated by credit rating agencies comprise companies, state
govemments non-proﬁt organijsations, countries, securities, special purpose
entities, and local governmental bodies. ‘Credit rating agencies take into
consideration several factors like the financial statements, level and type of
-debt, lending and borrowing history, ability to repay the debt, and the past debts
of the ‘entity before rating their credit. Once a credit rating agency rates the

R
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entities, it prgvides additional inputs to the investor following which the investor - Credit Ratings
analyses and takes a sound investment decision. Poor credit rating indicates that
the entity is at a high risk of defaulting. The credit ratings that are given to the
entities serve as a benchmark for financial market regulations. Credit ratings are
published by agencies like Moody’s Investors Service and Standard and-Poor’s
(S&P) based on detailed analysis.

Some of the Top Credit Rating Agencies in India are: ’ i Notes

1. Credit Rating Information Services of India Limited (CRISIL):
CRISIL is one of the oldest credit rating agencies in India. It'was launched
in the country in 1987 foliowing which the company went public in 1993.
Headquartered in Mumbai, CRISIL ventured into infrastructure rating in 2016
and completed 30 years in 2017.

. CRISIL acquired 8.9% stake in CARE credit rating agency in 2017. It
launched India’s first index to benchmark performance of investments of foreign
portfolio investors (FPI) in the fixed-income market, in the rupee as well as
dollar version in 2018. The company’s portfolio includes, mutual funds ranking,
-Unit Lmked Insurance Plans (ULIP) rankings, CRISIL coalition index and so
on.

=

2. ICRA Limited: ICRA Limited is a public limited company that was
set up in 1991 in Gurugram. The company was formerly known as Investment
Information and Credit Rating Agency of India Limited. Before going public
‘in April 2007, ICRA was a joint venture between Moody’s and several Indian
financial and banking service organisations.

The ICRA Group currently has four subsidiaries - Consulting and -
Analytics, Data Services and KPO, ICRA Lanka and ICRA Nepal. At present, )
Moody’s Investors Service, the international Credit Rating Agency, is ICRA’s
largest shareholder. ICRA’s product portfolio includes rating for - corporate
debt, financial rating, Structured finance, infrastructure, insurance, mutual funds,
project and public finance, SME, market linked debentures and so on.

3. Credit Analysis and Research limited (CARE): Launched in 1993,
CARE offers credit rating services to areas such as corporate governance, debt
ratings; financial sector, bank lean ratings, issuer ratings, recovery ratings, and
infrastructure ratings. Headquartered'in Mumbai, CARE offers two different
categories of bank loan ratings, long-term and short-term debt instruments.

The company also offers ratings for Initial Public Offerings (IPOs), real
estate, renewable energy service companies (RESCO), financial assessment
of shipyards, Energy service companies (ESCO) grades various courses of
educational institutions.

CARE Ratings has alse ventured into valuation services and offers
valuation of equity, debt instruments, and market linked debentures. Moreover,
the company has launched -a new international credit rating agency ‘ARC
Ratings’ by teaming up with four pariners from South Africa Brazil, Porrugal
and Malaysia. . S

1
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ARC Ratmgs has commenced operat:ons and completed soverelgn ratmgs
of colntries, mcludmg lndla )
4, Brickwork. Ratings (BWR): Brickwork Rating was establlshed mn”

2007 and-is promoted by Canara Bank. It offers ratings for bank loans, SMEs,

corporate governance rating, municipal corporation, capital market instrument,
and ﬁnancnal institutions.

1t also grades NGOs tourism, IPQOs, real estate mvesiments ‘hospitals,
IREDA, educational institutions,' MFI, and MNRE: Brickwork Ratings is.

. recognised as extemal credit assessment agency (ECAI) by Reserve Bank of

India (RBI) to carry out credit ratings in India:

5, India Rating and Research Pvt: Ltd.: India Ratings isa wholly-owned
subsidiary 'of the Fitck Group. It offers credit ratings for-insurance companies,
banks, corporate issuers, project”finance, financial ‘institutions, finance and
leasing companies, managed funds, and urban local bodies. In addition to SEBI,
the company is recognised by the Reserve Bank of India and National Housing -
Bank. |

6. Small and Medium Enterpnses Rating Agency of India (SMERA)

_ Established in 2005, SMERA is a joint initiative of SIDBI, Dun & Bradstreet

India and leading banks i in India. SMERA has joined hands with prominent
institutions such as IIT Madras, The Bangladesh Rating Agency-Limited,

_CAFRAL, CoinTribe, and SIES. Apart from its shareholder banks, SMERA has
- also entered into MoUs with over 30 Banks, Finarcial Institutions-and Trade

Associations of the country. 5

5.2.2 Advantage aid Disadvantage of Credit Rating
Advantages of Credit Rating

Different beneﬁts accrue from use of rated 1nstmments to different class ‘
of investors or the company. These are explained as under: -

_ A, Benefits to Investors ;

1. Safety-of investments. Credit.rating gives an idea in advance to the
investors about the degree of financial strength of the issuer company.
Based on rating hé decides about the investment. Highly rated issues
gives an assurance to the investors of safety of Investments and
minimizes his risk.

2. Recognition of risk and retirns. Credit ratmg symbols mdzcatc both
the returns expected and the risk attached to a-particular issue. It-
becomes easier for the investor to understand the worth of the issuer’
company just by looking at the symbol because the issue is backed by
the financtal strength of the company.

3.. Freedom of investment decisions. Investors’need. not seek advise
from the stock brokers, mérchant bankers or the portfolio managers
before making investments. Investors today are free and independent
"to take investment decisions themselves. They base their decisions on

-
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rating symbols attached to a particular security. Each rating symbol
assigned-to a particular investment' suggests the credjtworthmess of

'the investment and indicates tpe degree of risk involved in: it, X
Widerchoice of investmerits.-As it is mandatory to rate debt obligatlons'

for.every issuer company, at any particular time, wide range of tredit

rated msttwnents are. availablé- for. makmg investment. Depending

upon his own ablllty to bear risk, the investor.can make choice of the
securities in whlch mvestment is to be made..

Dependable Cl'Cdlblllty of issuér. _Absence of any link between the rater

- ,and rated firm énsures dependable credlblhty of issuer.and attracts
investors. As rating agency has no vested interest in issue to be rated,:
and has no business connections or links with the Board of Directors.

In- other words, it operates independent of the issuer company, the
rating. glvcn by it is always accepted by the investors.

Easy understandmg of investmient proposals. Investors require
no analytical knowledge on their part. about the issuer.company.
Depending upon rating symbols assigned by the rating agencies they

can proceed with decisions to make investment in any particular rated

security.of a company

Relief from botheration to know company. Credit agenmes relieve

investors from botheration of k:nowmg the details of the company,
its history, nature of business,. financial posmon liquidity “ and

profitability position, composition of management staff and Board of

Directors etc. Credit rating by professional and specnahsedx analysts
reposes confiderice in'ifvestors to. rely upon the credlt ’symbols for

taking investment decisions. :
Advantages of continuous monitoring. Credit rating agencies not only _|.

assign rating symbols but also continuously monitor them. The Rating
agency downgrades or upgrades the rating symbols following the
decline or improvement in the financial position respectively.

B. Benefits of Rating to the Company “~

A company who has got its credit mstrument or security rated is beneﬁted
in the following ways. -

L.

Easy to raise resources. A company with higth rated instrument finds
it easy to raise résources from the public. Even though investors in
different sections of the society understand the degree of risk and
uncertamty atiached to a particular security but they still get attracted
. towards the highly rated instruments.

2. Reduced cost of borrowmg Investors always like to make investments g

in Such instrument, which ensure saféty. and easy liquidity rather than *

hlgh rate of return. A company can reduce the cost of borrowings by
[quoting lesser interést on those fixed deposits or debentures or bonds,

: whlch are highly rated.
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3. Rediced costof publicissues. A company with highly rated instruments
has to make least effort§ ifi raising funds through public. It can rediice
its expenditure on press and pubhclty Rating facilitates best pricing
and timing of issues.

4. Rating builds up image. Companies wnth highly rated instrument
enjoy better goodwill and corporate image in the eyes’ of customers,
shareholders, investors'and creditors. Customers feel confident of the
quality of goods manufactured, shareholders are sure of high returns,
investors feel secured of their investments and creditors are assured of

‘timely payments of i interest and principal:

5. Rating facilitates gmwth Rating motivates the promoters to undertake

-~  expansion of their operations or diversify their production activities

thus leading to the growth of the company in future. Moreover highly

rated companies find it easy to raise funds from public through new

issues or through crecht from banks and FIS to finance their expansion
actxvmes

.6. Recognition tounknown companies. Credit rating provides recogmtlon

~to relatively unknown companies going for public issues through wide

investor-base. While entering into market, investors rely more on the
ratmg gradcs than on ‘name recognition’. -

.C: Benefits to Intermediaries

Stock brokers have to make less efforts in persuading their clients to select
an investment proposal of making investment in highly rated instruments. Thus -

rating enables brokers and other financial intermediaries-to save nmc energy
costs and manpower in convincing their clients.

- Advantages of Credit
Ratings

1l

Credit Rating can be simply defined as a data backed up opinion of

_ ‘rating agency which reflects the ability and willingness of the manager of debt

instruments to-fulfill its debt obligation when required. In simple terms, credit
ratings rank the issuer and debt instruments on the basis of their ability to fulfill
‘the debt obligation. Credit Ratings are usually expressed in alphabenc and
alphanmnerlc symbols. ,

Credit Ratmgs help to differentiate and. rank various debt. mstruments and
their issuer on the ‘basis of their” underlying credit’ quahty .Credit Ratings are
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.very\useﬁll'i_n understanding the quality of instruments or ability of the company Credit Ratings
and assist in informed investment decisions. Investors usually use credit ratings
- to optimise their risk-réturn trade-off. . ~

. Credit ‘Ratings are important for both the parties; investors and issuer
companies. Investors can make informed decisions with the help of credit
rating and the issuer.company can also take advantage of credit ratings of its

instruments. Some of the advantages of credit raﬁhgs are discussed as below. Noges
Following are the advantages of credit r‘;lting:
1. Helps it Investment Decision )
2. Freedom of Investment Decisions
3. Assurance of safety )
4. Choice of Instruments _ .
5. - Deptzndency on Rat_ling |
6. Continuous Monitoring ; 3
7. Easy to Raise Fund ’ _—
8. Good Cotporate Image L ' }
9. Lower the Cost of Public Issue ) L P N
10. Easy and Lowers Cost of Barrowing -
I1. Help? N on-popular Companies -

12, Ratmg Facilitates Growth b
Benefits to the Investor . ) T8
Followng are the benefits of credit rating to the investor: : . .
+ Hélpsi in Investment Decision - 7 =
* Freedom of Investment Decisions: v
+ Assurance of safety ’ . s

» Choice of Instruments

*+ Dependency on Rating

» Continuous Monitoring

Helps in Investment Decision: Credit rating gives an idea of the
creditworthiness of the issuing company and the risk associated with a particular |{.
security. Depending upon the credit rating investor can decide whetheér to invest
in such company or not. .

Freedom of Investment Decisions: For common peopleitis very difficult
to take investment decisions. Before taking investment decisions they seek
advice from the stock brokers, merchant bankers or-portfolio managers. C}'Cdlt
rating service makes the task easy by attaching rating symbols to a particular
security. )

Rating symbol assigned to a particular instrument suggests the | -
creditworthiness of the instrument and indicates the degree’of risk involved in it. -
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Assurance of safety A high ratmg assures the investor about the safety
of the instrument. Compani¢s having hngh ratmgs of their mstruments mamtam,
healthy ﬁnanclal dlsc1plme T N M A tl .

Choice of Instriments By rating the secuntles, credlt rating agencles
enables an investor to select-a particular 1nstrument from many altcrnatlves

avallable

Dependency on Rating: The ratmgs assigned to the" mstrtunents are
authentic and reliable. The: rating firms are ihdependent of issuing company

- and have no business connection-with. Hence, they give a fair rating to the

instruments. This brmgs conﬁdence among the investors,

Conunuous Monitoring: Credit rating agencies not only assign rating
symbols but also continuously monitor.them. The- ‘Rating agency downgrades

or upgrades the rating symbols depending upon performance and position of the -

company.
Followmg are thé benefits of credlt rating to the company

Easy to Raise Fund:.It become very ‘easy for a company to taise fund
from the market if the instruments issued by the company are highly rated. ‘A~

- high rating’ gives conﬁdence to. the investors. Many investors always like to,

make investments in such instrument, which ensure safety and easy liquidity

: rat.her than high rate of return. - .o

Good 'Corporate Image ngh credit ratmg of securities helps in
1mprovmg the corporate image of a’ company. A high credit rating increases the
level of confidence among the i mvcstors Thls helps in creating a good corporate
image of the company.

' Lower the Cost of Public Issue: A company with highly rated instruments
has to make least efforts in raising ﬁmds through public issue.. A good credit
rating gives good -publicity to the company Compames with highly rated
instruments enjoy bettcr goodwill and corporate 1mage in the eyes of customers

-shareholders, investors and credltors
Investors feel secured of their mvestments and cred!tors are assured of _

timely payments of interest and principal.

