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8.0 OBJECTIVES

After studying this unit you should be able to:

List different sources of long term finance

1 Discuss the characteristics of equity finance and preference capital and how a
company can issue new equity finance

1 Explain different types of debentures/bonds their features merits and demerits

1 Discuss ternioan, and venture capital

8.1 INTRODUCTION

Finance is the money necessary to be raised for an enterprise. The requirement may
be for short periods or long, which would determine the type and source of finance.
Money can be raised for shgrtmedium or longterms. Longterm finance is
typically finance of maturities of over five years.

Long-term finance is required for medium to leteym purposes to meet the cost of
acquisition of fixed assets for diversification, expansion, modernisation ast@lso,
meet permanent working capital requirements. There have been findings that firms
grow faster and are more productive when more -lengn finance is available to

them. Government subsidies do not produce the same effect and in some cases are
associateavith less productivity and growth.
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The sources of finance can be in the national currency, which in India is the Indian
Rupee. Since liberalisation of the economy, finance can also be availed in India in
foreign currency such as the US Dollar, Greata@nitPound, Euro etc.

In this unit you will learn above different sources of long term finance their features
and advantages.

Long-term finance can be categorised into three broad groups depending on the
sources of funds viz. a) own b) borrowed andtben

a) Own funds include 1) equity share capital 2) preference share capital 3)
convertible preference share capital 4) reserves or retained earnings

b) Borrowed funds include those raised from 1) convertible debentures 2) non
convertible debentures 3) fixed deposit 4) term loans 5) lease/hire
purchase/ suppliersdé credit

c) Other funds can be 1) subsidies 2) factoring 3) venture capital 4)
ADR/GDR/bond issueS) seed capital

Borrowing and lending are beneficial if it is more widespread. If a large amount of
money were to be borrowed, for a long period of time, one would find it difficult to
find a lender. If however, a debt were transferable, it would beereto find many
people willing to lend the same amount over shorter periods of time. The ability to
transfer debt is made possible by the use of credit instruments. These are written
evidences of the extension of credit. By selling the credit instrundbatit is
transferred from one person to another.

Money is generally, made available through financial contracts referred to as financial
instruments. Their terms and conditions largely determine the nature of the
instruments. These instruments become gberces of finance. Credit instruments
have some common features such as identity of the debtor, amount of debt,
arrangements as to maturity and payments of interest.

Some instruments essentially have short terms and are used forteshort
requirementof funds while others finance loftgrm requirement of funds. Capital
markets are the source of letgym finance where as source of skterin finance is
called the money market. The entities that participate in the capital market are
government, banksinancial institutions, and businesses.

Generally, the type of capital that a company can acquire requires a provision in its
articles of incorporation. The decision on capital structure (mix of debt and equity) is
generally taken on the basis of theeetfof taxes the company and its claim holders
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pay, cost of raising it or its investment policy. Debt enjoys tax benefit over equity as
allowed by governments. Further, in the case of debt, tax is paid on -before
earnings.

An investment policy would élp as otherwise companies may simply decide to stop
investment when faced with too much debt, since revenues from investment would
largely go to pay off debt, while cost of raising funds would be borne by all investors,
especially equity holders. Too lgét debt can also be bad; especially in mature
industries where companies not disciplined by the need to service debt, can fritter
away excess cash in unprofitable investments. lteng debt is the preferred mode

of finance since it is less onerous to sy considering both interest and principal do
not have to be paid in the short run.

The first step in sourcing involves ascertaining resource requirements and defining
borrowing parameters such as maturities and sourcing. Even though the sources are
many, markets and instruments may not be accessible to all borrowers. Companies
then have to do a cost analysis to decide the source or sources to be tapped. In this
Unit, we shall discuss about retained earnings, equity capital preference capital,
debenturs, bonds, term loans and venture capital in detail. Let us start with Retained
Earnings.

8.2 RETAINED EARNINGS

These are the earnings of an entity and it includes surplus or net income or profit, for
the current accounting year after distributiordofidend i.e. the amount available for
carrying forward into the next accounting period. It also includes accumulated profits
of past periods left invested in the business but not definitely allocated for any
purpose. Retained earnings can be appropriatedontractual agreements requiring
such appropriations provided it is permitted by the board of directors.

Retained earnings are those earnings, that are kept as reserves in various reserve
accounts. They are shareholder funds and are used for pugdasmstal or current
expenditure of the company. When they reach a level of accumulation, with due
regard to taxation, they may be distributed as bonus shares, to the existing equity
holders, in a certain ratio to their equity holdings.

There is a gemal belief that dividend yield is the most important indicator of stock
value. Nevertheless, companies can create value for shareholders with earnings that
are not paid out as dividends. Retained earnings can be used for buying back share,
retiring debt oreinvesting for growth which action can increase future earnings per
share. If the return that the organisation receives from its retained earnings matches
that which can be achieved by the individual investor, the dividend payout will not
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matter. Retained earnings can finance only a part of investment programmes since
they are generally insufficient to provide all the needed funds.

Some companies do not pay dividends at all, because they wish to retain the funds for
expansion. They do nahink it necessary to formalise the retention of earnings by
declaring a stock dividend and would argue that there were no advantages in issuing
more shares, thereby imposing a burden on the management to maintain future
earnings. If earnings could not Ineaintained, the dilution effect would take place
(retained earnings, when invested, earn a smaller amount than do previously invested
funds, hence earnings are said to be diluted). Alternatively, companies may not pay
dividends because they cannot affoiném with their present and future expectation

of profit. Perhaps the company is in receivership or is being reorganised.

Retained earnings offer such advantages as not having to approach lenders or
shareholders, eliminating costs of issue and lossesgtiog wf underpricing.

8.3 EQUITY CAPITAL

The stock/shares of a company issued to investors for money or property or out of
accumulated earnings constitutes its equity capital and it is divided into a number of
equal parts of shares, usually witeecified par value.

It is the capital raised by issuing stock and is the asset of a company. It is limited by
the company's articles of association and its-layes and the amount authorised
towards share capital. A company issues shares of equakvaeunting to the

value of authorised capital. It is however, not obliged to issue all shares up to the
authorised amount. Issued and outstanding shares are certificates of ownership held
by the shareholder and it represents the shareholder's intetiestdompany, as also

the amount of accountability of the company to the shareholder but is uncollectable
by the latter through legal procedure. Any amount of the authorised capital stock not
issued is known as unissued stock.

Common stock (equity capidals an ownership security. When common stock is
issued, there is no guarantee or contractual agreement that the dividend will remain
fixed or even that the dividend will be paid. This makes income for the shareholder,
unstable and uncertain. Thereforeycht prices fluctuate widely, and both principal

and current income could be lost. It guarantees nothing to the owner except the right
to share in the earnings of the company. If earnings do not materialise or if losses are
sustained, then the stockholdeush share the losses up to the asset value of the
company. The significance of this statement is that there is nothing certain about
earnings on common stock, and the investor can lose as well as earn a profit.
However, the stockholders liability is rested to the capital
contributions/investments in stock.



It is classified as longerm source of funds, because it has no maturity. Bonds and
mortgages represent debt whereas stocks represent ownership. Money market
securities are expected to be cheajpea company and offer a low return to the
investor but then they require to be serviced within a short period. Equity capital is
expected to give higher return to the investor than most debt securities because it
exhibits a higher degree of risk.

Equity capital is used for financing new business or expanding existing ones. It
represents partial ownership of a company. The investor becomes owner. The equity
issuing company is not obliged to repurchase its stock at any time in the future.
Shareholders casell the stock to other investors in the secondary market. Stocks are
issued for obtaining lonterm funds and investors may wish to obtain partial
ownership and therefore invest long term.

More specifically, it is the contribution of the owner(s) wheat{s) the risk of

ownership and is rewarded by way of dividend
contribution or public issue of shares. Contributors to such capital have voting rights.

Typically, each share of common stock has one vote. This igedfey as ordinary

voting.

The advantage of this type of voting is that it allows a minority group of shareholders
or an individual shareholding of a large amount of stock to be represented on the
board of directors. Granting stock options for managemapproving mergers,
issuing debt securities, waiving the right to subscribe to new shares, changing the par
value of the stock, increasing the authorised capital of the company, election to the
board of directors, approval of amendment to corporate ctamteadoption of bye

laws are all matters upon which the owners may vote. However many shareholders
fail to vote, as a result, management normally receives majority of the votes and can
elect or bring about changes as desired.

However, norvoting sharesas the name suggests, can also be issued. Historically,
nonvoting class of common stock was issued to allow the original voting
stockholders to maintain control; nenting stock could be sold to allow the original
voting-stockholders to raise additidmaoney without losing control of the company.
Nonvoting stocks are seldom used today for this purpose, as certain institutional
changes have tended to work against their use.

A company uses the incentive of higher dividends to compensate theotiog
shareholder. Nowoting shares would help to keep at bay the possibility of hostile
takeovers (since they have all the features of the voting share) and the chief executive
of a company can refuse to register change in ownership.
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The equity investor is apparently preoccupied with sterh profit and dividend
announcements. In some cases, the right to vote is taken away from a portion of the
common stock. A company might issue class A and class B common, for example,
one class wit voting rights and the other with limited rights, or none at all. The
company must note that the investor is also vitally concerned with the yield earned
over the period that the stock is owned, since the yield for the holding period
represents the totalarnings to the investor and is a measure of performance to be
compared to those of other securities investments.

In some instances, companies may use bonds, scrips and notes to pay dividend on
stock, when as a matter of conservative financial poliopenshould be paid. The
weakness of the practice is that the stockholder receiving the dividend changes his
relationship to the company. He/she becomes a creditor rather than an owner. An
investor could interpret these types of dividends as a sign otfalameakness rather

than as benefit.

Since equity is residual claim, it is much more sensitive to a company's value than
debt. As a result, if organisations want to raise equity, the market may not be ready
especially if it is to be raised at short ioet Generally equity issuances are looked
upon as bad news as it signals that the company is not confident of servicing
additional debt or that it intends to share impending losses with new investors. Over
valued companies too may be tempted to issuéyeq

Usually there is little secondary market for securities that have been privately placed;
for example, a bank that lends money to a company cannot easily sell that loan on to
another investor, though sales of bank loans do occasionally take pdackerg such

as banks need to be compensated for the lack of marketability and therefore private
placements generally, carry a higher rate of interest. In some cases, private
placements can be bought and sold freely but only within a limited group ofarsest

Those investments, which are issued to the public at large, are frequently listed on a

stock exchange or t he-thecrmauyntleea 6f rt eheloyw gthr d chevck s
dealers. However, there are also many investments that are publicly offered but

cannot be resold easily.

Public issues can take many forms. Sometimes securities are auctioned off to the
highest bidders; at other times, securities are offered for sale at a fixed price. Within
these two broad classifications there are many variations.

Earnings yield provides a measure of the relative valuation placed on equity claims
on corporate earnings streams and for that reason, are considered by many to be a
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more useful measure of the cost of capital than the market price of shares alone. Their
inverse, the price/earnings multiglig/e) is more widely quoted, but provides similar
information. Higher earnings yields reflect a higher cost of equity and coincide with
lower levels of issuance activity.

Some companies pay a dividend of both casth stock, which is attractive to all
stockholders. The company recognises that a policy of paying some dividend is
desirable and that some people desire stock dividends for tax advantages. The
company itself might wish to conserve cash for investment amtpbr working
capital.

No amount of stock dividends will turn a company with declining earnings into an
investment success. In principle, a stock dividend is valuable only if the company
continues to grow and prosper. Stock dividends are desirable éoweshen a
company must conserve cash or is experiencing rapid growth, whereshaee
earnings and price will not be diluted and when the investor is in the tax bracket
where cash dividends are not wanted.

Dividends are declared by the board of direstd@he date of announcement usually

precedes the date of record by several weeks. After the date of record, the stock sells

ex-dividend; that is, a person buying it after that date does not receive the declared

dividend. A person who buys stock in antatijpn of receiving a dividend, must make

certain that he becomes a stock holder of record before the stock gdeglerd.

He must buy the stock with the dividends d&édoni
some time after the date of record.

8.5 PREFERENCE CAPITAL

Preference shares are so called, because they confer preferential right to payment of
dividend at a fixed rate and for repayment of capital at the time of winding up of a
company. Because of the fixed rate of dividend, they share a feattlredebt
instruments. Preference shares may be cumulative ecunonlative, redeemable or
irredeemable(perpetual), convertible or ywmmvertible and participating or non
participating.

Dividends on preference shares are said to be cumulative wheauinulates year
after year if it is not paid for any year i.e. profits are insufficient to pay dividend at
the full rate for the year. The unpaid dividends constitute a claim, which gets
precedence over dividends on common shares. Therefore, dividemadst de paid

on common shares so long as there are arrears of dividend on preference shares.



Dividends are norwumulative if profits are insufficient to pay in full the dividend for
the year, although they are a prior claim in any given year, and they do not
accumulate i.e. if dividend is not possible to be paid in any year it is lost. The
companydoes not have an obligation to pay it subsequently.

Preference shares are redeemable when they have a limited life after which the
company has to retire them. Most preference shares are redeemable. Usually the
preferred stock is callable at the optiohtbe company. The call or redemption
feature allows the company to retire all or part of the issue at a price stated in the
original agreement. This provides flexibility to company management but is
detrimental to the investor. Dividends on preferredistace stated as a percentage of

the par value. Dividends in arrears, because of a cumulative nature, may often force a
company to change its capital structure or to recapitalise to eliminate past unpaid
dividends. When recapitalisation is completed, tbmgany will once again be in a
position to pay dividend on common stock. A perpetual preference share has no
maturity.

Preference shares are convertible if there is a provision for their conversion into
equity capital after a specified period in a aértratio to the existing shares. If such
provision is not made, preference capital cannot be converted to equity capital.
Convertible preferred stock enjoys the advantage of enabling a share in the profit of
the company through capital growth of commoackt Such stocks offer the investor
greater stability and security of income than do common stock and at the same time,
an opportunity to hedge against loss of purchasing power caused by inflation if the
common stock increases in price. The investor retéme risk of loss, however,
because of yield variability. Convertibles provide a good, aggressive defensive
security for the investor and are an attractive instrument when unusual uncertainty
surrounds the market. If the common stock price rises, the pfithe preferred will
increase, and the preferred investor will share in the gain. Should the market decline,
and along with it the price of common stock, preferred stock will then sell as regular
preferred, offering greater security of price than thamon stock.

A danger of convertible preferred stock is that it could be called for redemption. Most
preferred stock issued today, particularly convertible preferred is callable at the
option of the company. If it is called, the investor has the opti@tcepting the call

or redemption price, or converting his preferred stock into common stock. A
convertible preferred usually offers less risk and less reward than a common stock as
a basic principle. If the preferred dividend is eliminated by a recesaitain of the
company, the investor continues to be in a relative poor position. In the
recapitalisation process, preferred dividend arrearages are exchanged for either
common or preferred stock. In come cases both the preferred stock and dividends are
exchanged for a new preferred or combination of preferred and common stock on the
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theory that the company will be able to afford to pay the new dividend rate on a
regular basis. One typical arrangement is to exchange the old preferred for common
stock on whth there is no dividend requirement. These changes help the company
meet its immediate problem of being unable to pay dividends, but they usually
impose more severe requirements on future dividends. The net effect is that the
investor is in a junior pos@n and does not receive any greater income than he would
have if the recapitalisation had not taken place. Preferred with dividend arrearages are
weak speculative securities that offer the investor high rewards along with high risks.

Some investors corger preferred stock with large arrearages an attractive outlet for
their funds. The reason being that the unpaid dividends might eventually be paid in
cash, or the capitalisation of the company might be changed and the arrearages
eliminated by issuing st&cto replace the dividends. This type of reasoning may be
true in certain unusual situations, but it does not generally hold. A company that has
not paid current dividend from past earnings has not had sufficient earnings to meet
its claims. The circumstaes that created arrearages in the first place, often continue
so that these claims cannot be paid off in the future, and current dividends may not be
paid. This is true of the majority of companies that have dividends in arrears. The
investor who purchasethe preferred with arrearages is speculating on the possibility
of a windfall that is unlikely to occur.

Preference shares are participating, when they attract a share in the profits over and
above the guaranteed fixed rate of dividend. The levehadeid, payable on equity
shares is then specified at, and over which, dividend is required to be paid on
preference capital.

Preferred stock dividends are technically, compensation to owners of the company
and therefore dividends are not tax deductifleeferred stock(unless redeemable)

has no maturity and therefore represents a permanent source of finance. From a cost
perspective, preferred stock is a less desirable source of capital, than bonds. Because
there is no legal requirement for a companypay preferred stock dividends,
investors must be enticed to assume the risk involved by receiving higher dividends.
Because dividends on preferred stock can be omitted, firms assume less risk when
they issue it than when they issue bonds. However, if gpanynomits preferred

stock dividends, it may be unable to raise new capital until the omitted dividends
have been paid, because investors will be reluctant to make new investments in a
company that is unable to compensate its existing sources of capital.

Preferred stock, an ownership security, has certain risks not associated with a fixed
income debt security. Dividends are contingent upon earnings rather than mandatory

as in the case of i nterest on bondts; and

t
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is subordinate to that of bonds. Yet, dividends on preferred stock are usually fixed in
amount, just as with bonds. In many respects, preferred stock is a unique security.

Companies have not relied heavily upon preferred stock as a major sourcdf fun
New preferred issues have represented only a small portion of the money raised by
companies through the sale of securities because preferred stock does not possess the
tax advantages of bonds, yet the payment of dividends is almost as binding as the
interest payment on bonds.

There are however, preferred stock attributes that make them of interest to certain
investors.

1. Preference of their dividends, on earnings of the company.

2. Claim on assets over common stock in the unusual case of liqoidaiibin the

more usual case of reorganization, refinancing or adjustment of a company's capital
account.

Preferred stock is usually nesmting. Its owner does not vote to elect company
directors. However, it has contingent voting rights. That is in dirog financial
trouble when dividend payments are in arrears, preferred stockholders would be given
the right to elect some of the directors. It has no maturity date and therefore in this
respect it is similar to common stock.

The investor who buys plerred stock is interested in stability of income, and for this

reason may be more interested in the safety of his/her dividend than in the net assets

per share. If the company is able to maintain adequate earnings on each share
outstanding, the dividend ilvbe secure. When preferred stock represents only a

small part of the capital structure, earnings per share will be extremely high and will
provide adequate coverage of the investoros

Preference or preferred skarrank after bonds and floating debt but ahead of
common shares. Debt interest takes priority over preferred and common dividends.
When both, bonds and preferred stocks are issued, the company must demonstrate an
ability to cover adequately all chargesaatst income. The advantage of preferred
stock ownership is its stability of income; if dividends are in jeopardy, the investor
will lose this advantage. Preferred stock is a hybrid. It does not share in earnings of a
company, nor does it have security afbond. However, these are simply its
limitations for investment, its use is not completely precluded and under some
conditions is whole heartedly encouraged.

Ordinary preferred stock is attractive to investors who want more income than they
could receive from bonds. The yield on higlade preferred stocks is unusually
greater than that on investment grade bonds and there is a comparable degree of price
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stabilty. These stocks would offer the investor somewhat more income with only a
moderate decrease in security. A high quality preferred stock of a sound company,
with adequate assets and earnings coverage, will be more attractive to the investor
having an immeidte need for maximum current income and desiring stability of yield

as well. The highgrade preferred fluctuates in yield but follows the pattern of money
rates closely.

Check Your Progress A

1) What are the rights of an ordinary shareholder ?

2) What areredeemable preference shares ?

3) Differentiate between voting shares and non voting shares ?
4) What are cumulative preference shares ?

8.5 DEBENTURES/BONDS

Debentures and bonds are terms used for-leng (other than the general assets of

the issuer) debts. They are loans taken by a company from the public. Debenture

simply means a document, acknowledging a loan made to a company and, providing

for paymentof interest on the sum borrowed, until the debenture is redeemed that is

the repayment of principal sum. It may or may not be under seal and does not
necessarily imply that any charge is given
charge usually exists.

Debentures are transferable like equity shares by the execution of transfer deeds and
registration of transfer in the books of the companies. Transfer deeds may not be
datestamped as in the case of equities. Stamp duty is payable on debentures and the
rates vary from state to state. The rates are different from those payable on equity
shares.

Unregistered debentures are bearer bonds that are freely transferable by endorsement
and physical delivery, without registration with the company. There is no foee
execution of a transfer deed. These are generally not favoured, due to difficulties in
establishing ownership for repayment of principal and the fear of loss of the
certificates. Interest is paid on production of the warrants/coupons, attached to the
certificates.

Redeemable debentures are those where the principle amount is repaid after a fixed
period of time, in one or more instalments, as per terms of the issue. Irredeemable
debentures, can be repaid only at the will of the company i.e. theoefilsed period

for repayment. Convertible debentures are those which at the option of the debentures
holder can be converted into equity or preference shares, at the specified rate of
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conversion, after a certain period. Preferential debentures are tthatsenay be
repaid, only at the time of liquidation of the company. The latter debentures are not
permitted to be issued. Interest on debenture is a debt. It is fixed and known is called
contractual or coupon rate of interest. It is payable whetherateeprofits or not.

Such interest is usually to be charged against income account before arriving at the
profit for the year. The interest on debenture is generally paid in accordance with the
agreed terms. A debenture should contain the provisignan(agreement to pay
interest and (b) a provision stating that if the principal amount is not paid back at the
due date. The interest shall continue to be payable at agreed date. There is no
different between bonds and debentures in India. Both atendétuments issued by
corporations or government. Dated securities issued by central government, state
government and semi government authorities are usually called bond in India even
though there are no hard and fast rules about tiBes®ls issued bthe government

are also called "~ GLITSO. Government bonds ar
Edged Securities. This means that these securities are of the best quality.
Individuals, firms, companies, corporate bodies, state government, providesf fund
banks, insurance companies, NBFCs, etc. can invest in them.

Bonds sold by government corporations and agencies offer investment outlets for
funds, individuals and institutions. These bonds may or may not, be backed by
government guarantee.

In spiteof large and increasing debt, governments enjoy a good credit position with
domestic and sometimes foreign lenders. Most lvatidg agencies, give government
bonds the highest rating. So the first advantage of government securities is their
obvious quatly and the security they afford the investor. A second is the stability of
income they provide, particularly the lotbgrm government securities. A third is their
great degree of marketability. There is a broad and ready market for government
securities, prticularly among institutional investors, or they can be sold quickly and
easily in the bond market when funds are needed immediately. Also, government
bonds eliminate the market risk and the business risk because of their security of
principle and stahily of income. A fourth advantage is their ability to meet the
investment needs of financial institutions and institutional investors.