Easy and Lowers Cost of Borrowing: A company with highly rated debt
instruments has to make least efforts in raising funds from the market. A high
rating indicates low nsk ngh rated instrument will enable the company to offer
low rate of interest. The investors will accept low interest because of low nisk

-mvolvement

High credit ratmg gives the company wider spectators for borrowing. Tt
can easily approach ﬁnancnal instititions, banks, investing companies, public
-etc. for. borrowmgs :

N
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. Help N;n-popu!ar Companfes: Good credit rating giVes-eXposur_e—to the -Credit Ratings
. - company. If the instruments-issued by a-company get publicity, the company '
with low publicity gets popularity. It will now become easy for the company to
* raise fund from the market.
Rating Facilitates Growth: Rating motivates the management . of ‘the
company to undertake expansion of their operations or diversify, their production .t Notes
_activities, thus leading to the growth of the company in future . .

Disadvantages of Credit Rating .
Credit rating suffers from the following limitations

- Non-disclosure of s1gruﬁcant information. Firm being rated may not T
provtde significant or matenal information, which is- likely to affect
‘the investor’s decision’as to investment, to-the investigation team of |

_ the credit-rating company. Thus any decisions taken in the absence of
such significant i‘rifonnation may put investors at a loss.

2. Static study. Rating is a static study of present and past historic data
of the company at one partlcular pomt -of time. Number of factors
'mcludmg economic, political, environment, and govemment policies
have direct bearing on the working-of a-company. Any changes after
the assignment of rating symbols may defeat the very purpose of risk -
mdlcatlveness of rating.

3. Rating is no certificate of soundness. Rating grades. by the fating
agencies are only an opinion about the capability of the company to
mieets its interest obligations. Rating symbols do not pinpoint towards |
quality of products or management or staff etc. In other words rating '

- does not give a certtﬁcate of the complete soundness of the company. :
Users should form an mdependent view of the rating symbol.

4. Rating may-be biased. Personal bias of the investigating team might
< affect"the quality.of the rating. The companies having lower" grade
' rating do.not advertise or use the rating while raising funds from the

public. In such a case the- -investors cannot get the true information
about the fisk involved in the instrument.

5. Rating under unfavorable conditions. Rating grades are not always K .

tepresentative of ‘the true image of a company. A’ company might
_ be. given low grade because it was passing through unfavorable

conditions when rated. Thus, misleading conclusidbns may be drawn
‘by the investors which hampers the company’s interest.

6. Difference in rating grades. Same instrument may be rated differently

by, the two rating agencies because of the personal judgment of the

--mvesngatmg staff on qualitative aspects. This may further confuse the

investors.

4
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Main Disadvantages of Credit Rating
Disadvantages of Credit Rating are as follows: .
(1) Biased rating and misrepresentations: In .the absence. of quality

rating, credit rating is a curse for the capital market industry, carrying out

detailed analysis of the company, should have no links with the company or the
persons interested in the company so that the reports impartial and judicious
recommendations for rating committee.

The companies having lower grade rating do not advertise or use the
rating while raising funds from the public. In such cases the investor cannot get
information about the riskness of instrument and hence is at loss.

(2) Static study: Rating is done on the present and the past historic data of

the company and this is only a static study. Prediction of the company’s health’

through rating is momentary and anything can happen after assignment of rating-
symbols to the company. . x

Dependence for. future results on the rating, therefore defeats the very
purpose of risk indicativeness of rating. Many changes take place in economic
environment, political situation, government policy framework which directly
affect the workjng of a company.

(3) Concealment ‘of material information: Rating Company might
conceal material 1nformat10n from the investigating team of the credit rating
company. In such cases quality of rating suffers and renders the rating unreliable.

(4) Rating is no guarantee for soundness of company: Rating is done
for a particular instrument to assess the credit risk but it should not be construed
as a certificate for the matching quality of the company or its management.

* Independent views should be formed by the user public in general of the rating

symbol.

(5) Human bias: Finding off the investigation team, at times, may suffer
with human bias for u:1av01dable personal weakness of the staff and might affect
the rating.

(6) Reflection of temporary adverse conditions: Time factor: affects’
rating, sometimes, misleading conclusions are’derived. For example, company
in a particular industry might be temporarily in adverse condition but it is given

- a low rating. This adversely affects the company’s interest.

hY
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(7) Down grade: Once a company has been rated and if it is not able
to maintain its working results and performance, credit ratmg agencxcs would
review the grade and down grade the rating resulting into 1mpamr1ng the i image
of the company.

.(8) Difference in rating of two agencies: Rating done by the two different

credit rating agencies for the same instrument of the same issuer company in

many cases would not be identical. Such differences are likely to occur because

of value judgement differences on qualltatlvc agpects of the analysis in tow

d:fferent agencies.
Users of Credit Rating
There are broadly four users of credit rating: -~ .

-

* Investors
* Intermediaries
e Issilers
» Businesses and Financial Institutions

Investors

Intermediaries

Tssuers
T "

Businesses and Fipancial

USERS OF
CREDFT RATING

Insitutions

TONIGIN

‘Users of Credit Rating

Investors: Investors are the prime users of credit rating. They often use

credit ratings to assess credit risk and to compare different issuers and debt issues
when making investment decisions. Individual investors, for example, may use
credit ratings in evatuating the purchase of a municipal or corporate bond from
a risk tolerance perspective. .

Institutional investors, including mutual funds, pension funds, banks, and
insurance companies oftén use-credit ratings to supplément their own credit
analysis of specific debt issues.

Intermediaries: Intermediaries like Investment bankers help to facititate
the flow of capital from investors to issuers. They may use credit ratings' to
benchmark the relative credit risk of different debt issues, as well as to set the
initial pricing for individual debt issues-and to help detgrmine-the interest rate
these issues will pay.

*

Credit Ratings
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Intermediaries that structure special types of debt issues may look to a
rating agency’s criteria when makmg their own decisions about how to configure
different debt i issues, or dlffcrent tiers of debt. : .

ssuers: Issters use credit ratings to provide independent views of their
creditworthingss and the Cl‘edlt quality of their debt issues. Issuers may also
use credit ratings to help communicate the relative credlt quality of debt issues,
thereby expanding the universe of investors. In addition, credit ratings may help
them anticipate the interest rate -tqvbehoﬁered on their new debt-issues. '

As a general rule, if creditworthiness is more the'issuer need to pay lower
interest rate to attract investors and issuer with, lower creditworthiness will

‘typically pay a higher interest rate to offset-the greater cred1t nsk assumed by

lIlVCStOl’S 4

Businesses and Financial Institutions: Businesses and financial
institutions- may use credit ratings to assess counteiparty risk, which is the
potential risk that a party to a credit-agreement may not fulfill its obligations.
For example, in deciding whether to lend money.to a particular organization or
in selecting a company that will guarantee the repayment of a debt issuc in the-

‘event of default, a business may wish:to consider the counterparty risk.

_ A credit rating agency’s opinion of counterparty_risk can therefore help
businesses analyze their- credit exposure-to financial firms that have -agreed to
assume certain financial obligations.and to evaluate the viability of potential.
partnerships and other biisiness relationships. :

. 5.2.3.Credit Rating Agencies and Their Methology -

)

Credit Rating Agencies N

Credit Rating Agencies (CRA) assess credltworthmess of organisation
and different entities. In simple words, these agencies analyse a debtor’s ability
to repay the debt and also rate their credit risk. All the credit rating agencies in
India are regulated b)} SEBI (Credit Rating Agencies) Regulations, 1999 of the
Securities’and Exchange Board of India Act, 1992. There are a total of seven
credit agencies in India viz,‘CRISIL, CARE, ICRA, SMREA, Brickwork Raﬁng,

India Rating and Research Pvt. Ltd and Infomerics Valuation and Rating Private
- Limited. :

- How Credit Rating Agencies Work

Credit rating agencies assign ratings to, an orgamzatnon or an entity.
The entities that are rated by credit rating agencies comprise companies, state

- governments, .non-profit organisations, countries, securities, special purpose

entities, and local governmental bodies. Credit, rating agéncies take_into
‘consideration several factors like the financial statements, level and type of
debt, lending and borrowing hlstory, ability to repay.the debt; and the past debts
of the entity before rating their credit. :

Once a credit rating agency rates the entities, it provides additional
inputs to the investor following which the investor analyses ‘and takes a sound
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mvestment decision. Poor credit rating indicates that the entity is at ahigh risk of
'dcfaultmg The credit ratings that are given to the ‘entities serve as a benchmark
for financial market regulations. Credit ratings. are published by agencies hke
Moody’s Invcstors Service and Standard and Poor’s (S&P) based on detalled
analysis. - -
Some of the Top Credit Rating Agencies in India are:
- 1 Credit Rating Information Services of India Limited - (CRISIL):

CRISIL is one of the oldest credit rating. agencies in India. It was launched

inthe country in 1987 following which the company went. ~public in 1993:
Headquartered in Mumbai, CRISIL ventured into infrastructure rating in 2016

and completed 30 years in 2017.-CRISIL -acquired 8.9% stake in CARE credit;
‘rating agency in 2017: I launched IndiaZs first index to benchmark performance

of investments of foreign portfolio inivestors (FPI) in the fixed-income market,
in‘the rupee as well as dollar version in 2018. The company’s portfolio includes,
mutual funds ranking, Unit-Linked Insurance Plans:(ULIP) rankings, CRISIL
coalition index and so on.

2. ICRA Limited: TCRA Limited is’a public limited company that was
set up in 1991 in Gurugram, The company was formerly known as Investment
Information and Credit Rating Agency of India Limited. Before going public

in"April.2007, ICRA was a joint-venture between Moody’s and several Indian -

. financial and banking service organisations. The ICRA Group currently has four

". subsidiaries - Corisulting and Analytics, Data Services and KPO, ICRA Lanka-
and ICRA Nepal. At present, Moody’s Investors Service, the international

Credit Rating ‘Agency, is ICRA’s largest shareholder. ICRA’s product portfolio
includes. rating for .- corporate debt, financial rating, structured finance,
_infrastructure, insurance, mutual ﬁmds project and publlc finance, SME market
¢ lmked debentures and so on, s

3. Credit Analysis and Research limited (CARE) Taunched in 1993,
CARE offers credit rating services to aréas such as corporate governance, debt
. ratiiigs, financial sector, bank loan ratings, issuér ratings,: recovery ratmgs and
infrastructure ratings. Headquartered- in Mumbai, CARE offers two different
categories of-bank loan ratings, long-term and ‘short-term debt -instruments.
The company also offers ratings for Initial Public Offerings (IPOs), real
estate, renewable energy service ‘companies (RESCO); financial "assessment
of shipyards, Energy service comipanies: (ESCO)- grades various courses of
educational institutions: CARE Ratings has also ventured into valuation services
and offers valuation of equity, debt instruments, and market linked debentures.
Moreover, the ‘company has: launched a new mtematlonal credit rating agency
"ARC Ratings’ by teaming up with four partners. from South Africa Brazil,
Portugal, and- Malay51a ARC Ratings has commenced opcratlons and completed
sovereign ratings of countries; inctuding India. -

4. Brickwork Ratings (BWR): Brickwork Rating was established in

_2007 and is'promoted by Canara Bank, It oﬂ"ers ratings. for.bank loans, SMEs,

Credit Ratings

Notes

Self Assesment Material 223




Investment Banking
and Financial-Services

Notes

L]
224  Self Assesment Material

corporate governance rating, municipal corporation, capital market-instrument,
and financial institutions. It*also grades NGOs, tourism, [POs, real estate
investments, hosmtals IREDA, educational institutions, MFI, and MNRE.

Brickwork Ratings is recognised as external credit assessment agency (ECAI) )

by Reserve Bank of India (RBI) to carry out credit ratings in India..

5. India Rating and Research Pvt. Ltd.: India Ratings is a wholly-owned
subsidiary-of the Fitch Group. It offers credit ratings for.insurance.companies,
banks, . corporate issuers, project finance, financial institutions, finance and
jeasing companies, managed funds, and urban local bodies. In addition to SEBY,
the company is recognised by the Reserve Bank of India and National Housing
Bank. . '
‘6. Acuite Ratings & Research Limited: Acuité Ratings & Research
Limited is a full-service Credit Rating Agency registered with. the Securities

and Exchange Board of India (SEBI). The company received RBI Accreditation -

as an External Credit Assessment Institution (ECAI), for Bank Loan Ratings
under BASEL-II norms in the year 2012. Since then, it has ass;gned more than
8,300 credit ratings to various securities, debt instruments and bank facilities of
entities spread across the country and section of industries. It has its Registered
and Head Office'in BKC, Mumbai.

7. Infomerics Valuation and Rating Private Limited: An -RBI-
accredited and SEBI-registered credit agency, Infomerics Valuation and Rating

Private Limited saw its inception by eminent finance professionals and is now )
~run under the eadership of Mr. Vipin Mallik. The credit bureau strives to offer

an unbiased and detailed analysis and evaluation of credit worthiness to NBFCs,

banks, corporates and small and medium scale units. It is through their rating

and grading system that they determine the credit worthiness of an organisation.
Infomerics helps in reducing any kind of information asymmetry amongst
investors and lenders. Keeping transparency as it is core value, the credit bureau
makes sure to deliver comprehensive and accurate reports and records of all
their clients.

A Brief History of Credit Rating )\geqcies

Credit ratings provide retail and institutional investors with information

that assists them in determining whether issuers .of bonds and other debt
instruments and fixed-income securities Will be able to meet their obligations,

When they issue letter grades, credit ratmga agencies (CRASs) prowde

objective analyses and independent assessments of companies and countries
that issue such securities. Here is a basic history of how the ratings and the

.agencies déveloped in the U.S. and grew to 2id investors all over the globe.

An Overview of Credit Ratings

Countries are issued sovereign ‘credit ratings. This rating analyzes the
general creditworthiness of a country or foreign government. Sovereign credit
ratings take the overall economic conditions'of a country into account, including
" the volume of foreign, publi¢ and private investment, capital market transparency,
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and foreign currency reserves. Sovereign ratings alsoassess political conditions Credit Ratings
such as overall political stability and the level of economic Stability a country
will maintain during times of political transition. .

Institutional investors rely on sovereign ratings to qualify and quantify the
general investment atmosphere of a particular country. The sovereign rating is
often the prerequisite information institutional investors use to determine if they
will further consider specific companies, industries, and :classes of securities
issued in a specific country. b .

Credit ratings, debt ratings, or bond ratings are issued to individual
companies and to specific classes’ of individual securities such as preferred
stock, corporate bonds, and various classes of government bonds. Ratings can
be assigned separately to both short-term and long-term obligations.

Notes

Long-term ratings analyze and ‘assess a company’s ability to meet its
responsibilities with respect to ‘all of its securities issued. Short-term ratings
focus on the specific securities’ ability to perform given the company’s current
. financial condition and general industry performance conditions.

The Big Three Agencies

The global credit rating industry is highly concenn'atcd, with three
agenc1cs-Moody s, Standard- & Poor’s, and Fitch—controlling nearly the
entire market. Together, the provide a much-needed service for both borrowers
.and lenders, as well as to lenders. They intend to give the market information
that is both-reliable and accurate about the risks associated with certairi kinds of
~ debt.. - '

Fitch Ratings

Fitch is one of the world’s top three credit rating agencies. It operates in
. New York and London, basing ratings on company debt and its sensitivity to
changes like interest rates. When it comes to sovereign debt, countries request
Fitch—and other agencies—to provide an evaluation of their financial situation
, along Wwith the political and economic climates.

Investment grade ratings from Fitch range from AAA to BBB. These letter
grades indicate no to low potential for default on debt. Non-investment grade
ratlngs go from BB to D, the latter meaning the debtor ‘has defaulted.

History: John Knowles Fitch founded the Fitch Publishing Company in
1913, providing financial statistics for use in the investment industry via “The
Fitch Stock and Bond Manual” and “The Fitch Bond Book.” In 1923, Fitch .
introduced the AAA through D rating system that has become the basis for
ratings throughout the industry. With plans to become a full-service global rating
agency, in the late 1990s Fitch merged with IBCA of London, subsidiary of
Fimalac, a French holding company.

Fitch also acqulred market competitors Thomson Bank Watch and Duff &

Phelps Credit Ratings. Fitch began to develop operating subsidiaries specmhzmg
in enterprise risk management, data services, ‘and finance-industry training
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the creation of Fitch Solutions and Fitch Training.
Moody’s Investors Service

Moody’s assigns countries. and company debt letter grades, but in a
slightly different way. Investment grade debt goes from Aaa—the highest grade
that can be assigned—to Baa3, which indicates that the debtor is able to pay

back short-term debt. Below investment grade is speculative grade debt, which .

are often referred to as high-yield or junk. These grades range from Bal to C,
with the likelihood of repayment droppihg as the letter grade goes down.

History: John Moody and Company first published “Moody’s Manual”
in 1900. The manual.published basic statistics and’general information about
stocks and bonds of various industries. From 1903 until the stock market crash
of 1907, “Moody’s Manual” was a national pubiication

In 1909, Moody began publishing “Moody’ s Analyses of Railroad
Investments,” which added analytical information about the value of securities.

Expanding this idea led to the 1914 creation of Moody»>s Investors Service,

which, in the foliowmg 10 years, would provide ratings for nearly all of the
government bond markets at-the time. By the 1970s Moody’s began rating
commercial paper and bank deposits, becoming the full-scale ratmg agency it
1s today.

Standard’ & Poor’s .

S&P has a total of 17 ratings it can assign to corporate and sovereign debt.
Anything rated AAA to BBB- is considered investment grade, meaning it has
the ability to repay.debt with o concern. Debt rated BB+ to D is considered
speculative, with an uncertain future. The lower the rating, the more potential it
has to default, with a D-rating being the worst.

History: Henry Varmum Poor first published the “History of Railroads

. and Canals in the United States” in 1860, the forerunner of securities analysis

and reporting that would be develtoped over the next century. Standard Statistics
formed in 1906, which published corporate bond, sovereigh debt, and municipal
bond ratings. Standard Statistics merged with Poor’s Publishing in 1941 to form
Standard and Poor’s Corporation, which was acquired by The McGraw-Hill
Compames in 1966. .

Standard and Poor’s has.become best known by mdexes such as the S&P
500, a stock market.index that is both a tool for investor analysis and decision-
making, and a U.S. economic indicator.

Nationally Recognized Statistical Rating Organizations

The credit ratings industry began to adopt some important changes and
innovations in 1970, Investors subscribed to publications from each of the ratings
agencies and issuers paid no fees for performance of research and analyses that
were a normal part of the development of published credit ratings.

-

startihg in 2005 with the acquisition of a Canadian company, Algorithmics, and.__ :
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As an industry, credit ratings agencies began to recognize that objective
credit ratings significantly helped issuers: They facilitated access to capital by

increasing a securities issuens value in the marketplace and decreasing the costs

of obtaining capltal Expansion and complexity, in the capltal markets coupled

with an increasing demand for statistical and analytical services-led to the
. mdustry-w1de decision to charge issuers of securities fees for ratings services.

In 1975, financial institutions such as commercial banks and securities
broker-dealers sought to soften the capital and hqmdlty requirements passed
down by the Securities and Exchange Commission (SEC). As a result, nationally
recognized statistical ratings organizations (NRSROs) were: created. 'F}nancxal

institutions could satisfy their capital requirements by investing in securities that-

received favorable ratings by one or more of the NRSROs.

* This allowance is the result of registration requirements. _coupled with
greater regulation. and- oversight of the credit ratings mdustry ‘by-the SEC.
The increased demand for ratings services.by investors and securities issuers,

combined with increased regulatory aversight, has led to growth and expansion |

in the credit ratings industry.

Regulation and Legislation: Since large CRAs operate on an international
scale, regulation occurs at several different levels. Congress passed the Credit
Ratmg Agency Reform Act of 2006, allowing the SEC to.regulate the internal
processes, record-keeping, and certain business practices of CRAs. The Dodd-
Frank Wall Street Reform and Consumer Protection Act.of 2010, commonly

referred to as’ Dodd-Frank,. further grew the regulatory powers of ‘the SEC | |

including the requirement of a disclosure of credit rating methodologzes.
Credit rating agencies are regulated at several différent levels:

The European Urion (EU) has never produced aspecific or systematlc
legislation or created a singuiar agency responsible for the regulation of CRAs.

" " There are several EU directives, such as the Capital Requirements Directive of

2006, that.affect rating. agenciés, their business practices and their disclosure

requirements. Most directives and regulations are the responsxblllty of the

European Securities and Markets Authority.

The Financial Crisis: Credit rating agencies came under ‘heavy scrutiny
and regulatory pressure following.the financial crisis and Great Recession of

2007 to 2009. It was believed that CRAs provided ratings that were too positive,

leading to bad investinents. Part of the problem was that desplte the risk, thé
. agencies continued to give mortgage- -backed securities (MBSs) AAA-ratmgs

These ratings led many mvestors to believe that these mvestments were

very safe with little to no risk. The agencies were accused of trying fo faise profits

as well as their market share in exchange for these inacctirate ratings. This helped

lead to the subprime mortgage market collapse that led to the financial crisis, -
To add fuel to the fire, the agencies’ Euiropean sbvereignf'debt:rat'ings weie

also cause for scrutiny. After the calamity caused by the debt crisis.of several

European countries including Gicece and Portugal, .the agencies downgraded
the ratings of other nations in the EU.

Credit Ratings
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Some -have argued that regulators have helped to prop up an oligopoly
in the credit rating industry, providing rules that act as barriers to entry for

small- or mid-sized agencies. New rules in the EU have made CRAs liable for

improper or negligent ratings. that cause damage to an investor.

Investors may utilize information from a single agency or from multiple
rating agencies. Investors expect credit_rating agencies to provide objective
information based- on. sound analytlcal methods and accurate statistical
measurements. Investors also expect issuers of securities to comply with rules
and regulatlons set forth by governing bodies, in the same fespect that credit
rating agencies comply w1th reporting procedures developed by securities
industry governing agencies. .

The analyses and assessments provided by various credit rating agencles
provide investors with-information and insight that facilitates their ability to
examine and understand the risks and opportunities associated with' various

_investment énvironments. With this insight, “investors can make’ mformed

decisions as to the countries, industries, and classes of securities in which they
choose to invest.
Methodology of Credit Rating

The process of credit rating begins with the prospective issuer approachin}g
the rating agency for evaluation. The experts in analyzing banks should be given

a.free hand ‘and they will collect data and informant and will investigate the
business strength and weaknesses in detail. The entire process of rating stands

on the for of confidentiality and hence even the: most confidential business
strategies, marketing plans, future outlook etc., are. revealed to the steam of
analysis.

The rating is based on the.investigation analysis, study and interpretation
of various factors. The world of investment is exposed<to the continuous
onslaught -of political, economic, social and other forces which does not
permit any one.to understand sufficiently certainty. Hence a logical approach
to systematic evaluation is compulsory and within the framework of certain
common features the agencies employ different methodologies. The key factors
generally considered are listed below: '

1. Business Analysis’or Company Analysis: This includes an analysis
of industry risk, market position of the company, operating efficiency of the
company and legal position of the company. 4

* Industry. risk: Nature and basis of competmon, key success factors;
demand supply posntmn structure of industry; government policies,
ete. . *

» Market position of the company within the Industry: Market share;
competitive advantages, selling and distribution arrangements; product
and'customer diversity etc.

» Operating efficiency of the company: Locational advantages; labor
relationships; cost structure and manufacturing as compared to those
of comipetition.

. e e — e - -
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* Legal Position: Terms of prospectus; trustees and then responsibilities; Credit };ating.sl
" system for timely payment and for. protection against forgery/fraud,
etc. -

2. Economic Analysis: In order to evaluate.an instrument an analyst must
spend a considerable time in investigating the various economic activities and -
also analyze the characteristics peculiar to the industry, whose issue the analyst | -
is concerned with. It wiil be an error to ignore these factors as the individual . Notes
companies are always exposed to ch'anging environment and the economic |
activates-affect corporaie profits, attitiides and expectation of investors and the
price of the instrument. hence the-relevance of the economic variables such as
growth rate, national income and expenditure cannot-be ignored.. The analysis,
while doing the economic forécasting use surve;ys,-varioué economic indicators
and indices.

carnings, protection adequacy of cash flows and financial flexibility.

* Accounting Quality: Overstatement/under statement of proﬁts
auditors qualification; methods of income recognition’s inventory
valuation and depreciation policies, off balance sheet liabilities etc.

» Earnings Protection: Sources of future earnings growth; profitability
ratios; earnings in relation to fixed income changes.

* Adequacy of cash flows: In relation to dept and fixed and "working
capital needs; variability of future cash flows; capital spending
" flexibility working capital management etc.
» Financial Flexibility: Alternative financing plans in ties of stress;
ability to raise funds asSet redeployment.
4. Management Evaluation:

* Track record of the management planning and control system depth of
. managerial talent, succession plans.

. Evaluation of capacity to overcome adverse situations
Goals, phllosophy and strategies.

} ’ 3. Financial Analysis: This includes an-analysis of accounting, q’uality,
i

.

5. Geographlcal Analysis:

Location advantages and dlsadvantages
Backward area benéfit to the company/division/unit E ' -

6. Fundamental Analysis: Fundamental analysis is essential for the
assessment of finance companies. This includes an’ analysis of liquidity
management, profitability and financial position and interest and tax sensitivity
of the company. .

« Liquidity Management: Capital structure; termy matching of assets and

) liabilities policy and liquid assets in relation to-financing commitments
and maturing deposits. -

* Asset Quality: Quality of the comipany’s credit-risk management;

system for monitoring -credit; sector risk; exposure to individual
borrower; management of problem credits etc. .
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« ‘Profitability and financial position: Historic proﬁts spread on fund
deployment revenue on non-fund based services accretion to reserves

-

ete.
« Interest and Tax sensitivity: Exposure to interest rate changes, hedge
against interest rate and tax low changes, etc.
Country’ s Credit Rating
Country’s credit rating denotes its ablllty to source debt from the

international market at a reasonable cost. Low rated nations will have dlscounts

offer high yield and are treated as risky -investment. Risk relates to default.
Country’s credit rating involves evaluation of external financial accouts and

" macro economic factors and is directed towards future trends Credit rating of
any country involves evaluation of:

s Economic growth and development: Gross national product and gross
domestic product, population growth, Infrastructure development,
good financial management, saving growth rate, industrial produictich,

. agricultural production, growth of services sector.etc.
‘s Balance of trade ‘and balance of payments: Export products,
export prices, diversification of products  and-export marl(et global
competition, import substitution, etc. -

-« Debt service ratio: This indicates the country’s extemal vuinerability.

This is a ratio of- exte_mal debt to total external eamings including

export earning'and eaming from tourism, etc.
. » Debt composition: Soft loans, commercial borrowmgs interest- rate
sstructure, proportion of external deb.

. qumdity Level of reserves, foreign exchange reserves, import
coverage ratio, currency.backed by .assets such as gold.

» Political and internal stability: Socio-religious conflicts, majority

government strong opposition, inequal economic distribution, relations
.with neighboring countries, pelitical factors are not predictable and is
prone to unexpected events. _ ‘

« “Inflation and price stability.