Disadvantages are several. Unless the investor buys government bonds that are
selling below par, there is no capital igawithout trading in the securities.
Government securities are debt instruments. The government simply guarantees to
repay principal at maturity. The income is stable and secure but offers no chance for
increase in the future as the interest rate is kstaol by contract and will not be
changed over the life of the bond. They do not provide guard against risks of inflation
and changes in money rate. Bonds do not provide a hedge against inflation because
incomes and maturity values are fixed. If yieldtire market should increase, the
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price of the bond existing in the market place will decline and the investor will lose if
the bond must be sold. Even if he can hold, the investor will lose the difference
between the low rate of interest paid on the exgsbond and the rates on the new
bonds. If a person can invest in the bonds at a high rate of interest this risk of loss is
minimised. In this situation, if yield declines, the price of the bond will go up, and the
investor will gain owing to the inverse lagionship between bond price and bond
yields.

Bonds are classified as treasury or corporate bonds depending on the issuer. The
treasury bonds, are commonly called government securities in India. Bonds may have
a call feature allowing the issuer to reghaise the bonds prior to maturity. The bid
price (what the buyer is willing to pay) and the ask price (what the seller is willing to
sell for) are quoted on the face value which is generally Rs.fp80bond.

It is a promise by the borrower to pay te tender, a certain sum of money at a fixed
future date. It differs from a promissory note, in that, it is issued in a series and in like
tenor and account. It is generally, issued for periods not less than 5 years and up to 30
years. Although the bond &ssignable, it is not negotiable.

It differs from a share of stock in that it is a promise to pay with different terms as to
amount, interest, maturity, whereas the share contains no promise to repay. The
bondholder is a creditor whereas the sharehasddre owner. Although both bonds

and shares may be traded, the former are quoted as a percent of their face value. The
coupon rate or interest rate, is also shown in the bond. Interest is usually paid semi
annually and is based on the face value of thelbo

Bonds, which have a single fixed maturity, are called term bonds, whereas serial
bonds are those that repay the principle in a series of instalments. If, bonds are sold at
a price above the face value, it is said to be sold at a premium. If borsisiched a
premium, it would mean that the effective interest rate would be less than the nominal
because the issue would receive more than the face value but the issuer would be
required to pay interest on face value.

If the bond is sold below its facalue, it is said to be at a discount. In that event, the
issuer would receive less than the face value but pay interest on the face value, thus
making the effective interest rate higher than the nominal.

Floating rate bonds allow the investor to benfeim a rising market in interest rates

over a period of time, whereas they allow the issuer to benefit from declining rate
over period of time.
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Bonds classified by their ownership structure, are bearer bonds or registered bonds.
The former require thewner to clip coupons attached to the bonds and send them to
the issuer to receive coupon payments. Registered bonds require the issuer to
maintain records of who owns the bond and automatically send coupon payments to
owners. Bonds are generally, registkin the name of the investor, by the issuer.

Coupon bonds, are those that can be transferred by one investor to another by
delivery along with interest coupons attached to the bond. On scheduled interest
payment dates, coupons have to be detachedudomiitted to the issuer or its agent.

A zero coupon bond is one where there are no periodic payments of interest but one at
maturity. The maturity value is the principle plus interest compoundedaamally
at the original interest rate.

The warrantbond is a type of security that offers the investor some of the same
advantages as convertible bonds. One warrant is associated with one bond, but a
warrant attached to the bond gives the owner the right to buy a specified number of
common shares at a &td price- called the subscription pricefor a limited period of

time. The time period may be as long as five years. Therefore, it is not deshort
agreement. The warrant, may be exercised separately from the bond, in which case it
is called a deta@ble warrant. A bond having a detachable warrant could benefit the
investor in one of two ways 1) if the warrant could be sold and the gain realised or 2)
the warrant could be exercised and the stock bought at the option price, then sold at
the market prie. If, the stock were held and the ownership of the bond retained, the
investment position would change. The investor would be a bondholder and a
stockholder. The warrant however may be-detachable, in which case it would be
necessary to send the bomdthe company's agent. He would detach the warrant and
return the bond at the time the option was to be exercised.

Bonds with warrants allow investors to share in the growth of company without
undue risk, by participating in the potential increase inevalf the common stock. If

the market price of the common stock remained below the subscription price set in
the bond agreement, then the bond would be held without exercising the warrant. If
the stock increased in price, the warrant could be sold arubtiteretained. A profit

on the warrant could be earned, and a safe debt type security could be held for
investment.

Bonds with warrants, however, are not common in predayptmarkets as the more
popular convertible bonds. The market price of the bond file market value of the
stock from the warrant, compared with the market price of the bond plus the cash cost
of exercising the warrant, will help decide the relative advantage of buying the bond
or the stock. Bonds with stocks selling on a high curyeltl basis might be
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attractive because of the expected profit potential of the growth in common stock
price. The ability to share in price increases by means of warrants is not as great as it
is for convertible bonds. The warrant bond offers protectyznnst purchasing power

and business risk. Bonds with warrants offer a higher yield and a higher risk than
ordinary bonds.

Convertible bonds are those that may be exchanged for equity during a specified time
and at a determinable or determined price. Nonconvertible bonds are tradable and
transferable like other debentures and may be redeemable after a specified period.

In convertible bonds the conversion is effected at the conversion price i.e. the price at
which the shares of stock may be exchanged or the conversion rate i.e. in terms of the
number of shares at which each bond may be converted. It makes little difference
how the conversion is established; the effect in either case is the same. Convertible
bonds offer the possibility of an increase in capital value. A disadvantage of such
bonds is their relative lack of security compared to other corporate debt. Most are
rated, lower than comparable n@onvertible bonds. Many convertible bonds are
subordinated to other debts, giving them a junior claim to assets in case of failure.

Convertible bonds are hybrid instruments having both debt and equity characteristics.
Like straight bondholders, holders of convertibles are entitled to receive coupons and
principal payments. However, the holder of convertible bonds can forego these cash
flows by converting their bonds into p-specified number of shares. Companies seek
capitalin this form when they believe that their stock price would rise over time and
convertibles provide a way of selling common stock at a price above the existing
market price. It also provides a way to lower dilution over an outright equity issue.
The equitysweetener of the convertible bond, also allows for the coupon to be lower.
Thus, convertible debt can be a cheaper source of finance as the equity makes it less
sensitive to changes in risk. Therefore, compensation for increases in risk will not be
required.

Value can be shifted from debt to equity by increasing risk of the company's projects
since limited liability protects equity if the company should perform poorly.

Bonds go some way to limit a company's ability to increase risk. Therefore,

sharehaders may actually wish to increase risk while the actual value of the company
falls.

Undervalued companies would be tempted to issue debt, whereas over valued ones
may be tempted to issue equity. Convertibles fall somewhere in between when under
valuatian is not grossly so. Thus, a company signals its value by its choice of capital.
Bonds, that are perceived to have high risk are referred to as junk bonds. As a result,
they offer relatively higher yields. Issuers may wish to expand without issuing new
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stock so that profits can be distributed to existing shareholders. The higher yields
contain a risk premium.

The call provision normally requires the firm to pay a price above par value when it
calls its bonds. The difference between the bonds call pridepar value is the call
premium. Call provisions have two principal uses. One is, should market interest rate
decline after a bond issue is sold, the firm may end up paying higher rate of interest
than the prevailing rate for a long period of time. Untlerse circumstances the
corporate can consider selling new issue of bonds with a lower interest rate and use
the proceeds to retire old issues by calling the old bonds. Bondholders may consider
the call provision as disadvantage because it would redegerégturn and disrupt

their investment plan; as a result corporate pay slightly higher rates of interest on
bonds that are callable.

The issuerods cost of financing waledh bonds,
yield to maturity, which reflects thenaualised yield that is paid by the issuer over the

life of the bond. The yield to maturity is the annualised discount rate that equates the
future coupon and principle payments to the initial proceeds received from the bond
offering. The yield to maturitydoes not include transaction costs associated with
issuing the bond. An investor who invests in a bond when it is issued and holds it till
maturity will earn the yield to maturity. But investors do not hold a bond until
maturity, and focus on the returarfthe holding period. If they hold the bond for a
short period (less than 1 year), the return will be the sum of coupon payments plus the
difference between the selling price and purchase price as percentage of the purchase
price. If the bond is to be lefor a long period the yield is the annualised discount
rate that equates the payments received to the initial investment. Since the selling
price of the bond is uncertain if they do not hold the bond to maturity, the holding
period yield is uncertain athe time they purchase the bond. Consequently, an
investment in bonds is subject to the risk that the holding period return is less than
that expected.

Bonds are purchased on a yield to maturity basis. The fulcrum around which yields
vary is the interestate, which is fixed in amount over life of the bond. It is usually
stated as a percentage of the par value of a bond. If the market price of a bond drops,
the yield to maturity or yield goes up. If the market price of the bank goes up, the
yield goes dow.

For corporate entities the cost of debt capital as represented by debentures is lower
than the cost of preference capital or equity capital. Debenture capital has the added
attraction of not diluting control as debenture holders are not entitleddoBesides

it has no uncertainty as to the amount of burden to the company even with changes in
price of the instrument. This of course, can also be an embarrassment to the

16



corporate entity if it is unable to meet its payment obligations. The fixedofost
debenture finance could result in raising the cost of equity capital.

Check Your Progress B

1. What is a debenture ?

2. List the advantages of bond.

3. What are coupon bonds ?

4. What are convertible debentures

8.6  TERM LOANS

Financial Institutions are intermediaries in the transfer of funds from agents with free
cash flows or financial surpluses to those with financial deficits. It results in funds
shifting from the personal to the business sector. Banks and insurance companies
perform this function. Loans can be tailored to the borrower's requirements. It is a
type of debt finance which requires repayment over a period of three to ten years.

Term loans e offered mainly by banks and financial institutions primarily to finance
the purchase of fixed assets such as machinery. A term loan is a specified amount of
funds, loaned out for a specified period of time, and for a specified purpose. The
assets purclsad with the borrowed funds may serve as partial or full collateral on the
loan.

Term loan is essentially a secured borrowing, secured by means of equitable
mortgage of immovable, and hypothecation of movable, properties of the borrower.
Maturities on érm loans are commonly 3 to 5 years and sometimes as long as 10
years. Because term loans are long term, sufficient documentation is needed to
specify any conditions the borrower might need to abide by. These conditions are
often referred to as protectieevenants, such as limit on additional debt the borrower
can accumulate, a management-igetthat satisfies the lending institution and
furnishing of periodic information on operations. Term loans can be amortised so that
the borrower makes fixed periodi@yments over the life of the loan. Alternatively,

the bank can request periodic payment of interest, with the principal to befpaid
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one lumpsum (called a balloon payment) at a specified date in the future. This is
called a bullet loan. Several coméations are possible e.g. a portion of the loan may
be amortised over the life of the loan, while remaining portion is covered with a
balloon payment.

Interest rate is related to the credit risk of the proposal and the borrower. Default on
repayments kds to imposition of penalty. The borrower applies to a bank/financial
institution for a limit, which is sanctioned for a specified period and, upon which it
draws over the defined period. If the borrower fails to draw upon the limit within the
specified riod, it becomes liable to pay commitment charges on the undrawn
portion of the amount sanctioned.

Term loans constitute the principal assets of banks. They are direct loans to their
customers. They are the bank's primary source of income but theglatieety

illiquid assets. Loans are generally associated withnegotiable credit instruments,
although, bank loans may be marketed. This is however, done without the knowledge
of the borrower. Interest payments and repayment of principal are gemaeally to

the original lender.

A bank that lends money to a company cannot easily sell that loan to another investor,
though sales of bank loans do take place occasionally, lenders such as banks, need to
be compensated for the lack of marketability andeloee carry a higher rate of
interest.

Development banks and institutions play a significant role in the supply of term loans
to corporate customers. In India many industrial financing institutions have been
created by the government, both at tiaional and regional levels to supply leng
term and mediurterm loans to corporate customers directly as well as, indirectly.
These development financial institutions dominate the industrial finance scene in
India. They comprise IDBI, IFCI, ICICI (now mged with ICICI Bank) and state
financial corporations. They help in identifying investment opportunities, encourage
new entrepreneurs and support modernisation efforts.

8.7 VENTURE CAPITAL

According to International Finance Corporation Venture Cajstah equity or equity
featured capital seeking investment, new companies, new ideas, new production new
processes or new services that offer high returns or investment. The Venture Capital
may also invest in a firm that is unable to raise finance thr@ogventional means.
Venture Capital is that capital, in the form of equity or debt, which is used to finance
high-risk ventures. The ventures are generally new and sunshine industries but may
also be old and risky ones.
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Typically, these enterprises industries have a high mortality rate and therefore, do
not find finance from banks or private sector companies. It is here that professional
investors step in with risk capital and entrepreneurial management skills to launch
new products requiring sottimes, advanced technology. Such providers of capital,
are called venture capitalists and have the ability to assess and manage enormous
risks. Naturally, the returns expected are high. The capital investment would go hand
in hand with nurturing the compgiby way of managerial and technical assistance.
Venture Capital differs from conventional financing in three respect

(a) It invest in equity rather than extending loans.

(b) It does not look to current income, but returns by way of capital appreciation
(c) asessment is based on potential returns rather than risks.

Venture Capitalists generally :

1. Finance new, young and rapidly growing or changing companies 2. Purchase
equity securities 3. Assist in the development of new products or services or
commnies 4. Add value to the company through active participation 5. Take higher
risks with the expectation of higher rewards 6. Have a-teng orientation

Venture capitalists carefully screen the technical and business merits of the proposed
company ér considering an investment. Venture capitalists only invest in a small
percentage of the businesses they review and have -&gongerspective. They also
actively work with the company's management, especially with contacts and strategy
formulation.

Venture capitalists mitigate the risk of investing by developing a portfolio of young
companies in a single venture fund. Many times theyingest with other
professional venture capital firms. In addition, many venture partnerships manage
multiple funds simultaneously. For decades, venture capitalists have nurtured the
growth of America's high technology and entrepreneurial communities resulting in
significant job creation, economic growth and international competitiveness.
Companies such as Digital Bgment Corporation, Apple, Federal Express, Compagq,
Sun Microsystems, Intel, Microsoft and Genentech are famous examples of
companies that received venture capital early in their development.

In India, these funds are governed by the Securities andaBgehBoard of India
(SEBI) guidelines. According to this, venture capital fund means a fund established in
the form of a company or trust, which raises monies through loans, donations, issue
of securities or units as the case may be, and makes or propaesake investments

in accordance with these regulations.
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The basic principal underlying venture capitahvest in highrisk projects with the
anticipation of high returns. These funds are then invested in several fledging
enterprises, which require funding, but are unable to access it through the
conventional sources such as banks and financial institutions. Typically first
generation entrepreneurs start such enterprises. Such enterprises generally do not
have any major collateral to offer as security, hence banks and financial institutions
are averse to fundinthem. Venture capital funding may be by way of investment in

the equity of the new enterprise or a combination of debt and equity, though equity is
the most preferred route.

Since most of the ventures financed through this route are in new areassderld
venture capital follows "hot industries” like infotech, electronics and biotechnology),
the probability of success is very low. All projects financed do not give a high return.
Some projects fail and some give moderate returns. The investment, hoisexer
long-term risk capital as such projects normally take 3 to 7 years to generate
substantial returns. Venture capitalists offer "more than money" to the venture and
seek to add value to the investee unit by active participation in its management. They
monitor and evaluate the project on a continuous basis.

The venture capitalist is however not worried about failure of an investee company,
because the deal which succeeds, nets a very high return on his inve$trnigts
enough to make up for the l@ss sustained in unsuccessful projects. For them
potential returns outweigh risk factors. They generally invest in unlisted companies
i.e. in an early stage company with little or no history. The returns generally come in
the form of selling the stocksh&n they get the company listed on the stock exchange
or by a timely sale of his stake in the company to a strategic buyer. The idea is to cash
in on an increased appreciation of the share value of the company at the time of
disinvestment in the investeerapany. If the venture fails (more often than not), the
entire amount gets written off. Probably, that is one reason why venture capitalists
assess several projects and invest only in a handful after careful scrutiny of the
management and marketabilitytbe project.

Venture capitalists also lend support and provide entrepreneurs with many other
facilities. The even participate in management process.

Venture Capital In India

In India the need for Venture Capital was recognized in the 7th fivepfearand

long term policy for the government of India. Venture Capital technology
development and informatiocompany of India, promoted by I.C.I.C.I. and U. T. I.

A technology development fund was set up. The First private venture capital fund
was spnsored by credit capital Finance Corporation and promoted by Bank of India,
Asian Development Bond and the Commonwealth Development Corporation viz.,
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Credit Capital Venture fund. The reasons for slow start to venture capital are
following :

1) License Rapnd IPO boom

2)  Mind set for conventional financing

3) Multiplicity of regulators like RBI, SEBI, CBDT and Foreign Investment
Promotion Board etc.

4)  Difficult Entry and Exit routes

5) Valuation mismatches .

Regulations
SEBI has framed venture capital fur{dsnendment) regulations 2000.

Following are the salient features of SEBI (Venture Capital Funds)(Amendment)
Regulations, 2000 :

1 (a) Definition of Venture Capital Fund : The Venture Capital Fund is now defined
as a fund established in the form oTrust, a company including a body corporate
and registered with SEBI which:

a. has a dedicated pool of capital;

b. raised in the manner specified under the Regulations; and

c. to invest in Venture Capital Undertakings in accordance with the
Regulations."

(b) Definition of Venture Capital Undertaking: Venture Capital Undertaking
means a domestic company :
a. Whose shares are not listed on a recognised stock exchange in India
b. Which is engaged in business including providing services, production or
manufature of articles or things, or does not include such activities or sectors
which are specified in the negative list by the Board with the approval of the
Central Government by notification in the Official Gazette in this behalf. The
negative list includesreal estate, nebanking financial services, gold
financing, activities not permitted under the Industrial Policy of the
Government of India.
(c) Minimum contribution and fund size : the minimum investment in a Venture
Capital Fund from any investorilwnot be less than Rs. 5 lacs and the minimum
corpus of the fund before the fund can start activities shall be atleast Rs. 5 crores.
(d) Investment Criteria : The earlier investment criteria has been substituted by a
new investment criteria which h#fse following requirements :
9 disclosure of investment strategy;
1 maximum investment in single venture capital undertaking not to exceed 25%
of the corpus of the fund;
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1 Investment in the associated companies not permitted,;

1 At least 75% of the invéible funds to be invested in unlisted equity shares or
equity linked instruments.

1 Not more than 25% of the investible funds may be invested by way of:

a. subscription to initial public offer of a venture capital undertaking whose
shares are proposed te listed subject to loek period of one year;

b. debt or debt instrument of a venture capital undertaking in which the
venture capital fund has already made an investment by way of equity.

It has also been provided that Venture Capital Fund seekiagaibbenefit under the
relevant provisions of the Income Tax Act will be required to divest from the
investment within a period of one year from the listing of the Venture Capital
Undertaking.

(e) Disclosure and Information to Investors: In order to snplify and expedite the
process of fund raising, the requirement of filing the Placement memorandum with
SEBI is dispensed with and instead the fund will be required to submit a copy of
Placement Memorandum/ copy of contribution agreement entered withvirgors
along with the details of the fund raised for information to SEBI. Further, the contents
of the Placement Memorandum are strengthened to provide adequate disclosure and
information to investors. SEBI will also prescribe suitable reporting rexngnt from

the fund on their investment activity.

2. QIB status for Venture Capital Funds : The venture capital funds will be eligible
to participate in the 1PO through book building route as Qualified Institutional Buyer
subject to compliance with the SEBI (Venture Capital Fund) Regulations.

3. Relaxation in Takeover Code: The acquisition bshares by the company or any

of the promoters from the Venture Capital Fund under the terms of agreement shall be
treated on the same footing as that of acquisition of shares by promoters/companies
from the state level financial institutions and shalleszempt from making an open

offer to other shareholders.

4. Investments by Mutual Funds in Venture Capital Funds: In order to increase

the resources for domestic venture capital funds, mutual funds are permitted to invest
upto 5% of its corpus in the & of open ended schemes and upto 10% of its corpus
in the case of close ended schemes. Apart from raising the resources for Venture
Capital Funds this would provide an opportunity to small investors to participate in
Venture Capital activities through nuatl funds.

5. The following are the salient features of SEBI (Foreign Venture Capital
Investors) Regulations, 2000 :
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a. Definition of Foreign Venture Capital Investor : any entity incorporated and
established outside India and proposes to maketment in Venture Capital Fund or
Venture Capital Undertaking and registered with SEBI.

b. Eligibility Criteria : entity incorporated and established outside India in the form
of investment company, trust, partnership, pension fund, mutual fund, utyvers
fund, endowment fund, asset management company, investment manager, investment
management company or other investment vehicle incorporated outside India would
be eligible for seeking registration from SEBI. SEBI for the purpose of registration
shall consider whether the applicant is regulated by an appropriate foreign regulatory
authority; or is an income tax payer; or submits a certificate from its banker of its or
its promoters track record where the applicant is neither a regulated entity nor an
income tax payer.

c. Investment Criteria :

9 disclosure of investment strategy;

1 maximum investment in single venture capital undertaking not to exceed 25%
of the funds committed for investment to India however it can invest its total
fund committed in o@a venture capital fund;

1 atleast 75% of the investible funds to be invested in unlisted equity shares or
equity linked instruments.

1 Not more than 25% of the investible funds may be invested by way of:

a. subscription to initial public offer of a venture capital undertaking whose shares are
proposed to be listed subject to leickperiod of one year;

b. debt or debt instrument of a venture capital undertaking in which the venture
capital fund has alrely made an investment by way of equity.

6. Hassle Free Entry and Exit : The Foreign Venture Capital Investors proposing to
make venture capital investment under the Regulations would be granted registration
by SEBI. SEBI registered Foreign Venture Capltalestors shall be permitted to
make investment on an automatic route within the overall sectoral ceiling of foreign
investment under Annexure Il of Statement of Industrial Policy without any approval
from FIPB. Further, SEBI registered FVCls shall banged a general permission
from the exchange control angle for infow and outflow of funds and no prior
approval of RBI would be required for pricing, however, there would bposk
reporting requirement for the amount transacted.

7. Trading in unlisted equity : The Board also approved the proposal to permit
OTCEI to develop a trading window for unlisted securities where Qualified
Institutional Buyers(QIB) would be permitted to participate

Check Your Progress C
1) What are term loans ?
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2) Define Venture Capital

3) Differentiate between Venture Capital and Conventional financing ?

4) Give reasons for slogrowth in venture capital in India.

8.8 LET US SUM UP

Long term finance is required for medium to long term purposewdet the long
term requirement ranging from 3 to 10 years.

The principal sources of long term finance are retained earnings equity capital,
preference capital, debentures, term loans and venture capital equity capital represents
ownership capital asgeity shareholders own the firm. They enjoy the dividend and
also bear the risk of ownership.

Retained earnings are the reserve earnings not distributed as dividend. It also
includes accumulated profits of past years. Retained earnings can finapca onl
small portion of investment projects. Some companies do not pay dividend at all and
with to retain the funds. Some companies do not pay dividends because they cannot
afford them with their present and future expectation of profits. For retainedgarn
companies need not have to approach the lenders. Equity capital is used for financing
new or expanding business. There are two types of equity shares voting and non
voting shares. The advantage of voting is that its allows a minority group of
shareblders or an in divided shareholding of a large among of sock to be represented
on board of directors.

Preference shares have the right to divided at a fixed rate and fro repayment of capital
at the time of winding up of a company. Preference shargbenaumulative, or non
cumulative, redeemable or irredeemable, convertible or non convertible and
participating or non participating.

Debentures/ Bonds are long term debts i.e. loans taken by a company from the public
debentures are transferable likquity shares. Interest and debentures is a debt. It is

fixed. Debentures are redeemable irredeemable and preferential convertible or non
convertible. Bonds are issued by government so there is no default in repayment of
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capital and interest on bondsrtetoans are loans more than one year maturity. They
are offered by banks and financial institution. They are available from 3 to 10 yeas.
Interest on loan is tax deductible. Venture capital is the capital provided by
investors for the risky projectt an early stage on the promise high risk and high
return. SEBI has made regulations 2000 relating to eligibility and investment criteria
for domestic companies as well as foreign venture capital investors.

8.9 KEY WORDS

Initial/Seed Capital - Small amount of capital provided to the entrepreneur for
concept testing.

First Stage - Funds raised to initiate commercial manufacturing and sales, after initial
capital runs out.

Second Stage - Usually to fund working capital for initial expansion.

Third Stage - Funds provided for major growth plans, generally used for capacity
expansion, marketing and working capital.

Follow -on/Later Stage - Subsequent investment made by an investor who already
has an exposure in the company.

Buyout - Funds prouled to enable acquisitions.

Secondary Purchase - Purchase of already issued company shares from an existing
shareholder.

Bridge/Mezzanine - Financing a company just before its IPO.

IPO/Initial Public Offering - A company's first offering of stock to tipeiblic.

Equity Related Loan - Convertible debt.

Private Placement - Sale of securities to a small group of "informed" investors.

Secondary Public Offering - Any offering subsequent to IPO.

Underwriting - An investment bank acting as underwriter sells securities from the
issuer to the public to ensure successful distribution. The
types of underwriting are best efforts and firm commitment.
With best efforts, the underwriters have the option to buy and
authaity to sell securities, or if unsuccessful, may cancel the
issue and forgo any fees. This arrangement is more common
with speculative securities and with new companies. With a
firm commitment, the underwriters purchase outright the
securities being offeteby the issuer.

Venture Capital - Capital with which investors fund early stage, more risk oriented
businesses, on the basic premise of high risk, high return.

Angels - High netw orth individuals who provide seed money.

Term Loans : Refers to debt fiance which has a maturity of more than one year.

Venture Capital : It is the funds provided by professionals to young, and rapidly
growing high risk ventures.
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Convertible Preference Shares : The preference shares which can be converted is
equity for aspecified period.

Redeemable Preference Shares : The preference shares which can be retained after
a certain period.

Bonds/Debentures : Debt instruemtn issued by corporations or government.

8.10 SELF ASSESSMENT QUESTIONS/EXERCISES

1) What are the sources of lebgrm finance and to what uses can they be put ?

2) What limitations does a company encounter in the use of retained earnings as a
source of longerm finance?

3) When does a company resort to acquiring equity capital?

4) Discuss the nature of equity and debt instruments.

5) What features do preference shares share with bonds?

6) What functions do venture capitalists perform?
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Unit-9 Capital Market

Markets that facilitate the flow of loAgerm funds, are called capitmarkets. The

main participants in these markets are households, businesses including those that are
in finance, and governments. There are regulatory bodies that also play a major role
in shaping these markets. Capital market securities, are expegedei@te a higher
annualised return to investors as against money market securities that have a higher
degree of liquidity (i.e. can be liquidated easily without loss of value).

Capital markets, are a part of the larger financial market wherein, falassets may

be purchased or sold. One party transfers funds by purchasing financial assets
previously held by another. Participants that provide funds are called surplus units
while participants that obtain funds are called deficit units. The main Eeviolf

funds are households.

The capital market serves as an important source for productive use of an economy's
savings. It provides incentive to savings and facilitates capital formation by offering
suitable rates of interest as the price of capitghrdvides an avenue for investors,
particularly the household sector, to invest in financial assets that are more productive
rather than in physical assets. It facilitates increase in production and particularly in
the economy, and thus enhances the ewomaevelfare of society. It is an important

link between, those who save, and those who aspire to invest.

Financial markets facilitate the flow of funds from surplus units to deficit units. The
markets that facilitate the flow of shadrm funds (maturies of less than one year),

are known as money markets while those that facilitate the flow oftemng funds

are known as capital markets. Securities with maturities of one year or lesser, are
called money market securities whereas securities with resuaf more than one

year are called capital market securities. Money market securities have a higher
degree of liquidity (i.e. can be liquidated easily without loss of value). But, capital
market securities are expected to generate higher annualiset tetinvestors.

Capital Market securities include government bonds issued by the union and state
governments, corporate bonds issued by corporations and companies, mortgages
issued by households, corporate bodies or individuals, and equity stwred by
companies. Bonds are lotgrm debt obligations issued by governments and
corporate bodies to support their operations. Mortgages aretdomg debt
obligations created to finance the purchase of real estate. Stocks (also called equity
securitie¥ are certificates representing partial ownership in the companies that issue
them. The latter are included in capital markets because they have no maturities and
are therefore, considered as lelegm sources of funds. Bonds and mortgages
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represent debtyvhereas equities represent ownership. Debt instruments bear amount
and timings of interest and principal payments to investors who purchase them.
Securities have specific return and risk characteristics. The return is generally higher,
when risk is perceed to be higher. Lonterm securities of the capital markets, are
expected to fetch higher returns, as the risk or uncertainty, of the expected return, is
higher. Equity securities have higher expected return than mosttdamgdebt
securities, but theglso exhibit a higher degree of risk.

Growth in GDP and investment, should be closely related. As growth occurs, demand
for goods increases and capacity constraints become binding. Investment, financed by
issuance of debt or equity is likely to follo&xactly when, investment and issuance

will be expected to occur, is unclear. In some cases issuance could lag well behind
growth, in others, companies might issue and invest in anticipation of growth.
Information is a key determinant of asset prices, @mlld play an important role in
primary market development. Investors should be more willing to invest, as better
information about investment, is made available. Conversely, companies may be
opposed to information disclosure as it can have a varietyomiognic costs.

Capital markets allow agents to insure themselves against unfavourable events, that
are correlated with security prices. Together with financial futures markets and the
insurance industry, they help to diversify risks across the commu@dépyital asset
prices also reflect prospective economic developments, and thus help to collect
information and share it across the community. This information helps to inform
investors, of investment and other key decisions taken by company directdrs, pub
officials and other agents. Flow of information and securities through capital markets
is imperfect and financial intermediaries can help to remedy thmgserfections.

Good accounting standards are those judged to be of internationally acceptable
guality if key elements required in guidelines produced by International Accounting
Standards Committee(IASC) are adhered to. In practice, accounting authorities in a
particular country may not legally oblige companies to comply with international
standards.Poor accounting standards are those that are judged to be in need of
significant reform.

The cost of capital should play an important role in primary market activity. As the
cost of capital increases, issuers should be willing to issue less capital.

Capital markets are often heavily regulated but not all regulation need be positive. In
many markets, entry by foreign investors is restricted. To the extent such restrictions
increase the required return on capital, issuers will be more reluctant tedgstye

Market equity restrictions may be of several types e.g. investor types (individuals,
corporations or funds), country of investor origin as class of shares available to
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foreigners. There may be outright prohibitions on investment in equity, ogrore
investment may be subject to discriminatory regulations concerning minimum
holding periods or repatriation rights over capital and income.

Investor protection refers to provision in company law and regulations that protect
shareholders, including risgration rights, voting rights, antiirector rights, minority
shareholder rights and mandatory dividend payments. Good investor protection
conforms to international standards; average quality is somewhat below international
standards but adequate to soppnvestment, while countries judged to have poor
investor protection are those where there is significant risk of value loss on this count.

Primary and Secondary Capital Market

The primary market facilitates the issuance of new securities whiled@gomarket
facilitates the trading of existing securities. Primary markets provide funds to the
initial issuer of securities. The secondary market creates liquidity for investors. Some
securities are more active and can therefore be traded or marketedeadily. This

is an important feature of the secondary market. The NYSE in the US of A is the
largest secondary market in the world.

Primary market operations include new issues by new and existing companies, and
governments. The issues may be of sharghts issue, public offers or debenture
bonds. There is no element of trading and an investor can apply directly to the issuer.
This means of finance is sought, when debt is costly and raising money from the
capital market is relatively cheap. Investsubscribe to benefit from dividend and, or
capital appreciation.

Intermediaries associated with the primary capital markets are merchant bankers,
registrars, underwriters, brokers, advisors, bankers, advertising agencies and printers.
Primary marketsra guided by regulators. Regulators generally prescribe guidelines
and mandatory requirements for disclosure, investor protection and education.

Secondary market activities take place at stock exchanges and over the counter (OTC)
exchanges, through theimembers. The intermediaries to the activities are
members/brokers at the exchanges, portfolio managers, investment advisers and
transfer agents. World over, the outcry system of the trading ring is being replaced by
the screen based trading system. Theedasystem provides increased transparency,
improved liquidity and lower settlement risk and greater information.

The cost of capital plays an important role in primary market activity. As the cost of

capital increases, issuers should be inclined toeidsss capital. Intuitively, equity
issuance activity should be closely related to the market price of equity, which is one
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measure of cost. Higher prices should promote more issuances; lower prices would
hinder issuance.

Managing new issues

Governments and companies can raise cash by placing their securities with a limited
number of investors, offering them to a broad class of investor such as a company's
existing shareholders, or by offering them to the public at large. Since there are
relatvely high costs to a public issue, private placements tend to be more common for
small issues. Moreover, the terms and conditions of public issues are generally
standardised and therefore companies needing to incorporate unusual features in their
securites are more likely to make a private placement.

An initial public offering (IPO) is a first time offering of shares byspecific
company to the public. As a privately held company expands, it may need more funds
than it can obtain through borrowing atteérefore could consider on IPO. Since, the
firms that issue IPOs are not normally wiatlown to investors, they must provide
detailed information about their operations and financial condition. A prospectus is
provided to potential investors, who may wishinvest. It contains detailed financial
statements and an explanation of the risk involved.

Companies can direct their sale of stock towards a particular group, such as existing
shareholders, giving them pesnptive rights (first priority) to purchasie new
stock. By placing newly issued stock with existing shareholders, a company avoids
diluting ownership. Premptive rights are allowed to be exercised, by offering new
shares during the subscription period at the price specified by the rights.
Alternatively, the rights may be sold to someone else.

Rights issues, are sold when the company restricts the offer to its existing
shareholders, who are then free to sell to other investors. Since the existing
shareholder is conferred the right of first melito new issues of equity, it is referred

to as the 'rights issue'.

Normally a company planning to issue an IPO, will hire a securities firm to
recommend the amount of stock to issue and the asking price for the stock. It will also
attempt to place thehares with investors and typically sells many of the shares to
institutional investors.

Equity capital, is often arranged through merchant bankers or managers to an issue,
who play the role of advisory and certification intermediaries. As per regudatio
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they may be required to fulfill certain criteria such as registration and capital
adequacy requirements. They, as also stockbrokers, may also assume the role of
underwriters. Underwriters help the company to issue new shares by extending their
certification, which is more acceptable to the public and regulatory authorities. Since
they go to the market frequently, they require to protect their reputations. They may
also buy the shares at discounted issue prices and assume the risk of selling them later
to investors at the higher issue price.

Underwriters guarantee success of an issue by pricing the new issue using their
pricing skills, by their access to a network of investors to whom they can distribute
the issue, and their skills fonanaging and lagg off risk by providing guarantee.

The risk to underwriters is greatest in the fixed price offer for sale. The more the
underwriters can prsell an issue, the less they are at risk. In the auction offer the risk
is less, though here too the underaritmay have to buy unsold stock at the
reservation price, which is the minimum bid price they may have committed to. For
providing the guarantee, the underwriters are effectively providing a put option to the
company, which comes at the price of a spreadomnmission. The company may
exercise its option to sell.

The underwriter to an initial public offering typically undertakes an analysis of the
company and then estimates the price range for the stock. The underwriter approaches
clients and accepts irgitions of interest, which are ndmding orders for stock at
different prices. These indications of interest, are used to set the final offer price at
which the underwriter allocates shares. While investors are not bound by their
indications, and have ¢h opportunity to revise requirements, the continuing
relationship between investors and underwriters ensures that investors cannot go back
on their expression of interest with impunity.

This process of solicitation is often formalised into a bbakding procedure, so that
by the sale date, the underwriter has a more or less precise set of orders at different
prices and is able to determine the (uniform) price at which the issue may be sold.

The interaction that takes place between a company andvisbeslon the one hand

and investors on the other may also provide the information that allows the company
or its advisors to change the amount of securities on offer. Therefore, new issues may
include a 'greenshoe’ option, that allows the underwritensctease the offering, if
demand is unexpectedly strong.

IPOs tend to occur more frequently during a bullish stock market when potential
investors are more interested in purchasing new stocks. They also occur more
frequently when other investment oppoiities are not as attractive. Like merchant

31



bankers, underwriters too are required to seek registration and meet capital adequacy
norms.

Brokerage firms ask for allotments of IPO shares from securities firms underwriting
the IPOs, so that they can off@O shares to individual investors. Brokerage firms
may receive very small allotments and so they tend to make them available to their
bigger clients. Stockbrokers may be sole proprietorships, partnerships or corporate
bodies. They require, to be membe@efsat least one stock exchange, meet capital
adequacy standards, and registration by the regulatory authority. They may be
permitted to transact with investors through -bubkers, who in turn need to be
certified by a regulatory authority. Sddookers mayact as agents of the stockbroker

or assist the latter in transacting business.

IPO information such as pricing, filings and wp#rforming IPOs are available on

the internet. There is evidence that the stock price of an IPO, typically rises on the
first day and then declines over time. Institutional investors may be tempted to
purchase the stock at the time of the IPO and sell the stock shortly afterwards. This is
called flipping. To discourage this, securities firms may make available future IPOs to
institutional investors that retain the shares for relatively long periods.

From a longterm perspective, many IPOs are opeced at the time of issue.

Investors may be overly optimistic about firms that go public. Companies may not

perform as well as the expectations of i nves
managers may have hdithited access to funds before, and therefore, were more

efficient with the use of funds. Companies may therefore take advantage of such

situation to obtain more funds.

A secondary stock offering is that, which is offered by a company, that already has

out standing stock. The company is I|likely to
Because the company already has shares in the market, it can monitor the market

price to anticipate the price at which it wishes to sell new shares. If it floods the

market with more shares than what investors are willing to purchase, it can cause a

decline in the equilibrium price of all its shares. Companies are more willing to issue

new stock when the market price of their outstanding shares is relatively high.

In auctions of securities, participants are often required to submit sealed bids and

have no opportunity to revise their bids in the light of bids submitted by others. Since,

bidders form different views of t,bhe itemsd va
auctioneer needs to decide pricing and allocation rules. The two most common

auction mechanisms are known as the discriminatory auction, and the uniform price

auction. In both these formats, bidders can typically submit multiple bids, each

individual bid consisting of a pricguantity pair. In both auction formats, the
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securities go to thhighest bidders. However, in uniform price auctions, the winning
bidders pay the same price equal to the lowest winning bid. In other words the
auctioneer can detmine the maximum price at which the total issue can be sold, and
successful highest bidders will receive stock at a uniform price, which is the lowest
price offered by a successful bidder. In the discriminatory auction the winning
bidders pay the prices et bid. In the uniform auction, all bidders pay the same
marketclearing price. In the discriminatory auction, the seller essentially acts as a
price-discriminating monopolist, by awarding securities to the highest winning
bidders and working down throudghe aggregate demand schedule until the entire
isSsue is sold.

It might seem that the proceeds from a uniform price auction would be lower than
that from a discriminatory auction. But, this fails to recognise that bidders will act
strategically, when thegubmit their bids and are likely to bid at lower prices under
the discriminatory format. In a sense, it is cheaper for bidders to submit higher bids in
a uniform auction than in a discriminatory auction, since most bidders end up paying
a lower price tharthey bid. In fact, under some conditions, auction revenue may be
expected to be higher under the uniform format, than under the discriminatory format.

Ownership of shares is evidenced, by a share certificate which is freely transferable
by the owner. Btablished channels for transfer include the broker, who brings
together buyer and seller, and the transfer agent, who transfers the stock of a company
for a bona fide buyer or seller of securities and keeps ato-dpte list of the
shareholders on the tks of the company.

When a share is purchased, the broker can ke:
convenience and safety. This means that, the certificates will be held by the brokerage
firm for account of the investor. When dividends are paid btioer must credit the
account; when annual reports or rights issues are received, the investor must be
notified. When the stock is to be sold, the investor merely calls the broker, and broker
credits the proceeds to the account. If the investor wisleemay receive the stock
certificate directly and when the stock is sold, the form on the back of the certificate
must be completed or a separate power of attorney signed. If, it is sold through a
broker, the broker will be appointed as attorney to trarisfé€his is done, by placing

the broker's name on the appropriate line on the back of the certificateerTifieate

is signed and dated, and sent to the broker, usually by registered mail. If the broker
wishes to transfer the stock to a buyer, the éraleed only fill in the name of the
person to whom it will be transferred and send it to the transfer agent.

Scrutiny of applications for shares, consolidation of data gathered from the
applications, intimation of allotment of shares and dispatch dificates are often
assigned to registrars to an issue, who are registered with the regulatory authority.
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Several companies have now automated the process of transferring and issuing
ownership shares. The computer prints the name and number of shases@wthe

face of each nodenominational security. Some day the share certificate will be
eliminated altogether, and the stockholder's ownership will be a statement of holdings
supplied by the company's transfer agent, much like the statement, proyided b
mutual funds. Many people lose securities each year or have them stolen. Since it is
costly and time consuming to replace them, certificates should be kept in safe places.
If they are lost, stolen or otherwise destroyed, the transfer agent should fiesd noti
immediately. A new share certificate may be obtained, after indemnifying the
company and applying for the same.

In India, government securities are issued by the Reserve Bank of India whenever
funds are to be raised by the government. The purchasesade of these may be
effected through primary dealers registered with the Reserve Bank.

Depositories are authorized to hold securities in physical form in their vaults and
credit securities through book entries. If securities are in thephgsicalform, they
are credited electronically through book entries.

Role of Stock Exchanges

A securities market is any place where buyers and sellers come together to trade in
securities. A person who buys bonds issued by the government through the RBI is
part of the securities market. The securities market is actually divided into two broad
classes, the original securities exchange market, and the over the counter (OTC)
market. The organised securities market is further divided into national, regional and
local exchanges. The National Stock Exchange (NSC) and the Bombay Stock
Exchange (BSE), Mumbdorm part of the national stock exchanges. The -ther
counter market is the informal market and handles securities transactions in the office
of brokers and daers registered to engage in securities business.

Stock exchanges facilitate the trading of existing stocks in the secondary markets.
Brokerage firms serve as intermediaries between the buyers and sellers in the
secondary markets. Brokers receive osdeom customers and pass the orders on to

the exchange, through a telecommunication network. Orders, are frequently executed
a few minutes later. Full service brokers offer advice to customers, on stock to buy or
sell; discount brokers only execute thangactions desired by customers. Stock
exchanges provide a secondary market, allowing investors, a flexibility in spending
which would not be possible if they were to hold securities until they were redeemed.
For example, investors who bought shares imimgry issue, intending to hold on to
them, can nevertheless meet unforeseen cash requirements by selling securities to
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other investors. There is however, a price for this flexibility, which is that the price
the seller receives depends upon market camditiwhich are uncertain. The
variances of prices means that agents associated with secondary markets have to be
very nimble to avoid risking their capital.

Stock exchanges provide a secondary market, allowing investors, a flexibility in
spending which would not be possible if they were to hold securities until they were
redeemed. For example, investors who bought shares in a primary issue, intending to
hold an to them, can nevertheless meet unforeseen cash requirements by selling
securities to other investors. There is however, a price for this flexibility, which is
that the price the seller receives depends upon market conditions which are uncertain.
The varances of prices means that agents associated with secondary markets have to
be very nimble to avoid risking their capital.

The role of the secondary market is to provide liquidity and immediacy in a cost
effective way. To an extent, it enhances the eahi the securities it mediates,
strengthens the primary market and lowers the cost of finance for companies and
governments. As any market does, it performs this job by matching buyers and sellers
and establishing a price at which equilibrium occurs.fiére a forum in which
investors and traders interact and exchange securities according to their trade
requirements and beliefs abdbe true value of the security. The price which clears
the market therefore, offers a consensus view of the underlying wéthe security.

Among the largest stock exchanges in the United States and the world, is the New
York Stock Exchange (NYSE). In India, the largest is the Bombay Stock Exchange,
Mumbai.

The functions of national exchanges have grown over the ybassnow include far

more than furnishing an area for trading and providing information about price and
sales. National exchanges also assure the investor of basic financial information and
protection. For example, they require a company to provide itelsblders with a
statement of earnings and a balance sheet that summarises its assets and liabilities.

Stock exchanges are special because they organise trade in variable price securities
such as equities and bonds and present a consensus view of ¢éhgingd/alue of

the securities. A security price is said to be informationally efficient, if it reflects all

of the information available to participants in the market. However, this efficiency is
limited and this limitation can lead to serious handiofphe exchange's ability to
perform these functions.

The exchange provides a continuous market for individual securities issues. This is
perhaps its most important function. A continuous market is predicted on a large
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volume of sales and a narrow pricenge between the bid and the ask price, and
between the previous sale, and the sale taking place, at the moment. It also depends
upon the rapid execution of orders. These conditions are fostered by the trading rules
of the exchange. There are also aisigiht number of buyers and sellers of shares of
stock of each company traded and a sufficient number of brokers and other members
of the exchange, transacting orders to assure a broad and active market. The effect of
such a market, is to improve the lidity and marketability of securities that are
traded.

The price of a share of stock, is established in an auction market. It is not set by the
traders on the floor of the exchange, or by negotiations off the floor; it is established,
by a bidding processand therefore, the price at any one time tends to reflect the fair
market appraisal of the stock. Since the market for a security is continuous and since
the price is established by supply and demand, securities have good collateral value
for loans. Obiously, the ability of an exchange to provide a fair market price is
limited, because current news or events can have a tremendous effect upon stock
prices. A specific price may or may not be fair when longrange investment values are
considered. All thatve can expect from a market is a price established freely by
competitive forces. The broad auction market tends to improve marketability, and this
makes securities better collateral for loans.

A continuous market for shares competitively priced provaldavourable climate

for raising capital. Even if, the securities are sold by investment bankers, off the
exchange, the securities traded on the exchange establish a price pattern that serves as
a standard of value. Such a comparison should aid in coggiorahcing. Since there

will be a continuous market available after the securities have been sold, the new
offering is more readily salable to investors. Most large corporations depend upon
retained earnings or internally generated funds for financingir Tiifrequent trips to

the stock market, however are aided by the formal organised stock exchange.