Political challenges, economic transfonnatlon and policy consensus,
fiscal imbalances and i imposing public sector debt burdens are all factors which
enhance or inhibit the credit rating of a country while political and economic
forces are clearly a-key determination of sovereign credit risk- in emerging
market countries, the financial pressures due to fiscal mdtsclplme pose threat to
liquidity problens and default.-Fiscal control is the key indicator of i 1mprovmg

 or deteriorating credit quality.

Drawbacks of Credit Rating
Following are some.of the drawbacks of credit rating:

: The ratings process attempts .to. provide a guidance to investors/
creditors in determining the risks associated with the instrument/credit




obligation. It does not attempt to provide a recommendation and does Credit Ratings
not take into account factors like market prices, personal risk/reward
preferences that might influence investment decisions.

 The ratings process is based on certain primitives. The agency, for
instance, does not perform an audit. Instead, it has to rely solely on
information provided by the user. Consequently, to the extent that the
information provided is inaccurate and incomplete, the rating process Notes
is compromised.

* To the extent that a certain’instrument of a specific company attracts a- |
lower rating, the company has an incentive to shop around for the best
possible rating, ‘compromising the authenticity of the rating process
itself.

Credit Rating Agencies in India

The concept of credit rating has been widEly discussed and debated in
India in recent times. Since the setting up of the first credit rating agency. Credit
Rating and Information Services of India Ltd. {(CRISIL) in India in 1987, there,
"has been a rapid growth of credit rating agencies in India. The major players
in the Indian market, apart from CRISIL inciude Investment Information and
Credit Rating agency of India Ltd. (ICRA), promoted by IDBI in 1991 and -
Credit Analysis and Research Ltd. (CARE), promoted by IFCI in 1994. Duff ’
and Phelps has tied up with two Indian NBFCs to set up Duff and Phelps Credit
Rating India {P) Limited in 1996.

Major International Credit-Rating Agencies

-

As capital flows have become increasingly global and turbulence in one
economy has had contagion effects across the globe, credit ratings have spread
outside the domain of the home country to ‘overseas markets. Credit ratings
are in use in the financial markets of most developed economies and sevcral
emerging market economies as well. The principal characteristics of the major
internationally known rating agencies are as follows:

‘Name of the agency Home country | Ownership Principle
Moody’s Investors: USA - Dunand . |Full Service
Service ' Bradstreet :
Fitch Investors Service USA Independent Full Service
Standard and Poor’s US.A Mcgraw Hill | Full Service
Corporation .
Canadian Bond Rating | Canada Independent | Fuil Service
Service ) - . |(Canada)

| Thomson Bank Rating {U.S.A Thomson | Financial

v Company Institutions
Japan Bond Rating’ Japan Japan. Full Service
Institute Electronic (Japan)
Journal '
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| Duff and Phelps Credit = |U.S.A Duffand ' Full Service
Rating Phelps '
) o | Corporation _
IBCA Ltd. United Independent | Financial
- Kingdom . Institutions

Over time, the agencies have expanded the depth and frequency of their

. coverage. The leading U.S. credit rating agencies rate not ply the long-term

bonds issued by corporate in the U.S., but also wide variety of other debt

instruments including, for éxampte, municipal bonds; asset-backed securities,

private placements, commercial paper programmes and bank certificates. of

deposit (CDs)_. In addition, the leading rating agencies also play a major role in.

evaluating sovereign ratings.

Most of the-rating agencies have long bad their own symbols. Some of.

them use'alphabets; others use numbers; many use a combination of both for
ranking the risk of default. The default risk varies froniextremely safe to highly

speculative. Gfadually, major agencies has emerged to provide finer rating
gradations to help investors distinguish more carefully among issuers. Standard’

& Poor Cotporation in 1974 and Moody’s in 1982 started attaching plus and
minus symbols to their ratings. Other modifications. of the grading scheme-
including the addition of a ‘credit watch’ category to denote that a rating is
under review-have also become standard.

5.2.4 International Credit Rating Practices

Credit rating agencies play an indispensable role in the financial system. -

They are instrumental to the growth of the financidl markets, as' credit,ratings
are used in financial instruments for the issuer to borrow capital funds. In the

United States, they are deeply embedded in many of the legislative, regulatory
and supervisory policies which rely on credit ratings for the securities held by

financial institutions and for issuers’ ratings. Thus, when downgrades in-the
credit ratings of ‘some financial instruments. and large issuers will, occur, it
can destabilize and create spillover effects in the financial markets due to the

markets’ reaction through the divestment of their funds from the said security .

~ For one, the Enron and WorldCom collapse in 2001-2002 created triggers
among legislators and regulators as it had shaken the financial market in the
United States. The credit rating agencies were blamed for their failure to detect
the problém and to warn the public of the two companies’ questionable finaricial
and accournting practices until.a few days before they declared bankruptcy.

Many market participants believe that oversight must have:been exercised and

should always be one of the primary responsibilities of the credit rating agencies

» mentioned that GCRAs have.been instrumental to the global financial crisis

arising from the fall of the US subpnme market in 2007,

_ This resulted from the increasing level of defaults in subprime financial
instruments which were embedded in many structured finance products. The
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subsequent downgrades on large number of these structured products that were
backed by subprime mortgages have heavily Jeopardlzed the financial market
activities.

Global Credit Rating Agencies (GCRAs) weaknesses were also highlighted
in the bailout of Bear Stearns and the fall of AIG and'Lehman Brothers in 2008.
‘Many believe that some of their credit ratmgs led investors to take considerable
risks. Concemns about potential chain reactions of these defaults have intensified
after the crisis, as many investors incurred substantial losses while others begun
to change benchmarks for their asset portfolio holdings

Servicing the escalating debt levels coupled with deteriorating profitability,
made companies vulnerable to risks and losses in the face of protracted downturn
"in corporate and financial activities. Major disruptions in the financial system were
also evident, as massive losses were-incurred by few large financial institutions
whose long-térm investments were placed on these below-investment grade
financial instruments.

The intensifying liquidity and solvency problems among large banks led to ‘

the great financial debacle and systemic shocks. This problem had escalated into
a full-blown crisis which caused major disruptions-not only in the US financial
; system but in the-global financial systems. In the Global Financial Stability
report, it was indicated that in 2007 and 2008, many large “mature financial
institutions” were given financial assistance in the form of.capital injection via
sovereign wealth funds (SWFs). This move had provided them ample yet short-
term capital buffers.

However, it prompted these F Is 10 reduce their asset holdings (investments)
in order to preserve their capital funds explained that despite GCRAs’ claim that
the credit ratings they provide are merely opinion and are based on the quality
of information supplied by the issuers, they should still be more stable and not
just “point-intime” ratings Against this backdrop, this research will provide
comprehensive discussiohs on the dynamics of the credit rating industry such
as their roles and functions, the issues related to independence, data quality and
integrity ofthe rating process, transparency/disclosure, the business/economic
models used by CRAs and the industry’s market structure and regulation.

Roles and.Functions of Credit Rating Agencies

Despite several crifiéisms, CRAs have been instrumeéntal to-the growth
of the giobal financial markets. As one of the indirect market players.in the
financial system, credlit rating agencies play a vital role in the global financial

markets, especially during the early 1990s when its development had-heightened

at an increasing pace. The increased importance of this sector is remarkable
‘especially when viewed in the context of globalization,

A. They help in the provision of mformatlon on the issuer’s
creditworthiness. - :

Credit rating agencies provide unbiased and systematic evaluation of the
creditworthiness of the issuer through rigorous assessment 6f various financial
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the ratings that they’provide are viewed to be*credible. They are capable of
identifying and anticipating the risk that may not be seen and undertaken by the
lenders who wish to extend credit to the issuer.

While internal risk assessment can be undertaken by financial institutions,

. the type and depth of scrutiny that are made by the CRAs are more advanced and

comprehensive compared to these institutions. However, this does not discount
the: capabilities of many financial institutions for' managing enterprise-wide
risks. Understandably, the investments made by rating agencies in financial and

. -human resources to build its resources aré crucial. Credit and other financial

information about the issuer is made available to the users of these credit ratings
for free or at lower costs. For a typical investor, undertaking his own risk
assessment is not an efficient move, -

B. Credit Ratings issued by CRAs are used as benchmarks by market
partlclpants.

Instead of. just an opi.nibn or source of information about the credit
risk faced by an issuer or a financial issue, market participants look at credit

+ ratings as benchmarks for decision making processes. Like other lenders, such

as banks, assessment goes beyond mere credit risk to come up with a better
analytical perspective about the company in the assignment of a credit rating.
The non-credit risks are described by as the transactions that are jinked with the
company’s liability structure, other risks zisso’ciated with a pool, of assets that
can affect payment of its obligations, exogenous factors related to a third party’s
‘performance and other legal and documentation risks.

Gonzalez et al (2004) report that CRAs usually incorporate stability in
their credit ratings assessments based from the demands of their core clientele
base. Since the activities of the credit rating agencies and the services they
offer have diversified over the years, from purely providing statistical ratings
to portfolio management, financial advisory and other ancillary services, the
profile of their clients and their requirements will normally dictate the quality of
their credit assessments.

They noted that if their core clients are portfolio managers and issuers
rather than investors, the provision of information at large a scale (to various
investors) will expand the CRA activities. This will encompass the provision of
“monitoring signals” that can be-found in a principal-agent relationship.

- C. Ratings influencé market prices.

Usually, an investor reacts to any information that is available in the
"market. Any new information about the borrower affects his invéstment decision,
which provides an impact on the interest that will be paid by the issuer (for fixed
income securities and structured finance products) and/or the markct value of
the financial assets!mstmments held by the investor:

~
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Various market participants have relied so much from-CRAs to the extent
‘that the credit ratings that they provide over the past years were regarded as a

“certification” for investors to make investment decisions in a particular security-

" .or equity.
D. Credit ratings issued help reduce information asymmetry.

The ‘concept of asymmetric information has been well established and
discussed i in various economic and finance theories. As described by information
asymmetry exists when one party has access to information over the other party.

'In thé credit market, the borrower has more advantage over the lender and
this asymmetry leads to the lender requiring additional information from the
borrower as part of its-typical credit risk analytical protocols, However, when
information is scarce or not disclosed by the borrower, it leads to the lenders’
difficulty in deriving reliablé information about him or the financial ifistrument.
This eventually results to credit rationing as lenders become very selective
in- granting loans. Bebczuck (2003) notes that there are -instances where good
borrowers are penalized from this as they.will also be required to pay the same
interest rates as bad borrowers, as part of the bank’s lending provisions.

-Aside from credit rationing, the author considers moral hazard and
monitoring costs as among the other forms of information asymmetry. The
adverse selection problem caused by information asymmetry often influences
borrowers to undertake risky investments.-This also explains why borrowers
move away from bank credit and resort to financial markets, in the hope of
- securing lower cost of funds for either operational activities or other capital
investments. t

To reduce this adverse selection problem in the financial market, a credible’

third party<information provider can.act as an intermediary between the two
parties. Thus, the role of credit rating agencies come into play through the use
of public and/or private data which is processed using specific methodologies to
évaluate the risks associated with the financial asset or the i issuer. As mentioned
earlier, the task of gathering relevant this information associated with the issuer
is daunting, especially for small investors whose funds are relatively smaller
compared to large and institutional investors who-may be able to conduct their
own related researches.

Credit rating agencies, on the other hand, enjoy the economies of scale
in this-respect for different types of issues or instruments. The overall technical
capabilities that CRAs cannot be compared with the internal models or credit
risk metrics used by large financial institutions, If credit rating agencies fall short
in their role of providing accurate and unbiased information about the issuer,
therefore, there would not be any incentive for the investors to employ their
services. Over the years, the investors have relied so-much on ;hém especially
with the development of financial markets in bo'th,developed and emerging
market economies where various financial mstruments including structured
finance products are introduced.
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, Business Models Used by Credit Rating Agencies.

.- To better-understand how CRA(s operate, it is important to establish the
business models that they used. Some of the issues that were highlighted in the
global financial crisis were related to conflict of interest between the payments
they received for the rating services vis-a-vis their roles as providers of unbiased
information. N R '

A, Issuier-Pays Model: In this business’model; the rating agenciés are
paid by the issuers of financial instruments for the credit rating that will be

provided for the said securities. From the issuers’ point of view; a credit rating

is needed as a medium to borrow in the financial market. The credit rating serves
as a marketing tool for them to convéy the message that the seciwrity is a good

‘investment. The issuer and the credit rating agency benefit from this type of

arrangement. However, others believe that they charge high fees for issue ratings
depending on the complexity of the transactions and the type of the instrumerit
being issued in the financial market.

With increased competition arising from the reduction in the barriers to
entry, this reduces the reputational incentives enjoyed by GCRAs since there is
an incentive ot them to inflate the credit ratings in exchanges for getting the

_ rating business and maintainisig a long relationship with the issuer.

This model had raised a lot of questions due to the' conflict of mterest,
issue. Except for unsolicited credit ratings, under the i issuer-pays model, a CRA
npﬁnally requires the issuer to fumish the agency the required documeénts and
other information needed to arrive at accurate and transparent company’s rating
assessment. Given this undertaking, it provides the investorsa better.perspective
abbut the debt issuer, in case the issuer wishes to have.its ratil_lg'-as'sessment
published. - )

They benefit from this business model because ratings are free. This

‘knowledge gap problem, as described by is reduced through the credit rating

agency’s provision of opinionated about the issuer’s creditworthiness and the
riskiness of the financial instrument associated with the issuer.

Despite the credit rating costs borne by the iissuers, they believe that the
credit rating provided them greater benefits in procuring cheaper financing at
either national or international financial markets compared to those that do not
have'credit ratings or to the financing provided by credit institutions..