Companies listed on the regional and local exchanges are usually small, but they may
have their stock traded on a national exchange in addition to omeox local
exchanges. The price of shares traded on local exchanges is usually low, the volume
of trading is small, membership fees are inexpensive and there are few members of
each exchange.

Listing of Securities on Stock Exchanges

Listing of securities, on a stock exchange, allows them to be traded there under an
agreement between the exchange and the issuer of the stocks. Provisions of section
73(1) of the Companies Act 1956, as amended in 1988 set the regulatory framework
in Indiafor listing at the stock exchanges. Besides this, there are the provisions of the
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Securities Contracts (Regulation) Act 1956, which confers powers on a stock
exchange.

Securities, offered to the public for subscription, have to be listed on a stock

exchange. For this the stock exchange and/or the regulatory authority may require

certain criteria to be satisfied, such as disclosure norms, names of the exchanges at

which listings are sought, eligibility for an IPO, poss sue capital, pr omot
minimum catribution and lockin period for the same, minimuoffer to public for

subscription, pricing of the issue and credit rating.

Listing, a security on the stock exchange, instills a sense of confidence in the
investing public, by signaling that the compahgs complied with certain basic
requirements which govern among other things, administration of share certificates,
registration of transfer of shares and new issues. These compliances are likely to
create an environment conducive to wider investor ppation and therefore,
liquidity.

Stocks and bonds are traded on the stock exchanges. The two largest stock exchanges
of the country are the Bombay Stock Exchange (BSE), Mumbai and the National
Stock Exchange (NSE), New Delhi. Although it is not obligattor stocks to be

listed on a stock exchange, it becomes so, if the company declares in the prospectus,
that it will seek listing.

The listing regulations are uniform for all stock exchanges in this country. Companies
seeking listing of securities must meet conditions of minimum public offer, minimum
issued capital, payment of interest on excess application money if not returned withi
30 days from date of closure of the issue, maximum expenses permissible for an
issue, restrictions on advertising, face value of shares, bonds and debentures,
publication of half yearly results and its notification to the exchange. The application
for listing, must be accompanied by a number of documents. The company is required
to pay listing fees, which may vary from exchange to exchange.

Trading on Stock Exchanges

Exchanges have a trading floor where the buying and selling of securities take place
Individuals or firms (brokers) are required to purchase a seat or membership of the
stock exchange in order to obtain the right to trade securities there. The trading that
takes place on the floor of the stock exchange resembles an auction, as members
trying to sell a client's stock strive to obtain the highest price possible, while those
representing the buyelients strive to obtain the lowest price possible. When
members announce their intention to buy or sell a certain number of shares of a
certain $ock, they receive bids or offers as the case may be from otéetbers.
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Sellers accept the highest bid or hold shares until an acceptable bid is offered. A
member can act as buyer or seller.

Only members can transact business at the posts, where igecarg traded. The

6open outcryd offers a -makchiratthathaslbgen ssedmpl e met h
for centuries, in commodities markets. In this, buyers and sellers match themselves up

directly by calling out bid and offer price offers in the trafipit’. The physical order

matching system, is now emulated by the new screen based exchanges. Trading pits

are rapidly losing ground to the electronic system. The new electronic media, is used

mainly by marketmakers and corporates, to conduct lasgde transactions. Online

trading systems are gaining popularity at the retail level as well.

The more progressive stock exchanges have electronic quotation systems that provide
immediate price quotations. Companies that wish to have their prices quosed mu
meet specific requirements on minimum assets, capital and number of shareholders.
Specialists take positions in specific stocks and stand ready to buy or sell these
stocks. They are expected to maintain a fair and orderly market, in the securities
assgned to them. Floor brokers execute stock transactions for their clients.

Transactions are facilitated, by markeakers who stand ready to buy or sell specific

stock in response to customersd orders made
Liquidity of the stock market is enhanced by manketkers, because they are

required to make a market at all times in an effort to stabilise prices. Whereas,

brokers on the exchanges match buyers and sellers, maakets serve not only as

brokers, but also amvestors. Markemakers have a bid/ask spread, to charge for

transactions they execute. Consequently, transaction costs become higher.

The market is created, from the flow of orders to buy or sell each stock. Investors
communicate their orders to brokdsy specifying name of the stock, whether to buy

or sell it, number of shares to be bought or sold, and whether the order is a market
order i.e. transact at the best possible price or limit order i.e. limit placed on the price
at which a stock can be ptased or sold. In a limit order, investors may obtain a
stock at a lower price but there is no guarantee that the price will reach that limit.
Orders may be placed for a day or longer periods.

Investors can purchase stock on margin (with borrowed fungdsigning up for
margin account with their broker. Investors can sell the stock short or short the stock
when they anticipate that the price will decline. When they sell short, they are
essentially borrowing the stock from an investor to whom they wikkhaprovide it.

Short sellers earn the difference between what they initially sold the stock for and
what they pay to obtain the stock.

38



There is also the brokerage mechanism, which is employed in thin markets for
heterogeneous instruments. This is g@tlequate for traders with little immediacy or
liquidity requirement, who trade frequently. Brokers use their knowledge of clientele

to find buyers and sellers, or are approache
on to their books. In an extrenmase, where the process fails, an auction may be
arranged. Small company shares, are usually t

small regional stockbrokers.

Matching methods are used, to make markets in equities and to determine opening
prices forauctions. Client 'limit orders' which specify the size of the trade and an
acceptable price range, are collected before the market opens. These buy and sell
orders are then aggregated and the market clearing price is found at the level at which
net demands close to zero. A markehaker has the option of using this aggregate
demand/supply schedule as an offer curve and can execute these limit orders against
his own inventory.

Liquidity in these markets, is maintained by dealers in return for privilegesh

they receive from the stock exchange. There are two main mechanisms for achieving
liquidity - the quotedriven and the ordedriven. In the quoteriven markets, dealers
announce a 'bid’ price at which they stand ready to buy up to some maximuityquan
and an 'ask’ (or offer) price at which they are prepared to sell. They then meet orders
out of their inventory, adjusting prices accordingly.

In orderdriven markets, dealers (known as intermediaries) submit limit orders on a
continuous basis to th&tock exchange computer. A limit order is an instruction to
buy (or sell) shares up to a specified maximum at a price equal or below (or above)
the specified level. These orders are ‘crossed’ or executed against existing limit orders
if possible, but othevise added to the order book, which forms the price schedule for
the market. Similarly, clients can submit limit orders. They can also submit market
orders, which are unconditional as to price, and are immediately matched against the
most favourable limibrder price, on the computer.

An individual wishing to buy or sell a security would contact a salesperson at a
brokerage firm and place an order. The order must specify the name of the issuer of
the security, types of security, whether order is for lpase or sale, the order size,
type of order, and the price and length of time the order is to be outstanding. Under
type of order, market, limit, short sale, stop order are to be specified.

Order size trading on the stock markets, is usually carried out in round lots. A round
lot for most common stocks, is considered to be hundred shares. An odd lot is a
quantity different from hundred shares. Orders can be for both, round or odd lots.
Generdly, odd lots have higher transaction costs. For securities other than common
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stock or ordinary shares, there is no differential categorization by order size, but there
may be a minimum order size.

Market orders are the most common type of orders plagegh individual investor.

A market order is an order to buy (or sell) at the least (or highest) price currently
available. The purchase or sale price can differ from the bid or ask. First, consider a
market buy order. Other investors could simultaneobslylacing market orders to

sell, and the shares could be traded inside theaskdprice. Second, the bagk

spread could change, between the time the order is placed and the time it is executed,
because of other preceding trades or because new infomeatiised a change in the
bid-ask spread. Thus, an investor using a market order is insuring execution with
some uncertainty as to price.

Limit orders are orders to buy or sell at a minimum or maximum price. Limit orders
control the price paid or recengebut the investor has no way of knowing, when and

if the order will be filled. A limit order may be utilised by an investor, who observes
the price to be varying within a range and tries to sell or buy the stock at a favourable
price within the range, anis willing to bear the risk of not filling the order.

Short sale investors can sell shares they do not own. This type of trade is referred to,
as a short sale. When an investor short sells a security, the security is physically sold.
Since the investodoes not own the security, the brokerage firm borrows it from
anotherinvestor or lends it to the investor. The securities borrowed normally come
from the securities held, at the brokerage firm, for other investors. Securities, kept at a
brokerage frmby nvest ors, are referred to as securit.i
the firm does not possess the shares they desire to sell, they would borrow the shares
from someone else, often another broker. The investor, whose shares were borrowed
and sold, nanally would not know that the transaction had occurred and would
definitely not know who had borrowed the shares. Since the shares are physically
sold, the company would not pay dividend to the investor whose shares were
borrowed, but instead pay the puaskr of the shares. For the investor, whose shares
are borrowed, not to be hurt by the short sale, he or she must receive the dividends.
The person who sold the shares short, is responsible for supplying the funds, so that
the person whose shares were baxgd, can receive any dividend paid on the stock
that was sold short. At a future time, the short seller repurchases the shares, and
replaces the shares that were borrowed.

Stop orders are activated, only when the price of the stock reaches or paasgs ahr
predetermined limit. The price that activates the trade, is called stop price. Once a
trade takes place at the stop price, the order becomes a market order. Thus, a stop loss
order can be viewed as a conditional market order. A stop buy order l®@me
market buy, when the trades of others equal or exceed the stop price. The investor
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might place a stop loss order increasing the stop price, if the shares continue to rise.
As with all market orders, the actual price the shares will trade at, is uncerta
because the trade prices might move below the stop price before the stop loss order
can be executed.

A stop buy order is often used, in conjunction with a short sale. Since the share must
be replaced following a short sale, any price increase hdmenshort seller. A stop
buy order serves to limit the amount of loss, the short seller can incur.

An investor must specify the length of time an order is outstanding for orders other
than market orders. A day order instructs the broker to fill the drgléne end of the

day. If, it is not filled by end of the day, it is automatically cancelled. If the investor
does not specify the length of time, it is assumed to be, a day order. A week or month
order is to be filled by the end of that period or candell@ood until cancelled
orders, remain outstanding until the investpecifically cancels the order. Fill or Kkill
order instructs the broker to fill the order immediately or to kill the order.

Spot transactions require settlement by delivery and payometite date of contract,
or next day. A clearing house facilitates, the clearing of contracts, delivery of
securities, and payments between members.

Stocks, not listed on the organised exchanges, are traded in théh@ueunter

(OTC) market. Like theorganised exchanges, the OTC market also facilitates
secondary market transactions but does not have a trading floor. Instead, buy and sell
orders are completed through a telecommunication network. Because there is no
trading floor, there is no need to yoa seat to trade on this exchange, but it is
necessary to register with it.

Regulation of Stock Exchanges

It must be borne in mind that securities related laws, do not prevent investors from
making poor investment decisions but only attempt to enstioemed decisions,
protecting the investor against fraud.

Capital markets and institutions, of which the stock exchanges are a part, are prone to
failure. Regulation can reduce the risk of failure. Legal and regulatory constraints can
help shape a coumts corporate and financial structures.

In addition to regulation of markets themselves, some aim at regulation of financial

institutions participating in the markets. Some regulations apply to all financial
institutions, whereas others may apply teafic types.
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6Chinese wal |l so ar e somet i mes put into p |
communications, about takeover targets and the like, between different departments,

which may typically include fund management, mankeiking and corporate

finance, firancial viability of secondary marketakers and their parents, and in
particular counterparty risk to a firmds cl i
these risks the regulator has to see that these firms are adequately capitalised and that

proper rik control systems are in place. Regulators are always keen to maintain

reputation of industry and lay down minimum standards for its member companies

and operatives. Rules, can typically, be laid down, for qualification and behavior of

finance professional It mayset entry requirements, rules of conduct for traders,

registered representatives, directors of mertoenpanies, prohibition of trading on

the basis of information or analysis which is not in the public domain.

Performance, of various financial institutions, is linked to regulation. A common
dilemma in regulating any type of financial institution is imposing enough regulation
to ensure safety without imposing so much as to reduce competition and efficiency.

Securities are contracts, that allow investors to delegate the management of their
assets to others. Investors have to retain full legal title to their assets, or get their
funds back on demand, or surrender their assets in return for control rights that
corstrain directors and motivate them to pay dividend and interest. These precipitate
problems of principahgent, borrowetender relationships. Capital markets solve
these by providing, legal, accounting and regulatory systems.

The Securities Contracts €Bulation) Act 1956, provides for regulation of dealings in
securities, which among others, empowers the Central Government to recognize stock
exchanges, derecognise them, supercede their governing bodies and suspend business.

It empowers the stock exahges themselves to adopt Hg/s covering maintenance
of a clearing house, determination and declaration of market rates, limits for business
by members, margin requirements, brokerage and fee payments.

Margin requirements i.e. portion of invested dsrthat can be borrowed versus paid

in cash, are imposed to ensure that investors can cover their positions, if value of their
investments decline over time. A major decline in stock prices is likely to cause
defaults on loans from brokers and thereforé be less damaging to the financial
system.

The Securities and Exchange Board of India (SEBI) was established by an act of

parliament in 1992, to oversee exchange institutions and protect investor interest by
stipulating conditions for disclosure of eghnt financial information on publicly
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offered securities and prevent fraudulent practices in selling these securities. The act
was called The Securities and Exchange Board of India Act 1992.

It empowered the Board to declare illegal a variety of desegiractices such as
misleading financial statements and trading strategies designed to manipulate market
price. Some regulationgnay be imposed to reduce market volatility, such as
temporary halt of trading in some securities or contracts, throughtdwreakers.

The Board is assisted in its regulatory work by empowering it to call for information

from the stock exchanges, and to inspect, investigate, enquire and audit them. It

carries out its functions through various departments, manned by ekpeelated

fields. The activities of the Board, are designed to protect the investing public from

losses owing to fraud, unfair competition or unethical acts. It is the duty of the Board

to inform but not to advise the public, about the investment wdrdmandividual

companyo0s securities. This it does through pr

Recent Developments

Besides the securities discussed in the foregoing sections of this unit there are
derivative securities also traded in capital markets. Derivative securities are financial
contracts, whose values are derived from underlying assets.

Most derivative secities have two main characteristics. One is they allow an
investor to speculate on movements in the underlying assets without having to
purchase those assets. This allows the investor to take on large investment positions
without large initial outlays rad therefore provides a high degree of financial
leverage. Therefore, the returns from investing in derivatives securities are even
higher than investments in the underlying assets themselves. Investors who speculate
in derivative contracts can achieve linig returns, but they are also exposed to higher
risk than if they had speculated in the underlying assets.

Two is that derivative securities can be used to generate gains, if the value of the
underlying assets declines. Consequently, financial institsitand other companies

can use derivative securities as a means of hedging their existing investments in
securities.

Capital markets around the globe have become more internationally integrated, by the
lowering of crosscountry barriers, availability ahformation, lower transaction costs

and the standardization of regulation. As markets get more integrated, they also
become more susceptible to interest rate movements abroad.
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Most stock exchanges have suspended, or are in the progdesofg outthe outcry
system of trading in stocks and have replaced it with the stiassd trading system.
The trend is towards a floorless exchange.

With the easing of regulation, prompted by competition for foreign direct investment
with other developing counés, international issues of both debt and equity have
taken off in recent years, in conjunction with the development of the domestic market
for debt and equity.

Internet brokers accept orders online, provide real time quotes and information on
firms. Trades are executed in cyberspace and orders submitted and executed by
automated systems.

All new issues are to be in dematerialised (demat) form. The demat feuresrihat
there are no fake or forged shares, no bad deliveries and facilitates transfer of
securities.

Terminal Questions

1) What purpose do capital markets serve?

2) What are the factors that would go into deciding whether a company should
resort to debor equity for financing its requirement of lotgrm funds?

3) Discuss the role of an underwriter in managing an IPO.

4) Why is a stock exchange an important institution of the capital markets?

5) What are the factors that go into making a company eligibledory listed on a
stock exchange?

6) Discuss the various types of orders that an investor may place to buy or sell a
security.

7) What means are employed to regulate stock exchanges?
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Uniti 10 : Lease Financing

tiv
The objectives othis unit are to:

A Explain the concepts of lease financing as a method of raising corporate
finance

A Distinguish between lease financing and hire purclias&cing

A Discuss various forms of leafirance

A Survey the various benefits and costs of lease financing from the point of view
of thelessee

A Evaluate the lease financing with respect to its economics from the point of
view of thelessee.

Structure :

10.1 Introduction

10.2 Concept of Leas@&nancing

10.3 Distinction between leasing and hpearchasing
10.4 Forms of Leas&inance

10.5 Benefits and costs of Leagénancing
10.6 Financial Evaluation of theease

10.7 Problens inleasefinancing

10.8 Leasingin India

10.9 Summary

10.10 Self Assessmeruestions/Exercises
10.11 FurtherReadings

10.12 Key words

10.1 Introduction

As you have observed, Blo&kis intended to discuss diverse sources of Long term
financing. The preceeding two units (viz 8 and 9) have focusdikesignificance of
equity, preference and debenture capitals as sources of Long term finEinee.
capacity of a firm taaise long term finance depends on the conditions prevailing in
the capital market. It is, therefore, nothing but imminent to suhayevelopments

in the primaly and secondary markets. Such an attempt has alreadyriaekn

In the recent years many newer formaglong term financingare gaining popularity
both in the developed and developing economics. Among these, leasing, hire

purchasing and venture capital financing are the most popular modes in the recent
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past. In this unit, we shall discuss the significance and economics of lease financing
as a part of theources of long terfinancing.

10.2 Concept of Lease Financing

A leaseis acontract wherebyhe ownerof theassef k now as the Ol essord) ¢
anot her party (known as the 6l esseebd) the exc
an agreed periodf time, in return for the payment oént.

Thus, a lease transaction consists of two parties, the lessor and the lessee. An obvious
advantage to the lessee is the use of an asset without having to buy it. For this
advantage, the lessee has to pay periddase payments, usually monthly or
guarterly. A typical lease agreement may contain the following provisions:

Duration: The lease contract may be for any period, from a few hours to the entire
expected economic life of the asset.

Lease rent: As the lssee gets the exclusive right to use the asset during the lease
period, he pays, in return, lease rents in instalments. If the lease period is the same as
the life period of thessetrents are set to enable the lessor to recover the cost of asset
plus a &ir return on investmemverthe periodof the lease.

Alternatives at termination: In the lease agreement, option mayghesnto lessee

to renew thelease for another lease period or to purchase the asset at expiration. If
the lessee does not exerciseoption, the lessor takes possession of the asset and is
entitled to, if any, residual value associated itith

Duties of the parties as to taxes, insurance and maintenance: Either the lessee or
the lessor may bear these obligations or these malivied between lessee and
lessor according to the terms of the agreement.

Early termination: The lease agreement may grant the right to terminate the
contract orpaymentf a penalty.

10.3 Distinction between Leasing and Hire Purchasing

As against leasing, hire purchase involves the purchase of an asset on the
understanding that the purchase (called the hirer) will pay in equal periodical
instalments spread ovelength of time. Leasing and hire purchase have emerged as
a supplementargource of intermediate long term finance. They are provided mainly
by nonbankingfinancial companies, financial institutions and otbeganizations.
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Lease financing resembles hperchasan certain ways. Both are similar so far as
the use of thas®t by thehirer or thelesseds concernedin boththe casesthe right
to usetheequipment is transferred to the hirer, or thesee.

In case of leasing, the user of the asset (the lessee) is not the owner of the asset.
Hence, depreciation on ass=nnot be claimed by the lessee as a deduction from
taxable income. As against this, the hire purchase capitalizes the asset bought under
the hire purchase contract although the ownership does not pass on to him until the
last instalment is paid. Hire puraser charges depreciation regularly to profit and
loss account. The liability for future hire purchase instalments are shown separately
in the balance sheet.

Under leasing, thentrel ease rentals represent a Ohire che
treated a expenses and hence tax deductible. Under hire purchase, part of the

instalment represents capital outlay and the other part is interest on loan. The part

representing capitabutlayis not an expense, btlie interest on loan is considered a

revenue exenditure and hence is tdeductible.

In case o f leasing the leased asset is not shown in the balance sheet of the lessee. In
case of hire purchase, the asset is shown in the balance sheet of the hirer. Generally
there is no down payment in case of irgsBut a sizable amount of down payment

is made in case of hire purchase.

A crucial difference between Hire Purchase and leasing is that for Accounting and
IncomeTax purposes. In the case of Hire Purchase, the hirer is deemed to be the
owner of the agds; whereas in leasing, the lessor is the owner. The asset figures as
part of the Gross block of Assets in the books of hirer; who charges depreciation
thereon. Because of this difference in tax treatment, the lease charges are generally
lower than hire prchase charges. Hire purchase is generally extended for transport
vehicles; whereas leasing is usually granted for industrial equipment. From the point
of view of the lessee (hirer), the following differences mapdied:
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Leasing Hire Purchase

* Depreciation and Investment allowance can  * Depreciation and mvestment allowance can

not be clammed by the lessee be claimed by the hirer
* The entire lease rental 13 a tax deductible *  only the nterest component of the hire
EXpenses purchase mstalment is tax - deductible
*  The lessee, not being the owner of the * The hirer, being the owner of the asset,
asset, does not enjoy the salvage value. enjoys the salvage value of the asset.

10.4 Forms of Lease Finance

Generally leases are classified into (i) Financial Lease and (ii) Operating Lease.
However, other types of leases are also prevalent.

1. Financial Lease

A financial leases also knownby various namessuch as full payment lease, capital
lease, long term lease, etin this type of lease, the lease period is generally equal to
the expected economic life of the equipment. One of the important features of
financial lease ighatthe contract is neoancellable. The lessee is obligatechary

lease rents until the lease period expires. The lessee uses the equipment exclusively,
maintains it, insures and avails of the after sales service if any. The lessee pays lease
rentals on a periodic basis over the period of lease.

In financial leasethe lessee may select the equipment, settle the price and terms of
the sale and arrange with a leasing company to buy it. This type of lease transfers
substantiallyall the risks and rewards incident to ownersfigm the lessorto the
lessee.

The contratual period in a financial lease can be split up into two or three periods
over the life of the equipment. The lease during the first period is call€éBriheary

Leas® , wikforapgredetermined periodur ing this period the leasing company
geneally recoverghe complete cost of the equipment and also interest on the money
invested. The primary lease period may be followed ldgezondant e a peeidi
during which the lease rentals stand substantially reduced. This period may be
followed by a erpetual lease on token rental fberemaining period of the life of

the asset.

Undera financial leasethe rate of lease rental woultbe fixed, based on the kind of
financial lease takemhe periodof leaseperiodicity of rental payment and the rabé

49



depreciation and other tax benetizdincentivesvailable.

Like other countries, financial leases are popular in India and high cost equipment
are leased under it. Locomotives, earthmoving equipment, office equipment, plant
and machinery, printingnachinery, textile machinery, machine tools, etc. are the
equipments being leased under it.

2. Operating Lease

An operating lease is also known as stterin, service or maintenance lease. In this
type of lease, the lease period is generally less thanltlexpected economic life of

the equipment. Unlike financial lease, the contract is cancellable with proper prior
notice.