B. Subscriber-Pays Model: Under this model, the investors pay for the .
ratings provided by the CRA for financial securities or for the use of access
to the information needed regarding the-issuer or an issuance of financial
instrurnent. It is-also called-as user-paid model. This model or concept started
i early 1900s when John Moody started to sell credit ratings to bond investors.
This subscription concept enables the investor or subscriber to make informed
investment decisions in maximizing his return on investments and in-increasing
the value of hi§ financial asset holdings.
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‘As capital market flourished in the United" States, commercial papers Credit }zaﬁngs
and-other debt instruments were offered to supplement the.existing ‘bond and '
other government securities offerings. However, this concept was abandoned
by the GCRASs durmg mid 70s when they started to charge the issuers of debt
instrurnents instead of the investors or subscribers for the credit rating services
-they provide.. :

-

The same type of model is typically utilized by credit bureaus which clearly ' Notes
highlights: the role of CRAs as “risk information brokers”. As .emphasized by
Walker(2010), it provides third-party transparent and unbiased ratings for the | —
JInvestors due to the CRA’s mdependence from the rated company/issuer. This "
drives competition among credit rating agencies in providing better services by
conducting regular reviews and update of their credit ratings and by improving
the quality of their rating assessments. SN

Unlike thé issuer-pays model, subscribers do not have sufficient
information which is proprietary to the issuer since the credit rating agency
can generally conduct only quantitative analysis about the issuer using publicly
available information that can be processed through the use of various analytical
models. ¥ .

It was cited that there are still some investors who utilize the services of .
small CRAS to rite debt insiruments in their favour through the use of publicly
available information. This model helps large investors to make good judgment '
about a prospective investment or an existing one. From the business standpoint, -

. credit rating businéss is difficult to thaintain since it requires, investments in e
resources (i.e.. employment of qualified analysts, use of different models’ Tor -
specific credit risk assessment, etc.). i

Issues Related to Credit Rating Agencies and Credit Rating Process_

A. On the Independence of the CRA

The 'c*redit rating dgencies’ independence is very crucial as’it affects the
rating actions for the rated financial instruments or issuers. The Enron case and
. the global financial crisis showed, that the independénce of the rating agericy

and/or its analysts is sometimes compromised. It was cited i in ‘a report that in -

1998, Merrill Lynch was threatened by Enron that it will withhold its investment

banking business with the agency if it does fot improve its rating. It was also

noted that _analyst behaviour. (i.e.: rating recommendations or disclosire of
proposed investment ratings.to the issuér) creates conflict of interest, problems
especially if the rating is tied to their compensation.

This conflict of interest issue has. become a. pressing problem among—-
regulators. Some argue that the issuer-pays-model creates greater conflicting.
interest problems than the subscriber-pays model. Regardless of the business

.~model, a crédit rating mist be subject to high standards of independence- and - -
.accountabilities among credit rating agencies. ’

Ed

.~

In a free market economy, there is no :éingle set of business model that is
appropriate for all credlt rating agencies." Flrst the choxce of the business model .- -
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will depend on their respective goals and the business strategies they used in the
provision of credit rating services and on the market structure of the company.
Besides, there is no regulatory framework that neither requires the specific use
of a business model nor indicates who should pay the credit ratings.

Unlike regulated industries, the credit rating business is unique. From

the perspective of a CRA, building resources such as a provision of database

system, hiring and training human resources (i.c.: analysts, portfolio managers)
and risk assessment capabilities, is already a dauntmg tasks. This requires large
capital investments to finance them.

As had been mentioned in the preceding discussions, these investments
may affect CRA independence vis-a-vis issuers due to the potential conflict of

" interest, especially under the issuer-pays business model. ‘As cited by I0SCO

(2008), CRAs have the responsibility to provide credit ratings in a timely
manner and their dealings with the issuers must not compromise the quality of
the rating.-Harper (2011) cited reasons for the change in the business miodel:.

1. Concerns among rating agencies on the issue of “free rider”
among non-paying investors: Credit rating agencies believe, that this move
will eliminate the potential free-rider problem once the rating is published. It is
possible that the credit rating will be disclosed by the subscriber to relatives and
friends. As a result, the credit rating business might be compromised, as it will
not gain the full value of the information it creates. In other words, it undermines
their income potential arising from the fees they charge to the subscriber:”

2. Willingness among issuers to pay for their rating assessments:
Issuers welcomie the idea of paying for their ratings in the hopn'e; of getting better
ratings. They believe that paid ratings are better.compared,to unsolicited ratings
given by the rating agencies. It translates to low ‘risk associated with theit debt
issuances.

3. Increasing rating-based regulations and wide acceptance of ratings

by reputable rating organization: Asmost literature indicates, many regulations o

in the United States favour credit ratings provnded by reputable rating agencies.
With the introduction of Nationally Recogmzed Statistical Rating Orgam'zatlons
(NRSRO) concept in the Exchange Act, global CRAs benefitted from the rating-
based regulations. This model, however, raises a conflict of interest issue which
undermines the Independence-of the credit rating agency. Since most of them
receive compensation in the form of fées from the.issuer, the pressure to inflate
ratings would be high. Since many CRAS provide ancillary services, .there is
likelihood that some rating actions may be compromised.

To ensure that favourable ratings will be issued on their behalf, they.
are inclined to employ the financial advisory services or other services of the
CRA, which are typically bundled with the rating services provided, at a cost.
There are several criticisms that were made regarding this issue where the three
GCRAs gave high rating actions to compames with rated securittes that are
traded in the market.



_ B. Quality and Integrity of the Rating Process
This aspect is very important to the investors and-other market ‘players.

Lenders invest excess funds in financial assets that will provide them reasonable -

rates of return. On the other hand; the issuer wants to borrow funds. While several
alternatives are available in the market, the issuer will choose the financing
instrument that will bring his costs down by increasing the price of the security.

Aside from bank loans which are difficult to access due te stringent requirements

by credit institutions, the issuer borrows funds through the issuances of securities.

On the other hand, the investors are interested to get information about the
issuer.or the security to serve as assurance that the potential investment would
be safe. The disclosure of information by the issuer is viewed as biased be¢ause
they have more information about the financial asset and their company than the
mvestors They normally or selectively disclose information that will always
favour them. Since there will be unwilling investors to invest their money in the

said asset, the issuer is confronted with the problem of financing its business.

A Thus, a credit rating is able to provide assistance in solving these issues
by the investors and issuers through a credit rating assessment. Likewise, the
quality of information gathered by the CRA is crucial in the assessment. Failure
.to do the necessary assessment of this information may put them in a negative

position. Rafailov (2011) cited that in Asia, credit ratings given to issuers or' .

provided to securities showed that the quality of data or reports provided by
the issuers were not comparablé with.the-existing standards used in developed
market.

In’ this respect, credit rating agencies failure to undertake their crucial
roles in the financial market, whether the issuer is sovereign (the government) or
. a corporate borrower, had affected the ‘Asian Market. This remains a debatable
issue among policymakers and researchers. Regulations are already being
undertaken among countries to resolve issues on the quality of the rating process.

. Flandreau, Gaillard and Packer (2010) point that the existing competition
among credit rating agencies can provide adverse effects on the quality of credit
assessment especially when ratings are inflated. |

They mention that since rating agencies receive payment from the issuers,
the ratings that will be given may be compromised due to the favourable ratings
that will be given. '

Thus, it is imperative that the third party information provided by CRAS
must be reliable and credible. In other words, it must portray the quality of the
financial instrument as they are believed to be unbiased. Likewise, they must be
undertaken using methodologies that could interpret.the riskiness. of the issuer
or the financial instrument. : '

In fact, this was already emphasized in the 2004 I0SCO’s Code of

Conduct Fundamentals which incorporates the quality and integrity of the rating .
process as an important Principle underlying the code. This principle takes into
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consideration the reduction of information asymmetry between the issuer and
the investor. The integrity of the rating process must be. ensured to reflect the
creditworthiness of the borrower.

While several risk exposures may affect the company, CRAs typically
unravel their credit risk exposure using a combination of publicly available

data and those-provided by the latter. It is in this context that GCRAs failed
- to undertake, as they claimed that it is not their responsibility to. 1dent1fy any

fraud arising -from the information supplied by the issuer (McDonald, 2006)
Especially-with the growth or proliferation of structured finance products in
the market; it§ quality may be difficult to assess compared to the traditional
financial instruments, if the investor will only rely from its own research.

As mentioned earlier, the credit rating agency can vouch the accuracy and

reliability of the information provided in the rating for the said product whose

complexity may prov1de difficulty among those who would like to do sithilar

. or related: procedures to determine its riskiness. However, with the corporate

scandals that occurred over the past years, rating agencies. were accused of
compromising their assessments, including the rating process théy undertake, in

exchange for the renewed business with the issuer.by deciding on a rating that '
" are favourable to the issuers or the rated instrument.

This undertaking fowers or downgrades the rating standards of the CRA
and makes it vulnerable to risk and criticisms. Since there are no specific rules
relating to the rating methodologies that should used by a CRA, the question
hinges ol whether these methodologies are of good calibre or meet the minimum
standard for each rating? This boils down agdin to the issue of the reputation of
the credit rating agency as percelved by both the issuer and the investors.

» If the issuer believes that credit ratmg could provide them value for their
investments, therefore they will use the service of the said credit rating agency.
In one study, Cinquigrana (2009) mentions that profit will still prevail over
quality under the issuer-pays model. This was based on the WorldCom and
Enron scaridals, where credit rating agencies wére charged of inflating the credit
ratings. Where ratmg shopping éxists, the.issuer chooses a rating agency that
gives him a better rating than the one with a lower rating,

C. Transparency -

Credit rating agencies collect information about the issiter or the ﬁnancral
instrument, .which help the lender in gaining mformatlon regarding the ”

- creditworthiness of the company. This way, investors can make better decisions

before putting their money in portfolio of investible funds using the information
provided. This credit rating can also be used: to 'moritor the performance of-
the issuer or any issuance over time. Like other financial advisors, CRAs fill
this information gap or problem. On the other hand, it does not discount the
capability of financial institutions in conducting thelr own investigation.

External ratings can provide Fls a better: perspective about the issuer
as theif reputation and expertise'in the analysis of the creditworthiness of the

F
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companies are known. There were also issues on the lack of full disclosure of Credit Ratings
information on the key assumptions and methodologies used by CRAs to enable
the investors to evaluate whether there are flaws or weaknesses in the rating
process. Regulations on this matter were already provided. Tt was highlighted
during the hearing held by the Committee on Financial Services-of the U.S.
House of Congress that improvements in the regulatory framework that focus on
the transparency and rehablllty of the credlt rating process must be undertaken Notes
by SEC. ’

. As pointed out by Fitch during the said hearing, it discloses the required
information needed by the investors including the' methodologies that it used.
Hence, it was cited that the responsibility should not only rest on the rating
agencies but also among issuers and underwriters : Since mdst credit.ratings
‘have been paid for, the issuer or its.underwriter has an incentive to provide
information that would be beneficial to make its security offermg attractive in -
the financial market.

In fact, lOSCO’s Statement of CRA Principles and the revised Code.
of Conduct Fundamentals have emphasmed the provision by the credit rating
agencies of relevant information disclosure regarding rating methodologiés-and |
the underlying assumptions that support them which is crucial in the effective
functiohing of the system , Timely access to the credit rating and full disclosure -
of relevant information regarding the credit risk of the security or the issuer will
allow investors to- make informed and well-thought decisions regarding their
investments. o n

It is believed that an efficient allocation of capital is made possible when
investors are able to ca__ref'u_lly assess the merits of the investments (i.e.: accuracy,
fairness, etc.). Also, the monitoring cost related to regulatgry recognition of
- ratings will also decline. Appropriate disclosure of information will promote
transparency which highlights that the information provided is-free from any
“omission to conceal any fraudulent activity by the issuer or any misstatements

and misfepresent_a_ﬁon by the credit rating agency.

'5.3 SECURITIZATION

What is securitization,

The subprime mortgage crisis that began in 2007 has gnven the decades-
old concept of securitization a bad name. Securitization is the process in which
certain types of assets are pooled so that they can be repackaged into interest-
bearing securities, The interest and principal'payments from the assets are passed
through to the purchasers of the securities.

Securitization got its start in the 1970s, when home mortgages were pooled
by U.S. government-backed agencies. Starting in the 1980s, other income-
producing assets began to be securitized, and in recent years the market has
grown dramatically. In some markets, such as those _lfor securities backed by
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risky subpnme mortgages in the United States, the unexpected detenoratlon in

and Financial Services the - quality of some of the underlying, asséts undermined investor confidence.
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Both the scale and persistence of the attendant credit crisis seem to suggest
that secunhzanon—together with poor credit origination, inadequate valuation
methods, and insufficient regulatory oversight—could severely hurt “financial

£

stablllty : ) ) .
Increasing numbers of financial institutions employ securitization to

transfer the credit risk of the assets they originate from their balance sheets to

those of other financial mstltutlons, such as banks, insurance compames, “and
hedge funds. They do it for a variety reasons. It is often cheaper to raise money
through securitization, and sécuritized assets weére then less costly for banks
to hold because financial regulators had different standards for them than for
the assets that underpinned them. In principle, this “originate and distribute”
approach brought broad economic benefits too—-—~spreadmg out credit exposures,
thereby diffusing risk concentrations and reducmg systemlc vulnerabllmes

Until the subprlme crisis unfolded, the impact of. securitization appeared
“largely tobe positive andbenlgn Butsecuritization also has been indicted by some
for compromising the incentives for originators to ensure minimum standards of
‘prudent lending, risk' management, and investment, at a time when low retumns
on conventional debt products; default rates below the historical experience, and
the wide availability of hedgi‘ng\tools were encouraging investors to take more
risk to achieve a higher yield. Many of the loans were not kept on the balance
sheets of those who securitized them, perhaps encouraging originators to cut
back on screening and monitoring borrowers, resuiting possibly in a systematic
deterioration of lending and collateral standards.

" The securitization process: In its most basic form, the process involves
“two ‘steps (see chart). In step one, a company with loans or other income-
producing assets—the originator—identifies | the assets it wants to remove from

- its"balance sheet and pools them into what is called the reference portfolio. It

then sells'this asset pool to an issuer, such as a special purpose vehicle (SPV)—
an entity set up, usx_lally by a financial institution, specificalty to purchase the
assets and realize their off-balance-sheet_treatment for legal and accounting

purposes. In.step two, the. issuer finances the acquisition of the pooled assets

by issuing tradable, interest-bearing securities that are sold to capital market
investors. The investors receive fixed.or floating rate payments from a trustee
account funded by the’cash ﬂb}vs generated by the reference portfolio.

of

In most cases, the originator services the loans in-the portfolio, collects
payments from the original borrowers, and passes them on—less a servicing
‘fee-—directly to the SPV or the trustee. In essence, securitization represents an

- alternative ‘and diversified source of finance based on the transfer of credit risk

(and possibly also interest rate and currericy nsk) from issuers to investors. In




- a more recent reﬁnement, the reference portfolio is divided into several slices,  Credit Ratings
called tranches; each of which has a different level of risk associated w1th itand
is sold separately. Both investment return (principal and interest repayment) and . o
losses are a!loeated among the various tranches according to their seniority.

Notes

Issuing agent
(¢.g., special purpose i - ¢ !
vehicle [SPVH : I .

The least risky tranche, for example, has first call on the income generated -
by the underlying assets, while the riskiest has last claim on that-income. The
conventional securitization- structure assumes a three-tier*security design—
junior, mezzanine, and senior tranches. This structure concentrates expected
portfolio losses’in the junior, or-first loss position, which is usuaily the smallest
of the tranches but the one that bears most of the credit exposure and reccives the
highest return. There is little expectation 6f portfolio losses in senior tranches,
which, because. investors often finance their purchase by borrowing, are very

© .sensitive to-changes in underlying asset quality. :

* It was, this sensitivity that. was the initial source of the problems in the -
subpnme mortgage ‘market last year.. When repayment issues surfaced in the .
riskiest tranches, lack of confidence spread to holders of more senior tranches—
causing panic among investors and a flight into safer assets, resultmg ina fire :
sale.of securitized debt. Securitization ‘was ititially used to-finance simple,
selfliquidating assets .such as mortgages. But any type of asset with a stable’
cash flow can in principle be stmctured into a reference portfolio that supports
securitized debt.

-Securities can be b_acked not only by mortgages but by corporate and
sovereign loans, consumer credit, project finance, lease/trade receivables, and
.individualized lending agreements. ' The generi¢ name for such instruments is
asset-backed securities (ABS), although securitization transactions backed |
by mortgage loans (residential or commercial) are called -mortgage-backed °
“securities. A variant i$ the collateralized debt obligation, which uses the same
structuring tectinology as an ABS but includes a wider and more diverse range
of assets.
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The allure of securitizinﬁ: Securitization started as a way for financial’
institutions and corporations to find new sources of funding—either by moving
assets off their balance sheets or by borrowing against them to refinance their
origination at a fair market rate. It reduced their borrowing costs and, in the
case of banks, lowered regulatory minimum capital requirements. For example,
suppose a leasing company needed to raise cash. Under standard procedures, the

_company would take out a loan or sell bonds. Its ability to do so, and the cost,

would depend on its overal! financial health and credit rating. If it could find
buyers, it could sell some of the leases directly, effectively converting’ a future:
income stream to cash. : '

The problem is that there is virtually-no'secondary market for individual

. leases. But by pooling those leases, the company can raise cash by selling the

package to an issuer, which in turh converts the pool of leases into a tradable
security. Moreover, the assets are detached from the originator’s balance sheet
(and its credit l'*ating), allowing issuers to raise funds to finance the purchase of
assets more cheaply than would be possnble on the strength of the originator’s *
balance sheet alone. . :

For instance, a company with an overall “B” rating with “AAA” rated
assets on its books might be able to raise funds at an “AAA” rather than ¢B”
rating by securitizing those assets. Unlike conventional debt, securitization
does not inflate a-company’s liabilities. Instead it produces funds for future

* investment without-balance sheet growth. Investors benefit from more than just

a greater range of investible assets'made available through securitization. The
flexibility of securitization transactions also helps issuers tailor the risk-return
properties of tranches to the risk tolerance of investors. .

For instance, pensmn funds and other collective investment schemes
requlre a diverse range of highly rated long-term fixed-income investments -
beyond what the public debt issuance by governments can provide. If securitized
debt is traded, investors can quickly adjust their individual exposure to credit-
sensitive assets in-response to changes in personal risk sensitivity, market .
sentlment, and consumption preferences at low transaction cost. '

Sometimes the originators do not sell the securities outright to the issuer
(called “true sale securitization”) but instead sell only the credit risk associated
with the assets w1th0ut the transfer of legal title (“synthetlc securitization”).
Synthetic secunnzatlon helps issuers exploit price dlfferences between the
acquired (and often illiquid) assets and the price investors are w111mg to pay for
them (if diversified in a greater'pool of assets). '

-Growth of securitization: The landscape of _secuxiti:iétibn has changed

.. dramatically in the last decade. No longer is it wed to traditional assets with

specific terms such as mortgages, bank loans, or consumer loans (called setf-
liquidating assets). Improved modelmg and risk quantification as well as greater
data availability have encouraged issuers to consider a wider variety of asset

-~
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. types, including home equity loans, lease receivables, and'small business loans,
to name a few. Although most issnance is concentrated in mature markets,
securitization has also registered significant growth in emerging markets, where
large and highly rated corporate entities and banks have used securitization
to turn future cash flow from hard-currency export receivables or remittances
into ‘cirrent cash. In the future; .securitized products are likely to become
. simpler. After years of posting virtually no capital reserves against highly rated

securitized debt, issuers will soon be faced with regulatory changes that will'

require- higher capital charges and more comprehensive valuation. Reviving
securitization transactions and restoring investor confidence might also require
issuers to retain interest in the performance of securitized assets at each level of
seniority, not just the junior tranche.

53.1 Concept of Securitization
Securitization is a process by which identified pools of receivables, which
‘are usually iiliquid on their own, are transformed into marketable securities
through suitable repackaging of cashfiows that they generate ~
The Broader Meaning of Securitization ) _
* Securitization is the process of commoditization: The basic idea is
to take the outcome of this process into the market, the capital market.
Thus, the result of every securitization process, whatever might be the
area to which it is applied, is to create certain instruments, which can
" be placed in the market.
¢ Securitization is the process of integration and differentiation:
The entity that securitizes its assets first pools them together into a

common hotchpot (assuming it is not one asset but several assets, as is -
normally the case). This process of integration. Then, the pool itself is’

broken into instruments of fixed denomination. This is the process of
differentiation.

« Securitization is the process of dé-construction of an entlty If we
“think of an entity’s assets as being composed of claims to various cash
flows, the process of securitization would split apart these cash flows
into different units."We classify these umts, and sell these classified
units to different investors as per their needs. Therefore, securitization
breaks the entity into various sub-sets, We will discuss further the
present-day meaning of securitization after some more understanding
of generic meaning of the term. The process of converting an asset or

a relationship into a security or a’commodity.

Meaning of Security: The meaning. of security . in the context of -
securitization is not static but dynamic. With. respect to securitization, the word

_ “security” does not mean what it traditionally might have meant under corporate

laws.or commerce: a secured instrument. The word “security” here means a
financial claim that is generally manifested in form of a document, its essential
feature Being “marketability”. To ensure marketability,’ the instrument must
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have general acceptability as a “store of value”, Therefore, it:is. generally rated
by credit rating agencies, or it is secured by charge over assets. [n addition, to
ensure liquidity, the instrument i$.generally made in homogenous lots.

age .. } . ) L -
Securitization Process: The successful execution of.a securitization

depends on the investor's uncontested right to_securitized cash flows. Hence,
securitized loan need to be separated from the ongmator of the loan. In-order to

‘achieve this separation, a securitization is structured as a three-step frame work:

1. A pool of loan is soid to an intermediary by the originator of the loans.
“This intermediary (called a special purpose vehicle or SPV) is usially
incorporated as trust. The SPV is an entity formed for the specific
purpose ‘of transferring the securitized loans out’ of the ongmator $

" balance sheet, and does.not carry out any other business.,

2. 'The SPV issues securities, backed-by the loan, and by the paymei%‘t'

- streams associated with these loans. These securities are purchase by

investors. The proceéds from the sale of the securitized are paid to the
ongmator as a purchase consideration for the loan recelvables

. 3. 'The cash flows generated by the loans over a penod of time are used

‘ to repay investors. There could also. be some credit support built
into the transaction-to protest investors against possible lossés in the
pool. However, the investors will typlcally have no. recourse to the
originator. . - .

Need for. Securltlzatlon. The generic need for: securitization is snmlar '
to that of organized ﬁnancnal markets. From the distinction between a financial

relation and a financial transaction earlier, we_ understand that a relation
" invariably, fieeds the coming. together and’ remalnmg together of two enitities. Not
. that the two.entities would necessarily come together of their own, or directly.

They might involve a number of financial mtermedlanes in the process, buta
relation involves fixity over a certain time. Financial relations are created to
back another financial relation, such as a loan being taken to acquire an asset,
and in that case, the needed fixed period of the relatlon hinges on the other that

-1t seeks to back-up.

Financial markets developed in response to the need to mvolve a large £
number of investors, As the number of investor’s keeps on increasing, ‘the
average size per investors keeps on coming down, because growing number
means involvement of a wider base of investors.

The.small mvestor 1s not a prefessional 1nvestor He needs .an instrument,

which is easier to understand, and provides liquidity and legal sanction. These
needs set the stage for evolution of financial instruments:which would convert

_financial claims into liquid, easy .to understand and homogenous products.

They would be ‘available in small denominations.to suit even a small investor.
Therefore, securitization in a generic sense is basic to the world of finance, and.’
it is right for us to say that-securitization envelopes the entire- range of financial
instruments, and thé range of ﬁnancxal markets. : o
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. Reasons for Growth'of Securitization:
1. Financial claims often involve large sums of money; which is outside

the reach‘of the small investor who lacks expertise. In‘order to cater to-

this need development of financial intermediation. In a simple case an
. intermediary such as a bank obtains resources of the small investors
and uses the same for the larger investment need of the user.

2., Small investors-are typically not in the business of investments, and
hence, liquidity of investments is most critical for them. Underlying
financial transactions need fixity of investments over a fixed time,
ranging from a few months to may be a number of years, This problem
could. not-even be sorted out by financial ‘intermediation, since, the
intermédiary provided a fixed -investment- optlon to the seeker, and

itself requires. funds with an option for liquidity. Or. else, it would be.

into serious problems of a mismatch. Hence, the answer is a marketable
mstrument '

3. Generally,i mstruments are easier understood than financial transactions.
An instrument is homogeneous; usually made in a standard form,
and generally containing standard issuer ‘obligations. Hence, it can
‘be- understood generically. Besides, an important part of investor
information is the quality and price of the instrument, and both are
difficult to be ascertained. . .

The need for securitization :was almost inescapable, and present ‘day’s
* financial markets would not have been what they are, unless some standard
thihg that market players could buy and sell, that is, financial-securities, were
“available. Therefore, thére'is large scope for development in this area. Capital

markes are toddy a place where we can trade, claims over entities, claims over

assets; risks, and rewards . .

5.3.2 Securitization as A Fundmg Mechamsm )

Securitizationisa carefully structured process by which a pool of loans and
other recéivables are packaged and so]d in the form of asset-backed securities
to the investors to raise the reqmred funds from them. Through this process

rcla_tlve!y illiquid assgts are (_:onverted into securities. Securitization falls under.

the broad category termed as structured finance transactions.

Structured finance refers to:securities where the promise to repay the
investors is-backed by the value of the- underlymg financial asset or the credit
support of a third party to the transaction or some combination of the two. Thus,
securitization is nothing but liquefying assets comprising loans and receivables
of an institution through systematic issuance of financial instruments.

‘Structured financing instruments are derivatives of traditionally secured

debt instruments where the credit standing of the instrument is supported by a |,

lien.on specific assets or by some.other form of credit enhancement such as a
~guarantee. With a conventlonal secured bond, the primary source of fepayment
of the bond is still the earning power and cash flow of the issuer.

‘Credit Ratings
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In a securitized transaction, the burden of repayment on the bond shifts

“away from the issuer to a pool of assets orto a third party. The cash flows from

the pools of assets which have been securitized provide the funds for repayment
to the bond. - -
Securitized transaction is termed as structured transaction because

. through specific choicés relating to the type and amount of assets in the pool
and particular features of the’ transaction; these securities ‘may be structured to

achieve a desired level of risk and a desired level of rating. .

Securmzatlon is said to have taken place when a company § assets are
removed in one way or the other form from.its balance sheet and are funded -
instead by investors. The investors receive tradable financial instruments.
evidencing the investment without recourse: to -lending institution, Th¢ entire

| transaction; from the accounting point of view, is carried out on the: asset side of

the balance sheet, that is, one asset gets converted into another
Mechanism of Secaritization
Typlcally, the mechanism'of securitization is outlmed below )
(i) The process of securitization starts with identification by the company - '
(the originator) the loans or bills receivable in‘its portfolio, to prepare
a basket or pool of assets to be securitized: The package- usually forms

‘an optimum mix $o as to ensure falr marketability of the instrument to
be issued.