The risks and rewards incidental to ownership are retained with the lessor. The lessor
is expected to maintain the assets in goaakmg condition. The lessor does not
recover its investment during the first lease period. The lease period is usually for a
short period and magtretch from a day to about 5 years, depending on the asset
being leased, its frequency of use and other dactors. The shorter the lease
contract period, the higher will be the lease rentals.

Operating leases are most suitable for equipments which are highly sensitive to
obsolescence. This type of leases are most suitable and popular for computers, copy

machnes, electronic equipment, automobiles and other office equipments.

Finance lease and operating lease may be differentiated as follows

Basis Finance Lease Operating lease
1. Life of contract Approximates the economic life | Shorter than the economic life of
of the asset the aszets
2. Maintenance Provided by the lessee or|Provided by the lessor and

covered by a separate agreement | included  the lease rentals

3. Lease Payments Eeturn the cost of the assets and | Mot sufficient to cover the cost of
allow a profit to the lessor the azset

4. Cancellation May be cancelled only if both | May be cancelled before expining
the lessor and the lesses agree date.

It is importantto notethat the financéease and operating lease differ not only on the
basisof the length of the contract, but also with respect to the period of lease as
against, the economic life of the asset. Although the differences between the finance
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and operating lease are obviossmelease arrangementsay not fitneatly intoany
of these two. Theymay have thefeatures of both the types and may be called a
combinationlease.

Other forms of Lease Financing

The other important form of lease financing are:
1. Direct Leasing

2. Sale and Leaseback arrangemant]

3. Leveraged.easing
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These three forms are discussed in detail below.

1. Direct Leasing

Under direct leasing, a company acquires the use of an asset, it did not own
previously. The majortypes of leassors are manufactures, finance companies, banks
and independent leasing companies. For leasing arrangements involving all but
manufacturers, the vendor sells the assdhédessor,who, in turn, leasest to the
lessee.A lessedirm may al® leaseanassetform the manufacturer. A wide variety of
direct leasing arrangements meet various needs dif e

2. Sale and Leaseback

Under this type of lease arrangement, a firm, that owns a given asset sells it to the
leasing company and gets it kaan lease. Usually the asses@dat approximately

its market value. The firm (the lessee) received the sale price in cash and the
economic use of the asset during the primary lease period. In turn it agrees to pay
lease rents periodically and gives titfe to the asset. Retail stores, office buildings,
multipurpose industrial buildings are frequently financed by this method. Most of
the ASale and | ease banetldsis which racarg thatéhat s ar e
lessee pays all maintenance expsngeoperty taxes, insurance and lease payments.
The agreement may allow the lessee to repurchase the property at the termination of
the lease. Lessors engaged sale and lease back arrangement include financial
institutions,banks and independelsasingcompanies.

3. Leveraged Leasing

In recent years, special forof leasing, knowras6 L e v er a g elihsbhécenes i ng 6
popular in the financing of assets requiring large capital outlays. The equipments
taken under leveraged leasing include aircraft,rcat, coal mining, electripower
generation plants, pipelineships,etc.

Three parties are involved in leveraged leasing. They are (i) the lessee (ii) the
lessor, and (iii) the leander. From the standpoint of the lessee, there is no difference
between aleveraged leasend othe typesof lease But therole playedby thelessoris
different here. Thdessor acquires the asset in keeping with the terms of the lease
arrangement and finances thgsetin part by an equity investment. The remaining

pat is financed by a longerm lender or lenders. Thus, the lessor is the borrower in
this type of lease. This loan is secured by a mortgage on the asset. As owner of the
asset, the lessor is entitled to depreciation associated with the asset and also
invegment allowance.
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10.5 Benefits and costs of Lease Financing

Let us look at some of the benefits and costs of leasing as a means of financing. It
will facilitate our understanding and evaluation of leasing as an alternative means of
capital financing.

Avoidance of Risk of Ownership

One of the major reasons for acquiring an asset on lease is that the leasth®ffers
advantage of placing the risk of obsolescence on the shoulders of the owner. When a
firm purchases machinery, it has to bear the risk that the machinery may become
obsolete beforéhe completion of its service life. However, this risk can be avoided

by takng the machinery on lease. It is sometimes argued that this reasoning may not
always be valid because of the fact that leasing firms, who have specialized in the
kind of equipment they own, are generally more knowledgeable than the lessee
regarding the sk of obsolescence and accordingly witlargefor bearing that risk.

The risk factor will, therefore, be reflected in appreciably higleatal payments.

This really means that the lessee pays for, and befrefiist he speciali stds ser:
but neverthkess avoids the risk afwnership.

Convenience

Leasing enables the lessee fitmm make full use of the asset without making
immediate payments of the purchase pngieich it would otherwise have been
requiredto pay.In view ofthis, firms experiencing deth of funds can acquire assets
more quickly under leasing arrangement than thrdagtng.

Lease financings regardedas more convenient formf financing than debt financing

as it relievesthe firm a number of restrictive terms and conditionswhich are
stipulatedin bondindenture. Although lease contracts are tightening, there are still
generally few restrictions on future operations and future indebtedness in a financial
lease than in a loan.

Sustaining Borrowing Position

Leasingis saidto be usefulto alessee firmin so far as itstrengthengts borrowing

capacity and thereby permits the firm to raise more debt capital than direct

borrowing, giventhef i r més exi sting equity base. Since t
the leasing arrangemenbesnota ppear as debt on the balance
borrowing power remains intact and the lenders mxgnd more credib such firm

even afterthe leaseis signed, than theyvould, if the asset were purchasadd

financed by debt; because both tlsset and the debt incurred would be shown in the

financial statement. Lenders may not fully appreciate the extent of the ¢eaated

financial obligations and therefore, they may be more liberal in exteraeujt

facilities.
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Tax Advantage

Lease finacing is considered as one of the tax planning devices employed to
minimize tax liability. Leasing can provide the tax advantages to the lessee. When a
company acquires an asset on lease, the full amount ofedlse payments is
deductible for tax purposesAlternatively, if the company borrows and buys the
same asset, it would be entitled to dedigpreciation changesnd interest expenses
incurredin its financing. Whichof the twosets ofdeductions is morealuableto the
lessee as a tax shield wouid,fact, depend on themagnitudeandtiming. Usually,

it is found thata lessee firms benefited from leaseéf it can charge off the cost of an
asset more rapidly through rental payments than through depreciation and interest
changes.

Leasing, however, suffers form certain limitations which might have serious
financial implications. Let us briefly pokdut these.

Many experts hold that leasing is only another form of debt financing and lies some
wherein between scoured debt and unsecured. debsuch, in the long run, all the
attendant advantages and disadvantages of debt financing are bound to be associated
with lease alsoalbeitin adisguisedmanner.

In some cases, leasing may prove to be costlier than a straight purchase through the

conventional modes of equipment finance. This would happen particularly in the

case of leveraged leasing where the lessor is only a financial intermediary, who has

obtained finance from bank or financial institution and has added to the cost his own

profit. Another disadvantage of leasing is that the lessee may be deprived of a

substantial bonanza on account of appreciation in the value of assets at the end of the

|l ease tenur e, Further, in case of the I essor
repay the loasmraised by him from the bank/financial Institutions, the assets obtained

by the lessee through lease may be taken away by the bank/financial Institutions

di srupting the | esseebds production schedul e.

10.6 Financial Evaluation of the lease

Any prospectivelease must be evaluated by both the lessee and lessor. The lessee
must determine whether leasing an asset will be less costly than buying it. Whereas
the lessor must decide whether or not the lease will provide a reasonable rate of
return. Since, this uhiconsiders leasing as an alternative to financing, we shall
evaluate the effect of lease decision from the point of view of lessee only.

As such, the decision of the lessee as to whether to take an equipment on lease
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essentially involves choosing betwdeasing and borrowing / buying. An economic
evaluation of lease would thus call for comparison of the financial costs of the lease
with the costs of borrowing necessary funds to purchase the assets. If the cost of the
lease is found higher than the co$tborrowing, it would be in the interest of the
company to borrow and buy the asset. The converse will hold true where cost of
borrowing is higher than the cost of leasing. A detailed, step by step, approach to
leasing decision would involve the following:

Calculation of the loan paymesthedule.

Calculation of saving from investmeatiowance

Calculation of aftetax effect of cash salvagalue.

Calculation of the aftetax cost ofowning

Calculation of the aftetax cost ofleasing

Calculation of thepresent value of the cost of owing and codeasing.
Comparison of the present value of owning cost with present value of leasing

NoogrwdE

cost.

Let us illustrate how a leasirdgcisionis made by théinancemanagemith the help
of anexample.

Illustration T 1:

Bajaj Manufacturing Company desires to acquire the services of a machinery worth
Rs.55,000. The machine can be bought with a Rs. 5,000 down payment and10 annual
payments at 6 pagent, usinghe steady payment methobh casethe company owns

the macine, it will receive an investment allowance of Rs. 13,750 in year zero and
will realize salvage value d®s. 10,000 from the sale of the machine at the end of 10
years. The company uses straight line depreciation to a salvage value of zero over 10
years.

The company has the option of leasing the machinery with no initial payment at

annual payments of Rs. 7,500 for 10 years. T h e
cent. The corporate tax rate is 50 per cent. Should the company lease or borrow and

buy?

Theleasing decision can be taken by following the sestep process outlined
above.
Step | : Calculation of the Loan-payment Schedule

With a Rs. 5,000 down payment on a Rs. 55,000 machine, the Bajaj Company
financeRs.50,000for 10 years@ 6 per ceh The annual payment wilbe:
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Amount borrowed

OI'A'CGO LEOQ "BYBET

= Rs. 50,000/ 7.360 = Rs.
6,793
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Where 7.360 is the 6 per cent, 10 year factor in the annuity table. The annual interest
being 6percent on the outstanding balance, for the first year, it is (Rs.50,000) (.06) =
Rs.3,000. Therincipal repaymentis (Rs.67931 3000) Rs. 3,793. The outstanding
balanceat the end of the first yearis Rs.50,0007 Rs. 3,793 = Rs. 46,207. If this
process is continuefbr 10 years, we shall obtain the figures, as set out in Table
10.1.

Table 10.1
Repayment schedule for 6 per cent Loan for Rs. 50,000 plus Rs.5,000 Down
Payment

Year 6% Loan Annual Interest Principal Repayment Balance outstanding

Payment (approx) (approx) (approx)
0 Rs.5,000 Rs.---- Rs. 5,000 Rs. 50,000
1 6,793 3,000 3,793 46,207
2 6,793 2,772 4,021 42,186
3 6,793 2,531 4,262 37,924
4 6,793 2,275 4,518 33,406
5 6,793 2,004 4,789 28,617
6 6,793 1,717 5,076 23,541
7 6,793 1,412 5,381 18,160
8 6,793 1,090 5,703 12,457
9 6,793 747 6,046 6,411
10 6,793 385 6,408

72,930 17,933 54,997

Step II: Calculation of Saving from Investment Allowance

If the purchase option allows the compatw realize a tax savings from an
investment allowance, the amount of the saving should be calculated in accordance
with the existing tax provisions. In the present example, the investment allowance
has been determined as Rs.13,750 in year zero. Thisevilked as tax savings to
reduce the aftetax cost of owning in the year zero.

Step I11: Calculation of After-tax Effect of Cash Salvage Value

At the end of the 10 year service life, the machine will have a cash salvage value of
Rs.10,000. This will be gain and hence taxable. The tax liability will be Rs. 5,000
(50% of s.
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10,000). The aftetax net cash value is Rs.5,000. This Rs. 5,000 is an inflow at the
end of the final year and will reduce the aftax cost of owning in year 10.

Sept 1V: Calculation of the After-tax Cost of Owning

After-tax cost of owning is calculated by subtracting the tax savings from the loan
payment. This is done each year during the term of loan to develop a cash flow
stream.

To get the tax shields, we add tdgat the major tax shields that result from
purchasing the machine and multiply them by the tax rate. In the present example,
the tax shields are the depreciation and interest. Other shields could also be involved.
For example, if the lease agreement inellidnaintenance of the assets at no
additional charge, the cost of maintenance would be added to the loan payment as a
cost of owning. In this situation, the tax shield from the maintenance expense would
be added to depreciation and interest in calculahiagax savings.

In our problem, the firstyear depreciatio n using the straight line method is Rs. 5,500
andthefirst- yearinterest is Rs3,000.The total taxshieldis Rs.8,500 and the tax
saving is Rs. 8,500 time<$0 percent or Rs.4,250. We cansubtractRs. 4,250 from

the loan paymentof Rs. 6,793 to get Rs. 2,543 as the affter cost of owning for

the first year.

When Steps Il, 11l and IV are brought together in a single table showing thdaadter
cost of owning, we get the streamssaswn in Table 10.2.

Step V: Calculation of After-tax Annual Lease Cost

This entire lease payment may be used as an operating expense and hence provides a
tax shield. The aftetax cost of the lease payment is derived with the help of the
following formula:

After-tax lease = (Lease PaymeniT@dx rate)

Substitutingtheformula with figures given in out problem (Rs.7,5008)1= Rs.
3,750

Step VI : Calculation of Present Value of Cost of Leasing & Owning

Since the cash flows that arise in a lease/buysam are most predictable that are
cash flows of capitakxpenditureprojects, these cash flows should therefore be
discounted at riskfreerate rather than the overall cost of capital.
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Table 10.1.
After-tax Cost of Owning for the Sample problem

Year Loan Depreciation Interest Total Tax 50% After-Tax
Payment Depreciation  (Dept.+ Int) Cost Of
and Interest Owning
(Loan
Payment
Taxsaving)
0 Rs. 5000 Bs —-- Rs -— Rs. — BEs. 13,750* Rs. 18,730
1 6,793 5,500 3,000 2500 4230 2.543
2 6,793 3,500 2,772 2272 4136 2.637
3 6,793 5,500 2,531 2,031 4 016 2077
4 6,793 5,500 2,275 7775 3 888 2,905
5 6,793 3,500 2,004 T.504 3,732 3.041
i} 6,793 5,500 1,717 7217 3.609 3.184
7 6,793 3,500 1,412 6,912 3.436 3.337
8 6,793 5,500 1,080 6,500 3203 3 408
a 6,793 5,500 47 6,247 3,124 3.669
10 6,793 3,500 385 3,883 2,043 3.830
*  Investment allowance 3000 #=*

**  After-tax cash salvage value

The cost of debt can be taken as a riskless rate. This rate is usually lower than the
cost of capital and commonly used for determininggiesentvalue factor for cash

flows other than cash salvage value. In our calculations, we shall use the cogt of deb
as the discount factor for atiashflows with the exceptionof cashsalvagevalue

which will be | discountedat overall costof capital. Wehavediscounted future cash
flows at 6 percent rate while cash salvage value hasen discounted at 10 per cent
rate. Table 10.3 exhibits present value of after tax cost of leasamvning.
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Table 103
Present Valne of After-Tax Cost of Leasing and Owning

Year After-Tax Prezent Value of After-tax Owing Present Value of
Leasing Cost After-tax Cost After-tax
Leasing Cost Owning Cost
E= Es=. Es. R

o — — (8.750) (8,730)

1 3,750 3.538 2,543 2,399
2 3,750 3,338 2,657 2.365
3 3,750 3,149 2,777 2.332
4 3,750 2,970 2,905 2.301
5 3,750 2,802 3,041 2273
4] 3,750 2,644 3,184 2245
7 3,750 2,494 3,337 2219
S 3,750 2,353 3,408 21095
9 3,750 2,220 3,660 2172
10 3,750 2,004 3,830 2,130
11 0 0 (Fs. 5,000 {1.928)

Step VII: Comparison of Present Value of Owning Cost with Leasing Cost.

After calculating the present value of owing cost with leasing atiffgrence
between the two is worked out to determine advantage or loss of owning. Table 10.4
brings out present value of advantage to owning.

Tahble 10.4
Calculation of present Value Advantage to Owning
Year Prezent Value of Present Value of Present Value
Leasing Cost Owing Cost Advantage to
Dwning

0 0 (Es B8730) B7350
1 3558 2390 1130
2 3358 23635 973
3 3149 2332 B17
4 2070 2301 669
3 2802 2273 529
& 2644 2245 3go
T 2494 2219 273
g 2353 2195 158
o 2320 2172 43
10 2094 2150 (36)
11 0 (1928) 1928
15629
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A comparison of the present value aftax leasing cost with thatf owing cost leads

to owningadvantage of Rs. 1562¢hich means owning cos less than leasing cost.

If leasing cost wereless than the owning cost, there would have been leasing
advantage. In the presecase,the managemenbf Bajaj ManufacturingCompany
shouldgo for borrowingand buyingthe machine.

Illustration - 2:

ABC Ltd. is considering to buy a machine costing Rs. 1,10,000, Rs. 10,000 payable
downandthe balance in 10 annual equal installments inclusive of interest chargeable
at 15%. Another option before it is to acquine asset on a lease rental of Rs. 15,000
per annum for 10 years. As a financial manager, decide between these two options
that:

i) Scrap value of Rs. 20,000 is realizable if the asspetiishased
i)  Thefirm provides 10% depreciation on straight line metbadhe originakost.
i) The tax rate is 50%, and after tax cost of capitdl5%o.

Solution:

Option I 7 To buy the asset: In this option, the firm has to pay Rs. 10,000 down and
the balance Rs. 1,00,000 together with interest @ 15% payable in 10 anndal equa
installments. The annuity amount may be calculated by dividing Rs. 1,00,000 by the
Present Value Annuity Factor (PVAF) for 19 years at 1% annual repayment =

Rs. 1,00,000/5.019 = Rs. 19,925

The cash flows of the borrowing and purchase option reagvialuated as follows:

Year Installment Interest Repayment Balance
1 Ps.19,925 Rs.15,000 Rs 4025 Rs. 03,075
2 19,925 14,261 5,664 £9.411
3 19,925 13,412 6,513 §2.80%8
4 19,925 12,435 7490 75408
5 19,925 11,311 8614 66,794
] 19,925 10,019 9.906 56,838
7 19,925 8,533 11,3912 45496
) 19,925 6,824 13,101 32305
9 19,925 4,859 15,066 17329
10 19,925 1,596 17,329
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Year Installment Interest Dep. Tax Shield Net CF PVF PV

1) 2) 3 23 (1-4)
5004 of (2+3)

1 Rs192923 Es13000 Rs 11000 Rs 13000 ERs. B70 6,025

6,925
2 19,825 14261 11,000 12,631 7,294 156 3,514
3 19,925 13 412 11,000 122046 1,719 638 3,079
4 19,825 12,435 11,000 11,718 8,207 572 4,694
3 19,825 11311 11,000 11,156 8,769 497 4358
] 19,925 10,019 11,000 10,510 9415 432 4,067
7 19,825 8,333 11,000 9,747 10,158 376 3.E19
g 19,825 6,824 11,000 g£912 11,013 E¥N] 3,601
9 19,925 4 859 11,000 T.930 11,995 284 3,407
10 19,825 2,394 11,000 6,798 13127 247 3,242

Present Value of total owtflows W

10 Salvape Value (after tax) — — 10,000 247 +2470
Met present value of outflows -51,334

It may be noted that (i) depreciation of Rs. 11,000 has been provided for all the
years, this is 10% of the original cost of Rs. 1,10,000; (i) The asset is fully
depreciated during its life of 10 years, therefore, the bodlevat the end of 10

year would be zero. As the asset is having a salvage value of Rs. 20,000, this would
be capital gain, and presuming it to be taxable at the normal rate of 50%, the net cash
inflow on account of salvage value would be Rs. 10,000 only. This is further
discaunted to find out the present value of this inflow.

Option 117 Evaluation of Lease option: In casetheasseis acquiredon lease there

is aleaserent of Rs. 15,000 payable at the end of every year for the next 10 years.
This lease rental is tax dedilde, therefore, the net cash outflow would be only
Rs.7,500 (after tax). The PVAF for 10 years @ 15% is 5.019. So, the present value of
annuity of Rs. 7,506

Present value of annuity of outflow = Rs. 7,500 x 5.019 = Rs. 37,643

If the firm opts to by the asset, the present value of outflow comes to Rs. 54n8@36;
incaseof lease option, the present value of outflows comes to Rs. 37,643. Hence, the
firm should opt for the lease option. In this way, the firm will be able to eedac
costs by Rs. 13,683., Rs. 51,336Rs.37,643. This may also be referred to as Net
Benefit ofLeasing.
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10.7 Problems in lease financing

In spite of the increasingimportance, the leasing industiy facing the following
problems.

1. Financial Assistance

There is a lukewarm response from the commercial banking sector for financial
assistance to leasing companies, with the result that many leasing companies find
difficult to support their fund based operations. Banks and financial instituai@ns
becoming increasingly selective and stringent in extending refinancing facilities,
even against lease receivables despite the superior repayment performance of leasing
companies as compared to most oblogrowers.

Those companies which have receugiiyne to public are finding it difficult in getting

their issues fully subscribed in the face of inadequate public support. At the same
time, well established leasing companies are finding their margins drastically
reduced as a result of incessant compeist brought about by a flood of new leasing
companies in the market. It isared thathe Indian leasing industry whicls not in

dire straits will never be able to recoverfrom the present state of difficult funds
position with them. The reason is kesmpetition.

While rental rates have firmed up, there are problems in recovery arising from the
unsatisfactory financial performance of many lessees. The inability of the lessors to
receive their dues has exacerbated the cash flow problems.

2. Sale Tax

Consequent to the #6Amendment to the Constitution, various States have enacted
legislation that subject lease rental to sales tax. This is inequitable as leased assets are
already subject to sales tax at the time of purchase. The problem is further
compmpunded as the legislation warious statess notuniform,so much so that there

is concern that ransactionsubject to sales tax in one state, may be taxedagain

in another state. Since the cadteffectiveness of leasing is significantly atied,

there is thus, an urgent need to provide relief to the industry from such inequitable
taxation.

3. Risk of Obsolescence

The moderntechnedynamic age has givarhance for obsolescence at a high rate due

to technological improvements in production of machinery and process. It will be
beneficial for the lessee to have equipment on operating lease, where the risk of
obsolescence is borne lihe leasing company. Athe same time,the leasing
company will get much trouble since it has to bear the capital loss in case of
obsolescence.
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4. Cut Throat Competition

The immediate future of leasing companies in India is bleak, since many companies
enteredn field almostat thesame time. It leads to cut throat competition and in the
process lease rentals have come down to much uneconomic levels. It has been
reported that the rate of interest is worked out to be 13 to 14 per cent which is very
much below the average cost of tapand as such the survival of many companies

is at stake. A buoyant market did not exist for all these companies in the segments
they wished to operate. With rising competition, the major players are diversifying
their activities to otheactivities.

Further, the leasing industry has been facing competition from the manufacturing
sector. This segment has been concentrating mostly in lease financing items where
100 per cent depreciation write off is available.