Further, the matlmtles are also so-chosen that the package represents - ._ -
one homogeneous lot. The pool of receivables. is backed by the

underlying securities held by the ongmator (in the form of mortgage, _
pledge, charge, etc.). '
- (i) The pool of assets so identified is then sold to a specific purpose
vehicle (SPV) or trust. Usually an investment banker performs-the -
task of an SPV, which is also called an issuer, as it ultimately issues
- the securities to investors: . :
(iii) Once the assets are acquired by ¢ SPV the same are spht into mdmdual
. shares/securities which are reimbursed by selling them to investors.
These securities are called ‘Pay or Pass Through Certificates’ (PTC):
“which are so structured as' to synchromze for redemption with the
* maturity of the securitized loans or bills:

A PTC thus represents'a sale of an undivided intérest to the extent of
the face value of the PTC in the aggregate pool of assets acquired by
the SPV from'the originator. - '
(1v) Repayments undér the securitized loans or ‘bills keep on being
received by the originator and passed on to-the SPV. To this end, the
contractual relationship- between the originator an 'd the borrowers/
obligates is-allowed to subsist in terms of the pass through transaction;
. alternatively a separate agency arrangement is made between the SPV
(Prmmpal) and the originator (agent).

-
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(v) Although a PTC could be with recourse to its originator, the usual -

practice has been: to make it without, recourse. Accordingly, a PTC
holder takes recourse to the SPV and not the originator for payment
to the principal and interest on the PTCs held by him. However, a part
-of the credit risk, as percexved {(and not interest rigk), can be absorbed
by the originator, by transferrmg the assets at a discount, enabling the
SPV to issue the PTCs at a discount to face value.

(vi) The debt to be s'eéuritized and the PTC issues are got rated by rating
agencies on the eve of the securitization. The issues by.the SPV could

also be guaranteed by external guarantor-institutions to enhance’

creditability of the issues. The PTCs, before maturity, are tradable in a
. secondary market to ensure liquidity for the investors.

From the above, it is evident that the primary participants involved in the
issuance of securitization transaction are the originator, obligors, the’ SPV, the
servicer and the ctedit enhancer.. The originator has the assets which are sold
or used'as collateral for the assets backed securities. Ongmators are generalty
manufacturing companies, ﬁnancnal mstltutlons, banks and non-banking finance
companies. ~ .

The term obligors®‘refers to borrowers who have taken loans from the
originators resulting in the creation of the underlying asset. The SPV or trust
raises funds to buy assets from the originator by selling securities to investors.

It uses the cash flow: generated by the financial assets in the pool to pay
interest and principal to investors and covers its own costs. The servicer/receiving
and paying agent is responsible for collecting principal and interest payments on
assets when duefand’for pursuing the collection from delinquent a’g_counté.

The service is usually the originator or an associate of the originator. The

credit’enhancer provides the required amount of credit-support to reduce the
.oVerall credit risk of a security issue.

?

" Credit enhancement is provided by the originator in the form of senior-
subordinate structure over collaterisation or-through a cash “collateral.- Third
party credit enhancement generally takes the form of a' lctter of credit or a surety

Uthlity of Securitization: Securitization as a financial instrument is
becoming extremely popular the world over with more and more issuers

resorting to raising funds through.this route. This is for this fact.that it confers -

lot of benefits on the parties to the process.
Securltlzatlon serves as _handmade to ergamzatlon in. raising addltlonal

funds to ﬁnance their growth programme. Companies with poor credit standmg

and therefore finding it difficult to procuie resources from the market can obtain
funds by issuing asset back securities at lower interest cost ‘due to higher credit

rating on such securities. Even if the issuer is not an AAA rated company, it.can -

issue an AAA rated securitized asset.
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and Fmancm! Serwces strpulatcd by the-rating agency. What is more useful is that relatively illiquid
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assets are converted into marketable securities providing liquidity and alternate

funding sources. Another, advantage to the company is economy in'the use of
funds and greater recyclmg of resources leads to hrgher business turnover and

-profitability. _ .
Further, cost of raising funds by way of secititization is cheaper than that
involved in funding by way of conventional fund-raising instruments like shares,

bonds; debentures, and commercial papers. Through is novel mechanism of .

diversifying the risk factors, enhancing the credit and removing uncertainties

for investors, structured securitization facilitates .the orlgmator to access the:

securities market at debt ratmgs higher than its overall corporate ratmg ‘Asa
result, the company can secure funds at lower cost. .

The cost of aising funds against securitized assets depends esseritially
on quality of assets to be secuntrzed and image of the issuer in the minds of

investors..Obviously, the pnce at which an asset based sécurities is sold or the

" discount which the buyer gets differs from deal to deal. Further bargaining

powers of the negotiations bear upon the cost of acqumng funds through

SCCUI'ltlZBtIOIl

Securitization also facrhtates strengthening of capital adequacy of the .

originating company by isolating the loan-assets from'the-originator’s balance
sheet and by- removmg or replacing them. Securitization is equally useful-to
investors. It offers multlple new mvestment instruments for mutual funds,
insurance companies, pension funds and general investors to cater to their needs _
and preferences. Besides widening the choice and availability, it also- provrdes
for higher return and liquidity for the instrument. -

. The unique benefit which investors derive from securitization is that they

* can look past the issuing entity to the collateral pool that the issue represents. This

" transparency reduces uncertainly. for the mvestor as to the risk element. Being
a structured asset backed secunty, the instrument provides higher protection”
agamst rating down-grades of the originator, as compared to traditional debt
securities.

It also provrdes opportunity for matching cash flows and managing ALM

_ since securitized instrument carries regular monthly cash flows and has.varying

maturrtrcs The prevalence 6f secondary markets would offer. hqurdrty

Asa product of raising funds against receivables, “securitization i is far

superior to bills discounting or factoring: Bill discounting has emerged as a
workmg capltal product employed to rarse ﬁmds out of short-termi trade

- Evenina mature brll market, the sheer quantum of paper work in ralsmg
"‘money against bills of long maturities would be a deterrent. Although factoring

- | appears to be similar to securitization as the factor buys the receivables of a
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company at a discount, there ‘has. traditionally beer no intention to. rate the Credit Ratings
portfolio or create a secoridary market for the receivables.

Further, factoring has emerged as a trade financing tool rather-than for
medium or long-term’financing. However, the sécuritization -process, if not
carried -out prudentially, can leave risks with'the originating bank without
allocating capital to back them: While alt banking activity entails operational’ -

and legal risks, these may be greater under more complex actmty Notes

- Rtis “felt. that the main risk a-bank may face in a securitization scheme
arises if a true sale has not been achieved and the selling institution is forced to
recognize:some or all of the losses if the assets subsequently cease to perform. -
Also, fusiding risks and-constraints on liquidity may arise if assets designed't6
be securitized have been originated, but because of. dlsturbances inn-the market,
the securities cannot be placed.

5.3.3 Securitization in India ' v
Sécuritizaiion in India began in the, early ninetxes, with CRISIL ratmg
bilateral acqmsmons of portfollos of ﬁnance companles Thesé were forms of
'quasn-secuntlzatlons with pOleOllOS moving from the balance sheet of ‘one -
originator fo that of anotker. Ongmally these transactions included provisions
that prowded recourse to the originator as well as new loan sales through the
direct -assignment route, whxch was structured using the true sale concept.

Through most of the 90s, securitization of auto loans was the mainstay - _
of the Indian’ markets. But since 2000, Residential Mortgage | Backed Securities :
(RMBS) have fuelled the growth of the'market. '

-

The need for securitization in India exists-in three major areas - Mortgage
Backed Securities (MBS), the infrastructure Sector and other Assét Backed™
Securities (ABS). It has been observed that Fifiancial Institutions/banks
have made considerable progress in-fihancing of projects in the housing and
-infrastructure sector. It is therefore necessary that securitization and other allied
modalities.get developed so that Financial Institutions/Banks, can offioad their
Imtlal exposure and make room for ﬁnancmg new projects. .

-3

With the introduction of ﬁnancml sector reforms in the early nineties, -
Financial Institutions/banks, particularly the Non-Banking F1nanc1a1 Companies
(NBFCs), have entered into the retail business 'in a big way, generatmg large
volumes of homogencous classes of assets (such as auto loans, credit cards).

This has led to attempts being made by a few players to.get into the ABS
market as well. However, still a number of legal, regulatory, psychological and
other issues: need to be sorted out to facilitate the growth of secumlzatlon in
India.

A.l. Current Scenario in India s ,

-

Secm_‘itizatiqn in India adopts a trust structure with the underlying-assets )
being transferred-by way of a sale to a trustee. Albeit a trust is not a legal entity,
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-a trustee is entitled to hold-property, which is distinct from the property of the
trustee or other trust properties held by him. Thus, the trust is termed as a Specnal
Purpose Vehicle (SPV) '

The SPV issues securities that are either ‘Pass Through Securities’,or ‘Pay
- Through Securltles (PTS)’. In case of Pass Through Securities, the investors
‘holding them acquire beneficial interest in the underlying assets held by the
trustee. '

Whereas, in case of PTS, investors holding them acquire beneficial
interest only in the cash flows realised from the underlying assets and that too
in order-of and to the extent of the obligation contracted with the holders of the
respective senior and subordinated branches of PTS. Under either scenario, the
legal ownership of the undérlying assets continues to vest in the trustee.

Mortgage ‘Backed Securities (MBS) :

In 2004-05, the Mortgaged Backed Secuntlcs market grew moderately
at 13% with the issuance valued at’? 33.4 billion. There was also an incréase
in the ‘par’ transactions with all 15 transactions being made in 2005 having a
‘par” structure. Since the underlying home loans in MBS pool have a floating-

- rate, the scheduled cash flow on such pools is uncertain and liable to change,

depending on actual interest rate. Moreover, options to convert from fixed to
floating rate and vice-versa, coupled with negotlated re-pricing of loans, added

to the uncertainty of the cash flow in the MBS pool.

With the underlying loans earning ficating rates, Pass Through Cemﬁcatcs

(PTCs) in MBS issues are also’being predominantly- priced on a floating rate - |

basis. In 2005, 52% of issuance was based on a floating rate. But given the
significant expansion in the housing finance business, there is room for even

- more significant expansion in the MBS market. .

However, the long-term tenure of MBS and the lack of llqllldlty in the
secondary market discourage investors from getting actively involved in the
market. Also home loans in India get pre-paid or re-priced, thus exposing the

structures to significant interest rate risk and leading to higher credit enhaficement.

requiréments
" Asset Backed Securities (ABS)

In 2005, the market for Structured Finance (SF).grew by 121% in terms .
of value and 41% in the pumber of transactions, while the ABS ‘market doubled

from T 80.9 billion.in 2004 to ¥ 222.9 biltion in 2004. ABS was the largest

product class, accounting for 72% of the SF market in 2005. This was three times
highier than the volume of T 81 billion in'2003. The growth in ABS issuance was
the result of the following factors:

« Continued increase in disbursements by key retail asset financers,
» Investors familiarity with the underlying asset class,
« Relatively shorter tenure of issuances, .

« . Stability in the performance of a growing number of past pools
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Tablé Al: Trend in Structured Fipance Volumes  billion) -

" Type -2001-02 | 2002-03 | 2003-04 | 2004-05

*  |ABS 12.9 36.4 809 | 2229

MBS 1 08 14.8 29.6 334

CDO/LSO 19.1 " | 243 28.3 25.8

PGS 4 19 0 | 16
Others 0 04 |. 05° 10 ’

Total * 36.8 ‘717 13922 308:2

(COD; Corporate Debt Obligations, LSO; Loan Sell off, PGS;‘P'ari‘ial ‘

Guarantee Structure) -

Another important aspect of recent ABS issuance is the increasing
preference of floating rate yields. In 2005, 13% of the PTCs issued had a floating
rate yield while the corresponding ﬁgure for 2004 was only 6%. Repackaged
securities was also introduced, where in the cash flow on certain existing PTCs
issued under an ABS.transaction are acquired by a*SPV and fresh PTCs are

" issued against the same. | ‘

Given that the Asset Backed Securities are still new for the investors in
India market, their preference is. for AAA/AA rated instruments as therc is no
market for the subordmated paper or ‘Junk Bond'.

In 2005, ¥ 2.8 billion worth of Corporate Debt Obligations (CDO) and¥ 23

billion worth of individual corporate loans were seturitised. The impeding factor |’

in CDO growth is that, investment decisions in the CDO pool are influehced by
base rating of the underlymg corporate eXposures.

A.2, Issues facing Indian securitized market.
A2l Regulatory issues Stamp Duty: One of the blggest hurdles facmg

the development of the securitization market is the stamp duty structure. Stamp™

duty is payable on any instrumént which seeks:to transfer rights or receivables,

whether by way of assignment or novation or by any other mode. Therefore, the - :
process of transfer of the receivables from the originator to the SPV involves an -

outlay on account of stamp duty, which-can make secuntlzatlon commercially
unviable in severai states. :

If the securitized instrument is 1ssued as evidencing indebtedness, it would
be in the form of a debenture or bond subject to starnp duty. On the other hand,

if the instrument is structured as a Pass Through Certificate (PTC) that merely

evidences title to the receivables, then such an instrument would not attract
stamp duty, as it isn’t an instrument prowded for specifically in the charging
provisions.