5. Lack of Qualified Personnel

The success drilure or any business depends on the qualifications and experience
of its personnel and leasing business is not an exception. As the nature of leasing
business is nothing but financing the capital equipments, the personnel working in
these organizationsiust bewell- versed with all procedures like appraisal, judging,
integrity and capability of the borroweparty, legal matters, recovery of rentals,
maintenance of accounts, etc. In Inda, the concept of leasing business is a recent one
and naturally it isvery difficult to get the right person to deal with the problems of

this new business. The leasing companies have to develop expertise and
sophistication in handing new types of business.

10.8 Leasing in India

Leasing activity was initiated in India in 1973. The first leasm@mnpanyof India,
named First Leasing Company of India Ltgassetup inthat yearby Farouk Irani,

with industrialist A C Muthia. For several years, this company remained the only
company in thecountry until20" Century Finance Corporation was setiughis was
around1980.

By 1981, the trickle started and Shetty Investment and Finance, Jaybharat Credit and
Investment, Motor and General Finance, and Sundaram Finance etc. joined the
leasing game. Thdast three names, already involved witlire-purchase of
commercial vehiclesyere looking for a tax break and leasing seemed to be the ideal
choice.

The industry entered the third stage in the growth phase in late 1982, when numerous
financial institutions and commercial banks either started leasiagrmuncegblans
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to doso,ICICI , prominent among financial institutions, entered the industry in 1983
giving a boost to the concept of leasing. Thereatfter, the trickle soon developed into
flood, and leasing became the ngwld mine. Thisvasalsothe time whenthe profit
performame of the two doyen companies, First Leasing afftiCntury had been
made public, which contained ale fascination for many more companies to join
the industry. In the meantiménternational Finance Corporatiorannounced its
decision to open fou leasing joint ventures India. To add to the leasing boom, the
Finance Ministry announced strict measures for enlistment of investment companies
on stockexchanges, which made many investment companies to turn overnight into
leasingcompanies.

As pe RBIl 6s r € dvlarchgd 986 btlgere 3vére 339 equipment leasing
companies in India whose leased assets totalled Rs. 2395.5 million. One can notice
the surge in numbeirom merely 2 | in 1980 to 339 in 6 years. There has been
appreciable entry of fitggeneration entrepreneurs into leasing, and in retrospect it is
possible to say that specialized leasing firms have done better than diversified
industrial groups opening a leasing division.

Another significant phasc in thdevelopmentleasing iniIndia was the Dahotrc
Committeeds recommendat i ofmased guddireesl onon whi ch
commercial bank funding to leasing companies. The growth of leasing in India has

distinctively been assisted by funding from banks and finanmcsaitutions.

Banks thenselves were allowed to offer leasing facilities much ldten 1994.
However, even to date, commercial banking machinery has not been able to gear up
to makeanyremarkable difference to the leasiagenario.

The post liberalisation era has been witseyy the slow but sure increase in foreign

i nvest ment into Indian | easing. Starting wit
number of foreigrowned financial firms and banks are currently engaged or

interested in leasing in India.

As per the data compilely the Association of Leasing and Financial Services
companies, the value of the leased and hired assets will be about Rs. 261 billion by
the end of March 1997. This data is based on the 226 companies reported to the
Association. As anatter of fact, it is estimated that there witle some 3000 largand

small companies involvedh the leasing business in India with an outstanding
business of Rs.5 million done by each firm. In addition, the Indian Railway Finance
Corporation (IRFC)i a 100% subsidiary dindian Railwaysi does a business of
around Rs. 120 billion. Thus, the aggregate volume of leasing business is estimated
to be around Rs. 3&dillion.
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Summary

The objectives of the unit were to highlight the significance of leasing as a part of
long termfinancing.Leasing has become one of the very popular forms of financing
during the latepartof the 20" Century. Lease is a contract whereby the owner of the
asset grants exclusiveght to use the asset to the user. In return, the owner gets rent
and the user gets the privilege of using the asset, without owning it.

Lease financing resembles hire purchasing in certain ways. But there are certain
inherent differences. The main difference hovers around the tax treatment.
Nevertheless, there is widereferenceto leasing. There are two kinds of leasing,

viz., financial lease and operating lease, Usually, in financial lease, the lessee selects
the equipment, settles the price and terms of sale and request the leasing company to
buy the same for leagin Operatindeasesarefor maintenance only, In case of highly
sensitive equipment, this type of leas@iisferred.

The crucial part of the leasing as a source of finance is its evaluation with repect to
benefits and costs. The lessee is supposed tpar@nhe merits and demerits of the
alternative ways of financing like the lease vs. buy, to come to a decision. Naturally,
the benefits sharld be more in case of leasing than owning the asset.

Self Assessment Questions/Exercises

Explain the concept déaseFinancing

Distingwish between Leasing and Hirerchasing

Distingwish between Financial lease and operagage.

How isleasing beneficidio a lessee?

Whatare themajor consideratiom leaseus. Buydecision?

Leasing in India has not become as popular as expected; caxplainwhy is

it so?

7. XYZ Ltd is contemplating to have an access to a machine for a period of 5
years. The company can have the use of the machine for the stipulated period
through leasing arrangement or the requisite amount can be lent d@b bd9o

the machineThefirm is inthe50% taxbracket.

o gk wnNE

In the case of leasing, the firm would be required togiahe end of the year,
a lease rent of Rs. 1,20,000 for 5 years. All maintenance, insurance and other
costs are to be forne by the lessee.

In the case of purchase of theachine(which costs Rs. 3,43,300), the firm
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would have 14% five year loan to be ghan 5 equal installments, each
installment becoming due at the end of each yd&e machine would be
depreciated on a straight line
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basis, with no salvage value. Advise the company as to which option it should
prefer, assuming lease rents pagd:

a) atthe end of eacyear

b) in advance

A firm can lease a Rs.l&ks machindor five yearsfor Rs.1.25 laksannually. It
canbuy themachinefor Rs.1 laksdown and the balance five equal payments

at 10% interest. The firm qualifies for a Rs. 1.B&ks investment allowance in
year zero if it buys. The machine will be depreciated by straight line method to
a book salvage value at that time will be zero. The cost of debt is 10% and cost
of capital is 12%. Calculate the after tax cost of leasing amingwCorporate

rate tax i50%.

Indian Drugs Ltd. Is contemplating to acquire a machine for Rs. 2.50Hes.
machine would have an expected life of 8 years. The acquisition can be
financed either with a® year term loan at 10% interest repayable inagq
installment ofRs. 45,000 per year. In both cases payments are due at the end of
each year. Assuming straight line depreciation and a 50% tax rate, which of the
financingalternative should the firmmhoose?

10.11
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11.0 OBJECTIVES

After studying this unit you will bable to

1 Explain project finance and how it is different from corporate finance;

1 Discuss the requirements for project financing and which are the ideal
projects for such financing;

1 Explain the rationale for project finance, identify, assess, and naitigat
different kinds of project risks while structuring the deal;

9 Differentiate Project Finance valuation methodology from the corporate
finance valuation methodology?

11.1 INTRODUCTION

11.1.1 What is project financing?

Project finance is a vehicle taise funds through loans for mega projects in power,
telecommunications, roads, railways, theme parks, airbus, oil & gas and other

infrastructure sector. It is based on lending against project cash flows rather than on

the strength ofmotthea sHp dmd carnscée crhemr o The deb
project finance is very high in order to discipline the management and reduce agency

cost. It ranges from 60% to 95%.

To use the concept of project finance, a special purpose vehicle (SPV) is created. For
example, in case of Konkan Railway project, Konkan Railway Corporation Limited
was created under the Companies Act, 1956. Similarly, in case of Noida Toll Bridge,
Noida Toll Bridge Company Limited has been created.

The project assets and project cash flanes segregated from the sponsors. There are
agreements between the SPV and the lenders, sponsors, raw material suppliers, off
take parties, government, operation & maintenance (O&M) contractor, and
engineering, procurement & construction (EPC) contratites .termed as contractual
bundling. The transaction cost in project finance is as high as in case of mergers &
acquisition deals.

It uses financial engineering, in the form of contractual bundling, in risk sharing
amongst different stakeholders andithmitigation. In case of project finance, the
risk is very high. The common wisdom is that it is high risk, which brings-high
expected return. The paradox in case of Enron Power project in India wasvihat it
high return that caused high risk. Thus, rgars do not expect high return but try to
share the risk amongst all the stakeholders by structuring the deal.
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Project Finance

Operator
ontractor

Project _
Suppliers ompany Off-take parties
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Banks / Lenders

In project finance, the life of the project is finite. As in case of Noida Toll Bridge
project, the concession period given to the sponbgréshe Government for the
operation of the project is 20 years. In these 20 years, the sponsors have to recover
their original investment and return on that investment. At the end of the concession
period, the project assets will be transferred back tiNthida Administration. It is a

new financial discipline, which has developed over the last two decades.

11.1.2 Requirements for Project Financing

In case of project finance, no project history or past operating data is available. The
creditworthiness othe project depends on projected profitability and indirect credit
support provided by the sponsors, lenders, EPC and O&M contractors, raw material
suppliers, offtake parties and the government.

The lenders get comfort by having completion guarantems fthe sponsors. The
sponsors assure the lenders that project will be completed within stipulated time and
cost framewor k. | f it does not happen,
balance sheets for their claims.

If project is completed withintgpulated time and cost framework, thereafter lenders
have no claim to the sponsorsd balance
cash flows and project assets. Thus, the lenders provide limited recourse finance
during the construction period tifie project and noecourse finance to the project
after its successful implementation.
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1. Technical Feasibility

The lenders want to satisfy themselves that the technology used for the project is
proven technology, environmental friendly and is capabtgperating at desired level

of production. For this purpose, they need an opinion of independent consultants, and
engineering firms.

2. Economic Viability

The lenders want to be assured that project will be put to operation successfully on
stipulateddate and will generate free cash flows to service the debt and provide the
required rate of return to the sponsors after keeping reserves for operation and
maintenance. Further, there should be ltemgn demand for the project output and
there must be anfiotake agreement with the customers.

3. Availability of Raw Materials

The raw materials and other inputs required to manufacture desired level of output
over the life cycle of the project should be available. The project SPV may enter into
an agreemeniith the raw material suppliers to share the input risk. If the project
uses natural resources such as oil reserves in case of oil & gas project, bauxite
reserves in case of aluminium project, the project SPV may enter into an agreement
with the Governmetrfor use of natural resources over the life of the project.

4. Competent Management

The project entity must have competent management in place in order to ensure
successful execution of the project. If it is not there, then Project SPV must enter into
an agreement with the engineering firms. For example, in case of Hong Kong
Disneyland Project, the project has to be operated by Disney against a management
fee.

11.1.3 Ideal Candidates for Project Financing

The ideal candidates for the projéiatancing are those projects that
1 are capable of being operated as independent econombicin a company
form of organization
91 could be successfully completed without any uncertainty
9 are positive NPV projects to the sponsors
A few examples of these projscare:
1 Rs 1400 crore Konkan Railway Project: Construction768 Kms long
railway line between Roha in Maharastttv Mangalore
1 Rs 408.2 crores Delhi Noida Road Bridge
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$13 billion Airbus A380 project of Airbus:
$2.4 billionOil-field development Petrozuata project in Venezuela

$1.4 billion Mozal Project in Mozambique: Aluminum smelter

$4 billion ChadCameroon Petroleum Development & Pipeline Project

$2 billion Petrochemical Plant in Kuwait known as Equate Petrochemicals

Project

T Euro 934 million Polandbés A2 Motorway

= =4 4 4 A

11.1.4 Structuring of Project Finance

A Project firm is responsible for completing an assigned task an schedule within coast
and according to established standards. Project structures can take Y@mosis
exemplified by functional, matrix or task force. They can be clunched or severed
depending on the need of the firm. The classic structures fundamentally prevail in
project :

Functional or hierarchical organisation : Reportedly the most common dipe
organisation in the world is pyramid shaped, with stratified management levels
subordinated by distinct horizontal tiers. Work activities are divided functionally by
specialists and disciplines.

Task Force Organisation : Under this type of structumaamresources are pooled
for a project team are largely repeated from other personalities, and centralized
project management directs the project efforts.

Matrix or Horizontal Organisation : The matrix organisation is a hybrid structure

aimed at optimisig strengths and minimizing weaknesses of functional structure in

which extended lateral mobility exits. This type can accomplish complex or different

projects. It is better to have a completely autonomous organisation called "Completely

projtectised orgagns at i ono r at her than partially project

In a project, the organisation team working is important whatever be the structure of
the firm. The project teams are not static groups. The team should be an aligned,
cohesive and energetic. Line argsation, line and staff organisation and functional
organisation are generally suitable to firms wave activities are stereotypes and
continuous. The above three types are suitable for capital intensive projects.

11.2 RATIONALE FOR PROJECT FINANCE

When a firm is undertaking a capital investment project, the idmfese it are:

T Should the project be taken on firmbés bal
business unit be having a separate legal entity?



1 What should be the debt on the balance stiestparate legal entity?
1 How should the loan agreements be structured? Should the lenders have full
recourseorne ecour se to the sponsorsdé balance sh

11.2.1 Need for SPV

When a company has multiple projects on its balaheet, the ability of sponsors to
control the operations of the company gets affected. In case of company form of
organization, there is separation of ownership from the management.

The management may use free cash flows to maximize sales and assejh throu
unrel ated diversification, which may not nece
management may pay themselves the high salaries and perquisites.

To discipline the management, a separate organizational entity is created. The
management of SPV emseinto an agreement with the sponsors to pay all free cash
flows to equity as dividends.

The project has a finite life so does the SPV. The SPV ceases to exist at the end of the
project life or concession period. In case of corporate finance, the agsumoing
concern. The entity has neither the necessity nor the intentions to discontinue its
operations in the near future.

11.2.2 Need for Contractual Bundling

Project finance deal structuring involves agreements between the SPV and all the
stakelolders i.e. lenders, sponsors, providers of raw materials and other inputs,
engineering, procurement & construction contractor, operation & maintenance
contractor, customers & ofbke parties, and the government.

The project financing arrangement will beccessful if it is in the best interest of all
the stakeholders i. e. Acommonal ity of interes

In the case of Petrozuata Project, the Conoco (oil & gas subsidiary of EI Du Pont &
Company and one of the sponsors of the Petrozuata praj@oted assured supply of
crude olil for 35 years for one of its refinery. The Venezuelan government wanted to
develop its oil & gas sector. Venezuela is rich in terms of availability of heavy; extra
heavy crude oil. They required US$65 billion for devehgpihe sector. Hence, they
want foreign participation in this sector. Hence, the Petrozuata project was taken up
in joint venture with PDVSA, the oil & gas PSU of Venezuela.
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11.2.3 Free cash flow conflict

In a corporate finance each project is thoggparate SBU but not a distinct entity.
Hence, all projects appear on the balance sheet of the company.

The board of directors determine as to how the free cash flows will be used, whether
for distribution as dividends amongst the shareholders or fovesiment for growth

and diversification. The free cash flows are cash flows generated by the operations of
the company after meeting all operating expenses including taxes and normal capital
expenditure and net working capital needs.

There is growingconcerns that management may not use these free cash flows in the
best interest of the shareholders. They may go in for unrelated diversification either
through greetfiled projects or through mergers & acquisitions. The unrelated
diversification may destly shareholder value, though it may ensure perquisites and
longterm job contracts for the management.

In project finance, each project is a separate legal entity. The management of a SPV
enters into an agreement with the sponsors to distribute all dsfeflows to equity
as dividends. Hence, project finance creates value by avoiding free cash flow conflict.

11.2.4 Efficient structuring of debt contracts

There is inherent conflict of interests between the shareholders and lenders. The
concern is thamanagement may act in the interest of the shareholders at the expense
of lenders. The management may go in for frigh negative NPV projects or may
reject lowrisk positive NPV projects and in the process value migration from lenders
to shareholders magke place.

In project finance SPV enters into an agreement with the lenders wherein certain
covenants restricting the freedom of the management are provided. These covenants
pertain to cash waterfall, dividend policy, debt ratio, maintaining a pantitaual of
working capital and diversification programme.

The cash waterfall covenant is like maintaining an escrow account, where all
revenues are deposited. The trustees manage this account. They first meet the
operating expenses and keep reserve faretimonths for operating expenses. Then,
claim of the lenders is met and reserve for next six months for debt service is
maintained. Thereafter, the residual cash flows are distributed as dividends. This
arrangement gives a lot of confidence to the lenders

The debt ratio covenant is that debt ratio will not exceed agreed upon level. In project
finance, it will be very high in the beginning say 60% to 90% in year 1 and then
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reduce gradually every year, as loan is paid off. It will reduce to zero by year 12
15, as by that time the entire loan will be paid off.

The dividend policy covenant is that only residual cash flows after maintaining
reserves for operating expenses and debt service will be paid to sponsors as
dividends. If in a particular year, traividend payment amount exceeds the debt
service, the dividend payment amount will be restricted and excess cash flows will be
used for retiring the debt.

The working capital covenant is that SPV will maintain a particular level of working

capitalby brigyi ng i n sponsorso6é contribution. The SPV
finance deal is for a particular project. The entity will cease to exist, once the

concession period is over.

In case of Petrozuata project, by structuring the debt contract morergffic they

were able to get BBB credit rating as against B rating of Venezuela government and
PDVSA, one of the sponsors of the project. By doing so, there were able to raise debt
at 200 basis point lower that what was the rate for B credit rating.

11.2.5 Reducing asymmetric information & signalling cost

There is information asymmetry regarding future performance of the project between
the management and the capital market. Further sharing information with the market
on project may result in losing spetitive advantage.

In project finance, when SPV raises a huge debt, it provides a signal to the market
that the project is expected to generate sufficient cash to service the debt in a timely
manner. In case of debt, SPV has agreed upon to make coatnaayments. Thus,
issuing debt instead of equity in case of higdk projects provides a positive signal

to the market and reduces information asymmetry.

11.2.6 Project finance vs. corporate finance

Criterion Corporate Finance Project Finance

Organization 1 Each business is separz: 1 Each project is ¢
SBU but not a separa separate legal entity
legal entity. Hence a 1 Project specific casl
projects assets & cash flov flows and assets al
are reported together in tk thus segregated ar
balance sheet. reported separately

1 The cash flows of eac

project are mixed uf
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together

Monitoring
& Control

The Board of Directors o
the Company monitors an
control the overal
performance

The agreement
between SPV and th
different stakeholder;
guide and rather
disciplines the Boar(
of Directors to
monitor and contro
the performance

Debt ratio

Generally it is very low.

Generally it is very
high in order to reduci
the agency cost

Risk sharing

The lenders have recour
to t he spon
sheet if aparticular project
fails, since the failed proje
was part o f
balance sheet

The lenders have n
recourse to thq
sponsorséo
sheet, once the proje|
has been successful
implemented

The lenders hav
recourse to projed
assets and projecash
flows for meeting their
claims

Structure of
debt
contracts

The lenders consider th
companyds as
flows  while  deciding
whether to fund a particule
project or not.

The lenders decide o
the strength of the
project assets an
future cash lows
expected to b¢
generated by th
project.

Financial
flexibility

The company
finances quickly, as del
capacity may not have be¢
fully exhausted, since
large number of projects a
there on its balance sheet
The internally generate
fundscould be used for ne
projects

The financing
arrangements ar
highly structured ang
involves lot of
transaction cost

No new de
raised, once financig
closure has bee
reached
The residual cas|
flows are to be
distributed as
dividends and cannd

77



be ploughed back.

Life 1 The company is a goin The SPV has a finit
concern life and comes to a
end once the
concession period i

over.
Free Cash The Board of Directors g The management (
Flows the company has to deci( SPV has no choic

how much of the free cas
flows to be pad a
dividends and how much t
be reinvested.

because of the MOU

|t has t
equity cash flows a|
dividends

Project Finance Arrangement

A Project passes through following stages

1)
2)
3)
4)

The typical structure of project finance is as follows :

a)

b)

(c)
(d)

Project feasibility

Projectfiinance

Project Implementation

Project Evaluation

A single purpose project company is formed to build and opénateroject.
The shares in the project company are owned byptbgct sponsors who
enter into a shareholders or joint venture agreement between themselves

governing their rights and duties as participants.

A syndicate of banks or financial institutes enter into a credit agreement to
finance the construction ofélproject. The banks are paid out of the proceeds
of the project after completion. These are several classes of lending banks e.g.
foreign banks, local banks, export credit guarantee agencies and international
agencies like world banks.
The balance fofinance needed is provided by the sponsors, either by way of

equity subscriptions or subordinated debt or both.

The project sponsors may guarantee the loans under full or limited guarantees
during the high risk preompletion period. The major soes of finance
tapped for project can be classified according to maturity of the project i.e,
short term, medium term (called term loans) and long term. Projects can be
financed either by equity, or by bonds or by loans and credits. Firms may also
obtain fnance through internally generated funds (reserves ands surpluses),

publ i c

deposits

commer ci al

paper,

and external commercial borrowing. Projects are also financed through lease
financing and venture capital. Theaee many financial institutions helping
project finance at all India level e.g., IDBI, EXIM Bank, NABARD, UTI,
LIC, SCIC I, HUDCO, STCI, REDA, DFHI and so on.
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11.3 RISK IDENTIFICATION, ASSESSMENT & MITIGATION IN
PROJECT FINANCE DEAL STRUCTURING

The lenders will identify the various risks associated with the project and look at the
guality of assessment on the same and strategies followed to mitigate them by the
management of the SPV. The nature of collateral offered for the loan is also
evaluatedlf they are comfortable with the process of exercise and its outcome, they
may decide to fund the project. Otherwise they may refuse to fund the project.

Risk identification, assessment and mitigation is essential because the project does
not have prioestablished credit record. The risks associated with the project are both
business risks and the financial risks.

11.3.1 Completion risk

The completion risk means that project may not be completed within time and cost
framework. Further, the project maurn out to be technically not feasible and
environmental unfriendly. The lenders will be the most sufferers, if the project does
not get completed, since the sponsors of the SPV have a limited liability.

The SPV enters into a fixed price agreement With EPC contractor to mitigate the

completion risk. The agreement has bonus clause for early completion and penalty

clause for delay in completion. Besides that, the sponsors of the SPV give guarantees

for successful implementation of the project. Thedé&gs have full recourse to the
sponsors6 balance sheet, i f project i's compl
framework.

11.3.2. Technological risk

A projectds use of complex or untested techno
Even if the proposed technology may be the stat¢he-art technology but the

industry may be such which is fast evolving. Further the project may not meet the

desired quality specifications, at the projected capacity utilization level. The

consul tant stée crhenpool rotg yo rr itshkke and sponsorsod past
technology and their completion guarantees will provide comfort level to the lenders.

11.3.3 Raw material supply risk
The quality and quantity of resource (natural resource, materials sagiply)
availability is critical to the project success. The quantity of resource availability must

support the planned life of the project. The quality of resource availability has to
ensure smooth operation of the technology.
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The independent consultars 6 esti mate of reservoir avai

agreement between the SPV and the resource provider for assured supply will provide
comfort level to the lenders.

11.3.4 Operation and maintenance risk

The ability of the management of the\GB successfully operate and maintain the
plant after its implementation is important for the project to be successful.