Among the regulatory costs, the stamp duty on transfers of the securitized
instrument is again a major hurdle. Some states do not distinguish between
conveyances of real estate and that of receivables, and levy the same rate of
stamp duty.on the two, Stamp duty being a concurrént subject, specifically calls
for a consensual legal position between the Centre and the States.
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A.2.2, Foreclosure Laws: Lack of effective foreclosure*laws also
prohibits the growth of securitization in India. The existing foreclosure laws
are not lender friendly and increase’the risks of MBS by making it difficult to
transfer property in cases of default. :

A. 2.3, Taxation related issues: Tax treatment of MBS: SPV Trusts and

'NPL Trusts is unclear. Currently, the investors (PTC and SR holders) pay tax -
on the income distributed by the SPV Trusts and on that basis the trustees make

income pay outs to the PTC lidlder's without any payment or withholding of tax. . .
- The view is based on legal oplmons régarding assessment of investors mstead

of trustee in t.helr representative capacity..

It needs to be emphasized that the Income Tax Law has always enwsaged
taxation of an unincorporated SPV such as a Trust at only one level, either at
the Trust SPV level, or the InvestorfBeneﬁcmy Level to avoid double taxation.
Hence, any explicit tax pass thro regime if provided in the Income Tax Act does
not represent conferment of any real tax concession or tax sacrifice, but merely
represents a position that the Investors in the trust would be liable to tax instead
of the Trust being held liable to tax on the income. camned.

Ainendments need to be made to provnde an explicit tax pass thré treatmerit
to securitization SPVsand NPA Securitization SPVs on par with the tax pass

' thro treatment applied under the tax-law to Venture Capital-Funds régiétered .

with-SEBI. To make it.certain that investors as holders of Mutual-Fund (MF)

schemes are liable to pay tax on the income from MF and ensure that there isno
tax dispute about the MBS SPV Trust or NPA Securitization Tmﬁt being treated

as an AOP(Assomatmn of Persons); SEBL should con51der the possibility of
modifying the Mutual Fund Regulations to permit wholesale investors (investors .
who invests not'less than Rs..5 million in scheme).to invest and hold units ofa .
closed“ended passively managed mutual fund scheme. : |

- The sole objective of this scheme is to invest its funds into .PTCs and SRs

. of the designated MBS SPV Trust and NPA Secuntlzatton Trust Recogm:mng )

the wholesale investor and Qualified Institutional Buyers (QIB) in securitization
Trusts, there should be no withholding of tax requirernents on'interest paid by the

borrowers (whose credit exposures are securitized) to the securitization Trust.

Similarly, there should be no requirement of withholding tax on
distributions made by the secufitization Trust to-its PTC and/or-SR holders.

* However, the securitization Trust may be required to file- an annual return

.with the Income-tax- Department, Ministry of Finance, in which all relevant
particulars of the income distributions and identity of thie PTC and SR holders -

may be included; This will safeguard against any possibility of revenue leakage.

A.2.4: Legal Issues: Listing of PTCs on stock exchange: Currently, the'

) SCRA definition of ‘securities] does not specifically cover. PTCS While there

is indeed a legal view that the current definition of sccuntles in the SCRA

~ includes any instrument derived from, or any interest in securmes, the n_atu[e

of the instrument and the background of the issuer of thé instrument, not being .
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homogenous in respect of the rights and obligations attached, across instruments Credit Ratings
issued by various SPVs, has resulted in a degree of discomfort among exchanges .
listinig these instryments.

~ - To remove any ambiguity in this regard, the Central Government should .
consider notifying PTCs and other securities issued by securitization SPV. Trust | -
as ‘securities’ under the SCRA:- Some issues under the 'SARFAESI Act: The
ambiguity about whether or.not Asset Reconstruction Companies (ARCs) and . Notes
Securitization Companies (SCs) registered with ‘the RBI can establish multiple
SPV Trusts, has been resolved by a specific provision in the form of sec. 7 (24)
of the SARFAESI Act.

“In view of this, it is now possibie to unamblguously adopt the trust ‘SPV
structire even under the SARFAESI Act for MBS, ABS or NPL securitization.
The cufrent definition of ‘Security Receipt (SR)’ envisages SR to.be the evidence -
of acquisition by its holder of an undivided right, title or interest-in the financial
asset invol'vet_iliﬁ securitization. This définition is appropriate and sufficient for
securitization structures where securities issued are all characterized as ‘Pass
Through Securities’.

However,. where the SPV Trust infends issuing Pay Through Securltles

‘with different classes or branches having senior-or subordinated rights.to the | . =

* cash flow from realization of financial assets, the current definition of a SR may

prove legally inadequate: There is need for an amendment that enables the SR to.

also be an evidence of the right of its holder to the cash flows from realization of
the financial asset involved in securitization.-

~ The construct of the SARFAESI Act is- such that it enables SRs to be
issued to and held by Quallﬁed Institutional Buyers (QIBs), but does not include
NBFCs or other. corporate bodies, unless they are notlﬁed either by the Centrat’
Government as financial institution.

In order to deepen the market for SRs, there i$ a'rieed to broad base the
= investor base that qualifies to invest in SRs. With a view to deepen the investor
base of QIBs which can invest in SRs, it is suggested that NBFCs and non-
‘NBFCs with owned net fiinds in excess of Rs.500 million be permitted to invest
in SRs as QiBs. Similarly, private equity funds registered with SEBI as venture
capital funds may also be permitted to invest in SRs within the limits that are

- applied for investment by venture capital funds in corpo_[ate débt instrurmnents.

A.3. Recent Developménts

In the 2005-06 budget the Finance Minister made certain proposals to
strengthen the capital market. The following are a list of the measures proposed _
in the budget to bolster the corporate bond market: . ~

-~

* Amending the definition of ‘securities’ under.the Securities Contracts
Regulation Act 1956 's0 as to provide a legal framework for trading of
securitized debt including mortgage backed debt -

» Appointing High Level Expert Committee on Corporate Bonds and
Securitization to look into the legal, regulatory, tax and market design
issues in the development of the corporate bond market.

L]
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- Investment Banking . These measures are expected to open up new opportumtles for mtematlonal
and Financial Services investors to take part-in the growing Indian economic boom. The amendments
' will altow securmzed debt to be traded on the stock exchanges; Whlch will widen

and deepen liquidity in the debt markets leading to efficient pricing of risks.
~ Securitization, by diversifying away borrower default nsk, should attract new

market participants' including foreign institutional investors: This will enable
Notes - easier access to long-term debt for infrastructure projects.
| In February 2006, the RBI has released its’ final guidelines governing
the securitization of performing assets in India in response to a High-Level
Committee i'qport; These finat guidelines will have a definite impact on several
issues and should enable the development of a vibrant and robust securitization
market. ' '

Some of the positive aspects of the recent notification‘are as foliowing:

" + A clear definition of what constitutes first and second loss, credit
enhancements. -

+

The guidelines clearly define first and second loss credit enhancements.:
First loss represents the credit enhancement required to-raise the rating of the
instrument to an investment grade rating. Second loss represents the incremental
credit exihancqment to achieve the final rating of the instrument. -

This definition is a crucial step in the right direcﬁon, as it would enable the
market to operate on 2 commonly shared understanding on an issue that has been.
| the sub}ect of much speculation and debate. Besides; it enables harmonization of
| credit enhancement across transactions, and facilitates comparison and analysis,
, which are a pre-requisite for potentlal second loss services provision-by third
parties.

_  Confirmation that exposures to securitization transaction will *be .
classified as exposures ‘to the underlying assets. -

Investments in securitization transactions have been classnﬁed to represent ~
exposure to the assets owned by the trust. This is'a crucial notification, as several
investors in the past insisted on classifying SPV Trusts as conventional corporate

~credit exposures, being uncomfortable with the ambiguity on this issue.

This clarification puts the subject to rest. It is also expected that investors
will be able to use securitization as an effective means of obtaining exposure
to directed lending in priority sectors, such as Small Road Transport Operators
.(SRTOS) agncultural lending and small home loans. _ -

« Encouragement of active third party involvement in transactions.

- This is the most positive aspect of the guidelines as it rcpfesents aparadigm
shift with respect to securitization transactions. The guidelines actively encourage
the participation of third parties, which'is expected to increase transparency and
create a vibrant market for independent service providers. It will facilitate a
preferential capital treatment in comparison to the originators, if they choose to
provide second loss credit enhancement. =~
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They will need.to provide capital at a risk weight of 100% vis-a-vis a
complete write-off of capital if the originator providas second loss enhancement.
At least 25% of the liquidity enhancement, provided in the transaction will need
to comé from an independent third party other than the originator.

This recommendation symbolizes a'clear. shift in the regulator’s approach

to the product and it reflects the need to build-a healthy third party participation *

in the market. Several market participants have shown great. deal of interest
in providing these services. Insurance companies, both- private and public,
have also expressed interest in providing credit insurance solutions, which will

'tremendously increase the depth and vibrancy of the market. The guidelines are

also expected to increase transparency on disclosures of securitization exposures
by originators. .
.However some. provisions of these guidelines are expected to have
an adverse impact on market growth in the short term. Originators will-face
challeniges on account of: _
+ Continued ambiguity on the applicability of the guidelines for past
transactions and for' direct assignment of loan receivables. The mode of

.. implementation of the ‘guidelines whether retrospective of prospective, has

not been specified yet. - The guidelines. indicaté that implementation for past

‘transactions would be -under” taken on a case-by-case basis. But given the -

significant impact that this decision could have on the financial and capital
position of banks and ﬁnanc1al institutions, a clear directive on the issue would
- be appropriate. '

. Prolnbltlon of upfront profit recognition lIl securitization desplte a
complete sale of assets to the SPV. :

The guidelines prohibit profit recognition on securitization transactxons at

- the time of sale. Profits need-to be amortized over.the tenor of the transaction.-

“This is a departure both frora the draft guidelines issued by the RBI in April
2005 and from past ICALI. K ~ )

Assuming that the transaction has passed the required tests of true sale and -

represents a fixed limited downside risk for the seller, the denial of profits could
be considered onerous. Besides it would create a deferred tax a3set as the sale
and profit will be recognized for income tax computation. This move is expected

. to impact market attractiveness for the ;;roduc_t, as profit recognition has been .

one of the motivations for several originators.
A.4. Conclusion

The RBI guidelines thus provide a robust regulatory. and mstltutlonal
framework for the-orderly development of the securitization market in_the

— long term. At'the same time the guidelines have eliminated some incentives
for securitization. This will lead to temporary reduction in issuance volume.

However, in the medium and long term, the securitization market is expected to
witness reasonable growth.

¥
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The stringent norms presently, proposed on. capital allocation for.credit
enhancements will drive originators towards mezzanine strips. Consequently,

-a new class of investors in these products, who are comfortable with sub-AAA

exposures, is expected to emérge. Thus large banks and financial institutions are
expected to enter the market actively as investors. '

The proposed guide lines on Basel 11 lmplemcmatlon for banks, providing
sugmﬁcant capital relief for investments in bonds with high credit ratings, is also
expected to enhance the demand- for AAA/AA paper whlch can be eﬁiclently.
structured into securitization transactions.

With the proposed recognition of PTCs as securities under the SCRA, and
the subsequent listing of PTCs, interest from both domestic as well as foreign.
investors will witnessa rise. ,

54 SUMMARY  _° oo

Credit rating is a professional judgment about the likelihqod that someone ~
or organization will fulfill their financial obligation as at when due. Through
credit rating, the- likelihood of debt payment is reflected in standings on the
assessment of individual and corporate creditworthiness. -

Securitization is the process of convertmg a group of nonmarketable assets,

or expected futuré cash flows on the assets, into units of marketable securities

in order to sell the underlying assets in the capxtalma‘rket to generate money for

. abusiness. In the context of banking, securitization is the process of converting

a pool of lodns, and sale of the pooled loans; as units of secured marketable
securities to investors to meet the funding need of a bank. It is the conversion of
expected future cash inflows (i.e., service incomes and repayments) from a pool
of loans into \inits of secured marketable securities which are sold to investors
to raise capital for a bank: '

Some funding need triggers 4 securitization deal, while the existence
of a robust capital market nourishes it. Securitization has significance and
implications for risk management in bank lending. Certain objectives of”
securitization underline its significance as a capital market instrument. It helps a
bank to.unlock and recoup funds tied up in risk assets, optimize earnings while
enhancing return on capital employed, mitigate credit risk, create an alternative
source of cash flow, manage its balance sheet, tap into occasional windows of
opportunity that may open to it, and explore new investments in and outside-
lending. ot

The process of and stéps involved in, securitization of loans can be more
or less complicated, depending on the level of development of the capital market.
In developing countries where the market is still evolving, securitization is hardly
a welcome option. Five parties—the obligors, originator, and a SPV, there are
also the investors and administrator or servicer—with mutually excluswe roles,
are involved in the conduct of securitization.




iThe main document ini loan securitization transaction and investment is a Credit Ratings
PTC. The PTC serves as evidence of investment in securitized loans. Issuance )
of FTCs to investors is preceded by the creation of marketable securities on .
a set of pooled loans. Thus, the PTCs represent the securities so created and
investors may buy as many units of the securities as they want. Investors consider
other. 1mportant factors, especially the risk, vield, quality, and diversity of the ‘ Co
secuntlzed loans, as well as collateral strength of loans backmg the securities. - Notes °

5.5 EXERCISE

What is the concept of credit rating?
How many rating agencies are there in India?
What is securitization and its process?
Discuss the types of credit rating?
5. Analyze the Securitization in India.
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