For this purpose, the SPV may enter into an agreement with the specialized agency
against a minimum level of fixed fee and a variafgle linked with its operating
profits.

11.3.5 Economic risk

The economic risks pertain to market demand for the project output, and its market
price. The demand for the product may not be sufficient to service the debt and to
provide adequate returts the sponsors. Further the prices may be very competitive,
making the project margins very low for sustaining such a huge debt.

The offtake agreement with the customers over the life of the project for its entire
output and lowcost operation & maintemce agreement with the specialized agency
will make lenders feel comfortable.

11.3.6 Financial risk
There is a generally very high debt ratio in case of project finance. If most of the debt
is floatingrate, there is a possibility that risimgerest rates may impair the ability of

the firm to service the debt. It is termed as interest rate risk.

The SPV may hedge the interest rate risk either by entering interest rate cap contract
or interest rate swap agreement.

11.3.7 Currency risk

The currency risk arises when the project cost and revenue flows are in different
currency say cost flows in US$ and revenues flows are in home currency. In such a
situation, a change in exchange rate will impact the project profitability & cash flows

andits ability to service the debt.

The SPV may hedge the currency risk by opting for currency forwards or futures
agreement.
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11.3.8 Political risk

The domestic government due to political

project assets (known agrect expropriation), seize project cash flows (diversion) or
change tax rates & royalty rates (creeping expropriation) and thus affect the project
cash flows and returns to lenders and sponsors. Full expropriation was common
during the mid 1970s. Intady 6 s wor |l d of gl obalization
creeping expropriation is possible.

The SPV may involve the domestic government as one of the sponsors and also enter
into longterm agreements on royalty rates. As far as tax laws are conctregdye
more or less stable in most of the emerging economies.

11.3.9 Environmental risk

The environmental risk is present when the environmental impact of the project
causes a delay in project completion or necessitates an expensive projegnredesi
The case of Konkan Railway Corporation highlights various environmental, political
as well as religious controversies in the choice of alignment in Goa faced by the SPV.
The case argues for integration of environmental assessment in project formulation

11.3.10 Force Majeure risk

The Force Majeure events are those events that are beyond the control of the project.
These events may be political or ppalitical such as acts of God. The political
events are war, strikes & lockouts, and terrorism. atts of God are earthquakes,
floods, and hurricanes. The Force Majeure risk is loss suffered by the project because
of these events.

11.3.11 Implications for Project Financing
The various types of project risks can be classified on the baaisiliy to control

and nature of risks. R Stulz has discussed such representation along with generic risk
management strategies in his
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(No market exists) .
Traffic Volume Force Majeure
In case of (political events)
Market Noida Toll : Corency
Specific risk Bridge F"“"‘ET' convertibility
Exchange risk Currenc
Or econonty Interest rate risk deval Y
s evaluation
Specificrisks (Market exists)
For: Land acquisition risk
(Ac Operator Performance risk
Project Cost/Time overrun
Speciﬁc Raw material
Risks supply risk
Environmental risks
Low High
Ability to control
Figure : Classification of Project Risks
(No market exists) INSURE
{Political risk)
BEAR ALLOCATE
HEDGE {with contract &
Market Profit sharing)
Spedific risk (Market exists) | DETER
Or economy (IFC participation)
Specific risks
INSURE ALLOCTE
) OR {with contracts)
gggg;tc DIVERSIFY O&M Contract
Ricks EPC contract
Low High

Ability to control
Fig: Generic Risk Management Strategies

Project Finance Risk and their Allocation

Before financing a project a financial institution caries out a pr@pptaisal study.

These studies relate to market feasibility, financial profitability, economic viability,
manager i al ability and social amenabil i
norms are-:

(1) Purpose (2) Prospects of growth (3) Payment af In s
expertise (5) Protection and surety.

(4)

Peopl eds

The prediction of financial analysis for project definitely relies on the on the overall

objectives of the feasibility study, yet to a large extent, this is universally ascribed to

the cash flow opetmns and funds position of a project. The capital role of a financial
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analyst among team is to monitor and keep tract of various operations viz marketing,
engineering, costing, procurement duty payment etc. which affect the routine cash
operations as wedls total funds position of the project. The financial soundness of a
project can be studies form the angle of equity, long term funds and total funds.
Equity consideration consist of initial investment, operating cash flows and
liquidation and retiremerdf cash flows. Cash flows relating long term funds position
comprise of initial investment, operating cash inflow and terminal cash flow. Total
funds position comprise of initial investment, operating cash inflow and terminal cash
flow.

11.4 FINANCIAL MODELLING

The first step in an economic analysis of a project is to calculate the projected cash
flows. To do that one has to understand the business model, revenue model and the
cost model of the project. One has to make precise forecast of cash flamwiecat
meaningful results. One can use sensitivity and scenario analysis for this purpose.

11.4.1 Cash Flows to Equity & Cost of Equity Valuation Approach

In project finance the valuation approach suggested use of free cash flows to equity

and therate of discount as cost of equity. The equity cash flows for each year of
project | ife has to be worked out. The <cost
debt ratio is very high in the beginning and is close to year by the end of year 12 to

15, when the entire loan will be fully paid off.

The equity cash flows are worked out from cash available for debt service. The
computation process is illustrated below with the help of numbers for a particular
year of project operation:

Sales revenues 100
Less: Operating cost including manufacturing, -43
administration, marketing & distribution overheads

(other than depreciation)

Earnings before depreciation, interest & taxes 57
(EBDIT)

Less: Depreciation 8

Earnings before interest & taxes (EBIT) 49
Less: Actual cash taxes -9
Less: Incremental normal capital expenditure -5
Less: Incremental Net working capital -3
Less: Incremental Reserves fen®nths operating -3
expenses
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Less: Incremental Reserves for nexnénths debt -2
service

Add: Depreciation being neoash item 8
= Cash available for debt service (CADS) 35
Less: Interest on loan funds -6
Less: repayment of loan principal amount -7
Add: Fresh loan raised during the year if any 3
Free Cash Flows to Equity 25

The lenders loolat the debt service coverage ratio (DSCR). The average DSCR of
greater than 2 over the project life is considered to be very good. It is worked out as
under:

DSCR = CADS / (Interest + Loan Principal repayment)

The internal rate of return to sponsors (dteown as equity IRR) is worked out and

is compared against required rate of return to sponsors each year. If equity IRR is
greater than required rate of return during all the years of project life, then the project
is positive NPV to the sponsors. The gees of computation of equity IRR and NPV

to the sponsors is as under:

n
Equity IRR = ¥ FCFE: / (1+r)* = zero
t=0

where r is unknown.

n
NPV to Sponsors = Y FCFE: / (1+ki)"
t=0
Where:
FCFE: = Free cash flows to equity shareholders or sponsors in
Period t
r = Internal rate of return
ke = required rate of return to sponsors in period t

t

life of the project in years

Besides above the lenders also take into consideration the payback period and
discounted payback period. The credit rating agencies do consider the above
parameters in their evali@an studies.

11.4.2 Monte Carlo Simulation approach to assess risk
The wevaluation of project ri sk depends on
understand the nature of uncertainty surrounding the key project variables and also on

having the tool&nd methodology to process its risk implications on the return of the
project.
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The steps required to use Monte Carlo Simulation for assessing project
risks are as under:

1 Preparation of a model capable of predicting reality

Selection of key project vaties

1 Selection of probability distribution & definition of range limits for variable
values

1 Generation of random scenarios based on assumption set

9 Setting of relationships for correlated variables

1 Analysis of output of simulation

=

The simulation results will indicate the probability that project will generate positive
NPV. The Crystal Ball software can be used for applying Monte Carlo Simulation.
The trial version of the software can be downloaded fnomv.decisioneering.com

11.5 CASE STUDY ON NOIDA TOLL BRIDGE

The Noida Toll Bridge being the first project of its kind on build, own, operate and
transfer (BOOT) basis as a toll bridge. The construction of the bridge would reduce
traffic congestion besides providing a shorter alternative to a large percentage of
population in south/east Delhi and Noida, leading to significant benefits in terms of
time and cost.

DG
Lease of Land

Lease Agreement

ILEFS NOIDA
Project = Sub-lease of land
Sponsor = Grant of concession
= Equity capital

Concession agreement

Investors NTBCL (SPV)
Equity capital =« Execution of the project
= Operation & maintenance
of project
= Beneficiary of concession
terms
_enders /
Debt Tells

Service
EPC Contractor
= Project construction m
* Equity participation

O&M Confractor
+ Collection of Tolls
= Operation & Maintenance
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11.5.1 The Project History

Over the last twenty years Delhi has groand spread in all the directions. Formerly,

the river Yamuna formed the eastern boundarethi. In the last few years, Delhi

has expanded rapidly beyond the natural boundary and now 30% of the population of
the city is located on the eastern side ofrther.

New Okhla Industrial Development Authority (Noida) was established in 1976 by the

UP government. It being contiguous to East Delhi, Noida has communication and
transportation l i nks, whi ch ar e continuous
population isexpected to touch 1.5 million by the year 2011.

Bridges across the Yamuna at Nizammudin and Okhla barrage served the road
transport needs of the Noida area. The unprecedented rapid growth of Delhi, more so
in the areas across the river Yamuna and th&taida has increased the pressure on
existing bridges, where the traffic far exceeds the capacity during peak hours.

The main components of the project are Yamuna river main bridge, the toll plaza, the
approach roads including the grade separatechanges and the Ashram flyover
with interchanges.

11.5.2 The Sponsors of the Project

The sponsors of the project are IL&FS Limited, NOIDA, IFCI Limited, and Intertoll
(O&M contractor). IL&FS is a financial services company with a strategic foous o
development of infrastructure project. Noida Toll Bridge Company Limited (NTBCL)
was created as a separate legal entity to implement the project. A concession
agreement between the NTBCL and Noida Administration was entered to implement,
operate and matain the project and to determine, levy and collect fees from the
users during the 30 years concession period.

11.5.3 Project cost

The time frame for completion of the project was set at 29 months from the date of
the start of the construction. Thenstruction was to commence in January 1999. The
base construction cost of DelNpbida Toll Bridge is estimated to be Rs.2120 millions
based on the negotiations with the bidders. In addition to the project cost, there are
other expenses incurred includingsi&kam flyover cost, preperative expenses,
financing, insurance and contingencies. The landed project cost is estimated at Rs
4082 millions.
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11.5.4 Project Financing

The project has a debt component of Rs 2857 million and equity component of Rs
1225 million based on deksquity ratio of 70:30. The debt instrument has been
structured on the basis of the toll revenue pattern of the project. Lenders will be
secured by recourse to the project assets and revenues stream from the project. The
most of debhas been raised at floating rate linked to PLR

11.5.5 Fiscal Benefits to SPV

An enterprise carrying on the business of developing, maintaining and operating any
infrastructure facility gets the tax holiday of 100% of the profits and gains derived
from such business for initial period of five years and thereafter, 30% of such profits
and gains. The benefits is available for any 10 consecutive assessment years falling
within a period of 12 assessment years in which the company begins operating and
maintaning the infrastructure facility.

11.5.6 Risk Identification, Assessment & Mitigation

The Delhi Noida Bridge project is characterized by a long payback period requiring
huge capital investment

Land acquisition 1 Obligation of Noida Administration toprovide
requisite land within 180 days from signing
concession agreement

Project cost risk 1 Significant detailing in the Project report
1 Adequate contingenci e
Project completion 1 Reputed EPC contractor with adequate track reco
risk f EPC contact structured on a fixed time contract w,
stiff liquidated damages for nesompliance
1 Comprehensive all risk insurance during construct
1 IL&FS to cover shortfall due to cost overruns

Technology risk 1 Performance bond from the EPC contractor
construction for 12 months

1 O&M contractor have to meet operation
maintenance requirements

1 Monitoring by independent engineer

Risk of shortfall in 9 Provision to extend concession agreement in cag
Traffic nonrachievement of 20% return over 30 yearsquer
1 Concession agreement provides for land developr,

rights to the NTBCL at the discretion of Noida a
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upon certification by independent auditor
independent engineer, in case of inadequacy
Project revenues from tolls.

1 O&M contract is proposed to be a fixed pri

Risk of O&M cost contract with the risk of cosiverrun to be borne b
being highe than the O&M contractor

anticipated

Force Majeure risks 1 Comprehensive insurance coverage

The case is based on the detailed case analysis developie I§apil Singhal,
Anoop Pabby and Subhash Bana, PTPGPM participants of Management
Development Institute, Gurgaon under the guidance of Dr Manoj Anand. Here, the
case facts have been presented in brief only.

11.6 LET US SUM UP

1 The growth of projecfinance over the last 20 years has been driven by the
worldwide process of deregulation in public utilities and private sector
participation in the infrastructure.

1 Project finance structure is unique and differs from deal to deal. There is no
suchthingasist andard project financeo.

1 In project finance, a separate legal entity is created to achieve the project
goals.

1 There is high ratio of debt to equity.

1 Lenders rely on the future expected cash flows to be generated by the project.
Lenders have recourse opponsor s6 bal ance sheet only
successfully implemented within time & cost framework.

1 The project has a finite life as against going concern concept of
corporate finance

1 There are large number of agreements in Project finance beSR¢rand
different stakeholders.

1 The project finance deal structuring facilitates risk sharing amongst the
different stakeholders of the project based on their best abilities.

1 The NPV and IRR to equity sponsors is relevant decision criterion in case of
Project finance

1 Risk identification, assessment and mitigation are critical to project success.

1 Monte Carlo simulation could be used to know what is the probability that
project will have positive NPV to the sponsors.

1 Project finance deal structuring involvese of financial creativity and
innovation.
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11.7 KEY WORDS

BOO Build, own & operate type of project financing

BOOT Build, own, operate & transfer type of project
financing. Noida Toll Bridge is an example of BO(
project financing.

BOT Build, operate & Transfer type of project financin

Konkan Railway Project has adopted BOT structure. |
depreciation benefit is not available to the SPV.

Break even analysis

Analysis of level of sales at which firm or product w
just breakeven.

Bridge financing

Interim shoriterm financing of one sort or another

Capital expenditure

Long-term expenditure for plant, machinery &
equipment

Collateral

Assets pledged as a security under a loan agreeme
assure repayment of loan

Cost of equity

Cost of equly determined by using either CAPM
model or MM proposition |l

Covenant

A loan covenant is an agreement by borrower to
perform certain acts or refrain from certain acts
safeguard the interests of the lenders.

Debt capacity

The total amount of debtfaam can support on
prudent basis after taking in to consideration its
future expected cash flows and equity base.

Equity cash flows

PAT + depreciationi Incremental normal capitd
expenditurei Incremental (increase) / decrease in
working capital T Incremental reserve for operati
expenses & debt serviéePrincipal repayments of loan

Financial leverage

The use of debt in a capital structure

IFC

International Finance Corporation, a subsidiary of
World Bank

Limited recourse
Funding

The lendermave recourse to sg
repayment of their loan, if the project has not b
successfully put to operation or there is time or ¢
overrun.

Net Present Value

Present value of cash inflows less present value of
outflows.

No recourse debt

The |l enders have no rec¢d
for repayment of their loan, once the project has &
successfully put to operation
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11.8 TERMINAL QUESTIONS / EXERCISES

Give an overview of Project Finance and distinguidtoin corporate finance.
Discuss the criteria for successful project financing.

Why use Project Finance? Discuss

Discuss the process of carrying out financial analysis while structuring the
deal.

5. Discuss the process of risk identificatiorgsassment and mitigation while
structuring the project finance deal.

HwnN P
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UNIT 12: INTERNATIONAL BUSINESS FINANCE

12.0: Objectives:
After studying this unit you should be able to:

1 Understand why companies need to think of International financial
management.

Explain the concept of foreign exchange management.

Explain the translation and economic exposures.

Explain how to hedge foreign exchange exposure.

Discuss the various sources of finance in the International Markets.

= =4 =4 A

12.1: Introduction:

Companies today operate within a global market place. It is necessary to understand
the financial and real linkages between the domestic and world economies and
examine how these linkages affect business viability. Starting in 1991, the first half of
the pesent decade ushered in policy initiatives aimed at integrating the Indian
economy with the international economy. Considerable reduction in import duties,
liberalization of foreign direct and portfolio investments, establishment of a unified
market deterimed exchange rate, phased introduction of current account
convertibility have opened up the Indian economy to a great extent.

Overseas involvement of Indian firms is increasing and this trend is expected to
continue. Manyprojects are being set up abropdrticularly in Africa and South
Asian countries. More and mofmances are being raised from international capital
markets.

Today financial globalization has occurred. A Company can shop around the world
for a loan with a lower interest rate and borriovioreign currency.

12.2: Forces driving towards globalization of finance:

1. Advances in information and computer technologies have made it easier and
faster for market participants to collect, process, and monitor and manage
financial risk ofvarious instruments.

2. Globalization of national economies has advanced significantly as real

economic activity production, consumption, physical investment has been

dispersed over different countries or regions.

Liberalization of nationalihancial and capital markets.

4. Competition among the providers of financial intermediary services.

w
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Difference between Domestic and International Financial Management:

Finance theory, in general rests on the premise that the goal of a firm is to reaximi
the value of the firm to its equity holders. International Financial Management, to a
great extent is similar to domestic financial management.

Financing decisions, in respect of whether a domestic or an international company
aims at minimizing the ovall cost of capital providing optimum liquidity while
striving for maximizing the sharehol ders6 wea

However, International Financial Management has a wider scope than domestic
financial management
T the reasons are:

1. Multinational corporations operate in different economic, political, legal,
cultural and tayenvironments.

2. They operate across and within varied ranges of product and factor markets,
which may vary in terms of competition and efficiency.

3. They traek in different currencies of various countries as a result of which
foreign exchange market is quite essential.

4. They have access to unregulated international capital markets, which differ in
terms of efficiency and competitiveness.

5. Accounting standrds are different in different countries. For example: US
GAAP (Generally Accepted Accounting Practices) and Indian Accounting
Standards.

The greater the degree of involvement of the firm in the international arena, the
greater is thecomplexities.Working Capital Management is more complex in an
Multinational Corporationbecause it involves cash movement and other material
from one political and tax jurisdiction tanother. Dividend decision of a subsidiary
company is also quite challenging decision

Yet again, in an international firm, foreign exchange management is very crucial as it
operates iifferent countries.

Check your progress A:

1. What are the forces that drive a company to look towards globalisation?
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2. How does the international financial management widens the scope of a
company?

12.3: Foreign Exchange Market:

The volume of international ansactions has grown enormously over the past 50
years. International trade and investments would not be possible with out the ability
to buy and sell foreign exchange currencies.

The trading of currencies takes place in foreign exchange market whosayprim
function is b facilitate international trade and investment knowledge of the operation
and mechanics of the markets, therefore, is important for any fundamental
understanding of international financial management.

The foreign exchange market is tharet in which currencies of various countries
are bought and sold against each other. It is a market for converting the currency of
one country into that of another country.

Example: an Indian garment company exports to US and receives payment in US
dollars. The exporter converting the dollars into rupees is typically a foreign
exchange transaction.

The foreign exchange market is an over the counter market. This means that there is
no singlemarketplace or organized exchange (stock exchange) wlastersrmeet
and exchange currencies.

Most transactions are channeled through the worldwide interbank market, the
wholesale market invhich only major bank trade with one another. This market
accounts for 95% of foreignh exchangeansactions.

Foreignh exchage market is not a physical place, rather it is an electronically linked
network of banks, foreign exchange brokers, and dealers whose function is to bring
together buyers and sellers of foreign exchange. It is not confined to any one country
but dispersé throughout the leading financial centres of the world: London,
NewYork, Paris, Zurich, Amsterdam, Tokyo, Hokdgng, Toronto, Frankfurt, Milan

etc.
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Trading is done by telephone, telex or the SWIFT system (society for worldwide
interbank financial trans#éons) or international bank communications network,
electronically linking all brokers and traders.

Since foreign exchange dealers are spread across the globe, the time of transaction
differs from one place to other. If a dealer in India transacts atrGt will be 4.30

am in London. In order taccommodate dealers from different countries, the foreign
exchange market has to function round the clock.

12.4: Participants in foreign exchange markets:

The major participants in the foreign exchangarket are the large commercial
banks, foreignexchange brokers in the interbank market, commercial customers,
multinational corporations, central banks of countries, which intervene in market
from time to time to smoothen exchange rate fluctuations.

Theforeign exchange market in India consists of three segments or tiers:

1. Transactions between RBI and authorized deales d 0 s ) (adds ar e mo s
commercial banks)

2 . Transactions among authorized dealers (a

3. Transactonslmong aut horized dealers (addés) and the

The other major participants in the foreign exchange market are arbitrageurs, traders,
hedgers andpeculators.

12.5: Types of transactions:

1 Spot transactions : when two parties agreexichange currency and execute the
deal immediately, the transaction is referred to as a spot exchange. It is the rate at
which a foreign exchange dealer converts one currency into another currency on
a particular day.

1 Forward exchange rate: it occurs whmo parties agree to exchange currency
and execute the deal at some specific date in the future. Exchange rates
governing such future transactions are referred to as forward exchange rates.
They are quoted for 30, 90, 180 days into the future.

1 Swap transawons: it is a combination of spot and forward transactions. Two
currencies are exchanged in the beginning and again at maturity. The two
currencies are rexchanged.
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Check your progress B:

1. Who are the participants in a forex market?

2. What is SWIFT system?

3. What are the different types of transaction in the forex market?

12.6:  Instruments in foreign exchange market:

1. Internationd bonds:
a) Foreign bonds
b) Straight bonds
c) Floating rate notes (FRNSs)
d) Zero coupon and deep discount bonds
e) Convertible bonds
f) Cocktail bonds
g) Yankee bonds
2. Short term and medium term instruments:
a. Euro notes
b. Euro commercial papers
c. Medium term notes
d. ADR and GDR (American Depository Receipts And Global Depository
Receipts)

12.7: Functions of Foreign Exchange Market :

It serves the two main functions

1. Currency conversion: this function servesconvert currency of one country into
arother. E.g.: A tourist from US converts US$ into rupees in India.

2. Insuring against foreign exchange risk: Second function is to prinsdeance to
protectagainst possible adverse charges in excheatge (foreign exchange risk)
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12.8: Uses of foreign exchange market:

The following are the main uses of foreign exchange market:

a. Payments a company receives for its exports, income it receives from foreign
investments, income it receives from licensing agreements with foreign firms.

b. Companies and individuals use foreign exchange market when they must pay
a foreign company fotts products and services they imported.

C. Companies and individuals use foreign exchange market when they have
spare cash that they wish to invest for short terms in money markets.

d. Finally, currency speculation is another use of foreign exchangeetmark

Currency speculation typically involves the shi@tm movement of funds
from one currency to another in the hope of profiting from shifts in exchange
rates.

Check your progress C:
1. What are the instruments available in a forex market?

2. What are the advantages of a forex market?

12.9: Exchange rate regime and exchange control:

The exchange rate regime in iadhas undergone significant changes since
independence arphrticularly during the beginning years of 1990s.

Year Type of change

1966 The rupee was devalued by 57.5% against the pound sterling or Ji
1967 Rupee sterling parity changed as a restittevaluation of sterling
1971 Bretton wood system broke down in August. Rupee briefly pegge

the US$ at Rs. 7.50 before ¥pegging UK Pound Sterling at R
18.9677 with a 2.25% margin on either side.

1972 Sterling was floated on June 23rd. Rupéling parity revalued tq
Rs.18.95 and then in October to Rs.18.80
1975 Rupee pegged to an undisclosed currency basket with margi

2.25% on either side. Intervention currency was sterling with ce
rate of Rs. 18.3084

1979 Rupee devalued by 22% ajuly 1 and July 3. Rupee dollar rg
depreciated from Rs.21.20 to Rs.25.80. A version of dual exchang
introduced through exim scrip scheme giving exporters freely tra(
import entitlements equivalent to -30% of export earnings.

96



1992 LERMS (liberalized exchange rate management system) introg
with 40-60 dual rate for converting export proceeds. Mali
determined rate for all but specified imports. Market rate for appr
capital transactions. US dollar became intervention currency
march4. Exim scrip scheme abolished.

1993 Unified market determined exchange rate introduced for
transactions. RBI could buy spot us dollars and sell us dollar
specified purposes. It will not buy or sell forward though it will er
into dollar swaps

1994 RBI announces substantial relaxation of exchange controls for ci
account transactions and a target date for moving to current ac
convertibility.

12.10: Exchange rate quotations:

An exchange rate represents the relationship betiveercurrencies. There are two
ways in which exchange rates are quoted.

Direct quote : The exchange rate for a foreign currency is quoted in terms of the
number of units of local currency that are equal to a unit of foreign currency.

Ex: Exchange rate df US dollar is Rs. 48.50 is a direct quote for the dollar Rs. 48.5 /
USS$.

Indirect quote: Exchange rate for a foreign currency is expressed in terms of number
of units offoreign currency that are equal to a unit of local currency.

Ex: when we say 2$ aegjual to Rs. 100, we have an indirect quote for the dollar.

12.11: Foreign Exchange Parity

Parity conditions mean a set of equilibrium relationship between product prices,
interest rates, spot and forward exchange rates. To understand how pricdatade

to exchange rate movements, we first need to discuss a economic proposition known
as law of one price.

Law of one price: It states that in competitive markets, free of transportation costs
and barriers tdrade (such as tariffs), identical prodaidold in different countries
must sell for the same price when their price is expressed in terms of the same
currency.

Covered interest arbitrage theory: This theory holds that the ratio of the forward

and spot exchange rates will be equal to the rdtifor@ign and domestic interest
rates.
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Fsir / ssir = (1+ rs) / (1+rr)

Interest rates rs and rr must be same for the same maturity as the period for which the
forward rate is being quoted.

12.11.1:  Purchasing Power Parity:

If the law of one price wertrue for all goods, services, PPP exchange rate could be
found from any individual set of prices. By comparing the prices of identical
products: different currencies, it would be possible to determine the real or PPP
exchange rate that would exist if rkats were efficient. The dollars that can be
bought for a rupee depends on the purchasing power of rupee visa vis the purchasing
power of dollar. In general according to the PPP theory, price level of goods must be
the same in two countries. Now, the pwasimg power of rupee changes over a period

of time due to inflationhigher the rate of inflation in India, the greater the decline in
the purchasing power of rupee. Likewise the purchasing power of dollar changes over
a period of time, in response to mgfionary pressures in the US. The relationship
between inflation, exchange rates is expressed to be as follows:

E (is-ir)/ (L+ir) =e(ss/r}ss/r/ssir

The equation says that the change in the ratio of domestic prices measured by
inflation ratesis matched by corresponding changes in exchange rates.

12.11.2: Interest rates and exchanges rates:

Economic theory tells us that interest rate reflect expectations about likely future

inflation rates. Incountries where inflation is expected to behhigterest rates also

will be high because investors want compensation for the decline in the value of their

money. This relationship was first formalized by economist Irvin Fisher and is
referred to as the Fisher Eiiftdrestaate.is thet states
sum of required real rate of interest and the expected rate of inflation over the period

for which the funds are to be lent.

l=r+]|

| - nominal interest rate

R - required real rate of interest

L - time period

Ex: if real rate ofinterest in a country is 5% and annual inflation is expected to be
10%, the nominal interest rate will be 15%.
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12.11.3: International Fisher Effect:

Since we know from the PPP theory, that there is a link between inflation and
exchange rates arginceinterest rates reflect expectations about inflation, it follows
that there must also be a linketween interest rates and exchange rates. This
relationship is known as International Fisher Effect (IFE). It states that for any two
countries, the spot exchge rate should change in an equal amount but in the
opposite direction to the difference in nominal interest rates between two countries.
Stated more formally,

(s1-s2)/s2x 100 = i$-isf

Where, i$ and i$f are the respective nominal interest ratéseitnited States and

India. S1 is thespot exchange rate at the beginning of the period. S2 is the spot

exchange rate at the end of the period. If the US nominal interest rate is higher than

|l ndi ads reflecting great efthedalgragainsetde i nf | at i on
rupee should fall by that interest rate differential in the future.

Do the interest rate differentials help predict future currency movements? The
evidence seems imixed, as in the case of PPP theory. In the long run there seems

be a relationship between interest rates differentials and subsequent changes in spot
exchange rates. However, considerable deviations occur, like PPP, the international
fisher effect is not a good predictor of shtatm changes in spot exchange rates.

Check your progress D:

1. What is the principle of Purchasing Power Parity?

2. What is International Fischer effect?

12.12: Foreign exchange exposure and its management:

In a floating exchange rate iigge the value of currency changes frequently. Such
changes will have an influence on the firm, which has its operations internationally.
The value of assets or liabilities changes in books and their present and future cash
flow streams because of fluctuats in currencies. In other words they face foreign
exchange exposure.

99



Types of exposure:
1. Accounting or translation exposure
2. Economic exposure:
a. Transaction exposure
b. Real operating exposure
The basic difference between the two is that formeersved from the consolidated
financial statements of the parent company, will not influence the cash flow, while
the latter is the result @fitered cash flow of a company.

12.12.1: Accounting or translation exposure:

The accounting laws differ fromountry to country. The laws in many countries
stipulate that thdinancial results of foreign subsidiaries and branches need to be
consolidated with those of parezampany. It is done through translating the items of
financial statements of subsidiar@gsnominated in different currencies in to domestic
currency of parent company.

If an item is translated at the current exchange rate, rate prevailing when the item
came into being, it is said to be unexposed. If the value of foreign currencies changes
beween two successive consolidation dates, translation losses or gains arise. It is
simply the difference between exposed assets and liabilities.

12.12.2: Economic exposure:
a. Transaction exposure: This is a measure of sensitivity of the home cuviduey
of assets and liabilities which are denominated in foreign currency, to
unanticipated changes in exchange rates, when assets are to be liquidated. It
emerges when
i. A currency has to be converted in order to make or receive gragnior
goods andervices,
ii. A currency has to be converted to repay a loan or make a interest payment,
and
iii. A currency has to be converted to make a dividend payment, royalty payment
etc.

In all these cases foreign currency value of the item is fixed, uncgrsntains to
home currency value.

Ex: if an Indian exporter has receivable, worth $10,000 due 3 months, if in the
meanwhile thedollar depreciates relative to the rupee, a cash loss occurs and
conversely a gain would occurdbllar appreciates relative tupee.

b. Operating exposurdt arises when changes in exchange rate, together with rates
of inflation, alter the amount an d risk el
and costs. The term operating is used because a change in operating cash flow
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will change the value of the firm. Its essence is that the exchange rate
fluctuations significantly alter cost of a firm's inputs and the prices of its output
and thereby alter the competitive position substantially.

Check your progress E:
1. What are e different exposures a firm may face in international market?

2. Distinguish between transaction and economic exposure?

12.12.3: Management of Foreign Exchange Exposure:

Whenever a company enters internationally through exports, imports, loans,
borrowing or payments, it is exposing itself to risk. As we have already understood
the various types of exposure or risk ofiramn. Now the task ahead is to manage or
possibly reduce the risk.

Following devices are commonly employed to manage exposure:
Forward market hedge.

Hedging through currency futures

Hedging through currency options

Roll over contracts

Money market hedge

Leading or lagging

Parallel loans

Netting and offsetting

Currency swaps

©oNoOA~®ODNE

1. Forward market hedge:

The use of forward contract to hedge transactions exposure at a single date is quiet
straightforward. Here, thexporter sells forward and importer buys forward the
foreign currencyjn which the trade is invoiced. A contractual net inflow of foreign
currency is sold forward and eontractual net outflow is bought forward. This
removes all uncertainty regarding thi®mestic currency value of receivable or
payable.
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Ex: Consider a firm which is expecting a payment of $10,000 due in 30 days on
account of credisale.
1 Enter into a forward contract to sell $10,000 in 30 days, 30 days forward rate
Is Rs. 49.85
1 On 30thday collect from the customer, deliver the same to the dealer and
collect Rs. 4,98,500.
It is the opposite way in case of credit purchases.

2. Hedging through Currency Futures:
Hedging through futures is similar to the hedging through forwards. A
receivable is hedged by selling futures and payable is hedged by buying
futures. Difference between futures and forward is that futures contracts are
standardized amount, quantity and delivery date etc. The advantage of futures
is that it will have greatesiccess and more liquidity.

3. Hedging through Currency Options :
Options provide a flexible means to cover transaction exposure. A contracted

foreign currency outflow is hedged by purchasing a call option (or selling a
put option) on the currencyVhile an inflow can be hedged by buying a put
option or selling a call option. Number of strategies can be made with options.

4. Rollover contracts:
In Indian foreign exchange market forward contracts are available only for a

maturity period of 6 monthbecause quotations beyond 6 months will not be
available. Exposures with longer time periods.

For example interest as well as principal repayments on a medium term
foreign currency loans have to be hedged by means of roll over forward
contracts. It is aontract, which is booked initially six months forward and
then extended every six months. At every rollover date, customer does a swap
with the bank, selling spot and buying forward.

5. Money Market Hedge:
In this kind of hedging, exposed position anforeign currency is covered

through borrowing or lending in the money market.

Ex: An UK firm has a liability of $10,000 on account of purchases from US
supplier, payable after 30 days. The®/ money market rates in the UK and
US are 1% for lendingral 1.5% for borrowing. In order to hedge.

1 Determine the present value of the foreign currency liability $10000 by using
the moneymarket rate applicable to the foreign country. It is ($10,000 /1.01)
= $9,901 in the US money market.
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Money market hedge maye covered or uncovered. Here an importer who has to
cover future payables first borrows local currency, then converts local currency into
currency of payables and

finally invests the converted amount for a period matching the payments to be made
for the mport.

6. Leading and Lagging:
It is one of the internal ways of managing exposure is to shift the timing of
exposure by leading or lagging payables and receivables. The general rule is lead,
i.e. Advance payables and lag postpone receivables in stnamgncies and
conversely lead receivables and lag payables in weak currencies. Leading and
lagging are practiced between two independent firms.

7. Parallel Loan:
It is known as back to back or credit swap loan. The amount of loan moves with
the country but it serves the purpose of a cross border loans. These loans are not
exposed to the changes in exchange rate because funds do not move outside the
country.

8. Netting and offsetting:
A firm with receivables and payables in different curremaan reduce risk by
matching payables with receivables. A firm with exports to and imports from
USA need not cover each transaction separately. It can use a receivable to settle
all or part of a payable and take a hedge only for the net dollar payable or
receivable.

9. Currency Swaps :
A currency swap involves two different currencies. The two currencies involved
are exchanged in the beginning and at maturity the two currencies -are re
exchanged.

12.13: Financing international operations:

The growinginternationalization of capital markets and the increased sophistication
of companiegneans that the search for capital no longer stops at one point or one
instrument. There is wide range of sources of funds available that the companies tap
on an ongoingdpasis.

Potential sources of funds:
1. Funds generated internally by the foreign affiliates.
2. Funds from within the corporate family.
3. Funds from source external to the corporate family.
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The choice among the sources of funds ideally invodmsiltaneously minimizing

the cost of external funds after adjusting for foreign exchange risk, choosing internal
sources in order to minimize worldwide taxes and political risk.
Funds ' generated  intemally by 'the " foreign { Depreciation and ofher non casi changes

{ affiliates { Petamed earmings
:'Funds from within the corporate family "' T Eounty mvestment
Cash loans

Leads and lags in paying mira company a'c

Finds from ' sources external fo  corporate ; Danks and othel Hnancial mstititions

farmly Secunties markets or money markets

Local currency debt.

Indivadual and local shareholders

Jomnt venture parmers

The international financial market can be divided into two segments:

1. International money market, which is, represented by the flow of short term
funds.

2. International capital market forms the other segment where medium and long
term funds flow.

There are a number of agencies and instruments through which funagstathe
resource needmstitutions or firms. These agencies may be official or-official.

Official sources:

Multilateral agencies
1. International development banks. Ex: World Bank, International Financial
Corporation.
2. Regional developmebanks, (i.e.) Asian Development Bank.
3. Bilateral agencies

Non official sources:

1. Borrowing and lending market involving international banks
2. Securities market: debt & equities.

The major market segments:
A. Bonds
1. Foreign bonds
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2. Euro bonds
B. Syndicated credits
C. Medium term notes (MTN)

A. Bonds
The difference between foreign bond and Euro bond is in case of foreign bond, the
issuer selects freign financial market where the bonds are issued in the curoéncy

that very country.

Ex: if an Indian company issues bonds in NewYork, the bond is denominated in US
dollar, it will be called a foreign bond.

In case of Euro bonds, they are denominated in a currency other than the currency of
the countrywhere the bods are issued.

Ex: i f a I ndian companyo6és bond is denomi

issued in any country other than the USA, then it is a Euro bond.

1. Straight bonds : it is a traditional type of bond. Interest rate is fixed. Interest rat

is called coupon rate. It is fixed with reference to rates or treasury bonds for
comparable maturity. It can be bought by an investor either in the primary market or
secondary market. Repayment of principal is made at end of maturity period, known
as bulet redemption.

2. Sinking fund bonds: used by small risky companies to assure the investors that
they will get their money back. Issuer would redeem a fraction of the issue each year,
so that small amount remains to be redeemed at maturity.

3. Floating rate note: it is a bond, which do not carry fixed rate of interest. It is a

bond with a coupon rate varying typically every six months. Interest rate payable for
the next six months is set with reference to a market index such as (Libor) London
intebank offer rate. It was first issued

4. Zero coupon bonds: this bond is purchased at substantial discount from the face
value andedeemed at face value on maturity. There are no interim interest payments.

5. Deep discount bonds: they do pay a coupon rate but below the market rate for a
corresponding straight bond.
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6.  Convertible bonds: these are bonds that can be exchanged for equity shares
either of issuingcompany or some other company. It commands a higher market
value because of convertibiliyrivilege.

7. Cocktail bonds: bonds are often denominated in a mixture of currency. There
are two forms of cocktail bonds. One is denominated in Special Drawing Rights
(SDRs) and other is denominated in euros. The SDRs represent weighted average of
five currencies. Euro represent asket of 11 currencies. It will offer currency
diversification benefits.

There are other bonds such as Yankee bonds, Samurai bonds, Tibias bonds, Geisha
bonds, Publicbonds, Bull dog bonds, Unlisted bonds issued in different countries
with variousfeatures.

B. Syndicated credits:

A traditional Euro syndicated loan is usually a floating rate loan with fixed maturity
and specificepayment schedule. One, two or even three banks act as lead managers,
distribute the loan amonthemselves. One of tHead bank acts as the agdrank,

one manages the loantef executiondisbursing funds to the borrower, collecting,
distributing interest payments and principal repayments among leading banks.
Normally loans would have maturity period of 10 years amer@st rate is set with
reference to Libor.

C. Medium Term Instruments: (MTN)

Euro notes:

It is similar to a promissory note issued by companies and mainly used for processing
shortterm funds. They are denominated in any currency other than the cyroén

the country where they are issued. They have a feature of low cost funding route.
They can be customized to suit tleguirements of different kind of borrowers.

Euro Commercial Papers:

It is another shofterm debt instrument. It is noihderwritten. Only those companies

that possess a high degree of rating issue it. They are normally investors driven. Euro

Commercial Papers (ECP) are denominated in US dollar. But, they are different from

the US commercial papers in the sense that EC® lbager maturity period going up

to 1 year. The features of ECP6s vary from on

Medium Term Notes (MTNG6s) :

They represent a medium term, neomderwritten, fixed interest rate source of
funding. The issuers are mainly banks, soverigriernational agencies.

D. Equity financing in the international markets:
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After the economic liberalisation, Indian companies started to tap foreign markets.
The two principal mechanisms used by Indian companies are depository receipts,
Euro converble issues. Depository receipts represent indirect equity investment,

while the latter is debt with an option to convert it into equity.

In the depository receipt mechanism the shares issued by a firm are held by a

depository usually #arge internationabank, who receive dividends, reports etc and
issues claims against these shafldgese claims are called depository receipts with
each receipt being a claim on a specified number of shares.

The depository receipts are denominated in a convertible cyrteually US dollars.
The depository receipts may be listed and traded on major stock exchanges or may
trade in the Over The Counter market. The issuer firm pays dividends in its home

currency, which is converted into dollars by the depository and distdb to the
holders of depository receipts. This way the issuing firm avoids listing fees and
onerous disclosure and reporting requirements, which would be obligatory, if it were
to be directly listed on the stock exchange. This mechanism originatesl iiSihthe
so-called American depository receipts. Recent years have seen the emergence of

European depository receipts (EDROG6s)
can be used to tap multiple markets.
The structure of GDR is given in Figure 13iten below:
The stucture of GDE. 1ssue:
Subscribers Lead Company
Managers etc.
Funds to
Share
Ptt‘m _le.ss 2 Certificates
COMHETHSSI0MN
Depository Appoints Custodian
Eru TUnder instructions
opear. from depository
Master GDER. issme
Mominee for Hold the American | Dividends, R Holders
Ewroclear & GDE. & register it Bonus, Rights
CEDEL m the name of ete.
DTC.

and

During the later half of 1993, a number of Indian companies successfully tapped the

global capitalmarkets by means of GDR and foreign currency convertible bond

issues.
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Company Vehicle Amount($ Effective cost (%)
million)
Reliancelndustries | GDR 150.4 3.80
Grasim GDR 80 3.85
Hindalco GDR + warrants 108 3.79
Essar Gujarat 5 year 5.5% coupon 75 3.25
ITC 5% premium bonds 91.8 3.25
GDR + warrants
ICICI 10.5 vyear 3.5% 100 3.45
coupon
12.5% premium
coupon bonds
SPIC GDR 75 3.75
GDR GDR 75 3.50

E. Financing and insuring exports:

Trade deals require finance. Availability of finance enables the exporter to export
more and the importers to import more. Availability of finance encourages trading
activities. Banks are the moshportant source of foreign trade finance. Importers
borrow from the banks, but the exporters are the major beneficiaries.

Different forms of credit are
a. Pre shipment finance
b. Post shipment finance

a. Pre-shipment finance:It is provide to theexporter meant for processing raw
materials, processing and packaging of goods and for some other additional processes
till goods are really shipped. It is also known as packing credit. Packing credit, a
shortterm credit is normally required to be ligaigd within 180 days by negotiation

of export bills or receipt of proceeds for exports. Credit is extended in the form of a
loan amount. A separate account is maintained for each export order. Inputs
purchased out of such credits are hypothecated or gleédgbe bank.

b. Post shipment finance:This is extended by the banks after the goods have been
shipped and against the submission of export documents evidencing the shipment of
goods. It is also a short term credit. The rate of interest is lower Qptags but
increases and is still higher beyond 180 days. There are different forms:

1. Purchase / discounting of documentary export bills
2. Advance against export bills sent for collection
3. Advance against duty draw back, cash subsidy.

1. Purchase/discounting of documentary export bills:

A commercial bank may purchase export bills drawn payable at sight or discount
using exporbills covering confirmed sales and supported by relevant documents like
the bill of lading, post parcel receipts etc.
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2. Advance against export bills sent for collection:

Finance is provided by way of advance against export bills sent for collection after
evaluating the creditworthiness of the party, standing of the drawer, nature of goods
exported, insurance etc. Appropriate margin is to be maintained.

12.4: Export Import Bank Of India (EXIM):

Exim bank is the apex body in the country for the provision of direct finance or for
refinance facilities for encouraging foreign trade. Exim bank is a public sector
financial institution established in Jan 1982 by passing an act in the parliament. It has
borrowings from central government, RBI, loan from foreign sources, public deposits
etc.

Functions: it supports financially domestic entities, overseas entitiescamehercial
banks. To the Indian entities, it provides supplier credit, pre shipment, post shipment,
medium term credit, export marketing finance, export vendor development finance
etc.

To commercial banks in India, it provides refinancing facilities lati@n to various
types of credits meant for the exporter and importers. Exim bank offers lines of credit
to overseas financial

institutions.

Insuring exporters: ECGC facilities:

The Export Credit Guarantee Corporation (ECGC) is a govt. Of India ukiohgrtset
up under the ministry of commerce. Its main function is to provide insurance to
Indian exporters of goods and services against the risk epagment for exports.

Under ECGC credit insurance policy the exporter is assured that ECGC will pay if t
overseas buyer fails to pay for the goods and services exported. ECGC bears the risk,
pays the exporter 90% of his loss on account of commercial and political risks.

ECGC offers various policies and schemes as below:

1) Standard policy: it is also referred as comprehensive risk policy. Here
exporters may however on his willingness secure himself against political risks
alone. Insurance cover is extended from the date of shipment.

2) Specific policies: contracts for exports of capital goods or projeéis
construction works, which are not of a repetitive nature and which involves
large deferred payment are insured on a case by case basis under specific
policies. Standard policies provide insurance for export on a repetitive basis.
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3) Guarantee for export finance: ECGC facilitate export financing. It does not
extend finance directly for exports. Banks are willing to provide finance to
exporters who are provided guarantees by ECGC.

4)  Special schemes: ECGC has several special schemes

a. Transfer guarantee

b. Insurance for buyer credit and line of credit
c. Joint venture insurance

d. Overseas investment insurance.

e. Special scheme for smattale exporters.

12.15: Key words:

Amaerican depository receipts (ADRsCertificates representing ownershipfofeign
stocks, which are traded on stock exchanges in the United States.

Bid/ask spread Difference between the price at which a bank is willing to buy a
currency and therice at which it will sell that currency.

Cross exchange rateExchange rate beten currency A and currency B, given
the values of currencies A and B with respect to a third currency.

Economic exposureDegree to which a firm's present value of future cash flows can
be influenced by exchange rate fluctuations.

Fischer effed: Theory that nominal interest rates are composed of arel interest rate
and anticipatedhflation.

Fixed exchange rate systenMonetary system in which exchange rates are either
held constant oallowed to fluctuate only within very narrow boundaries.

Foreign exchange market: Market composed primarily of banks, serving firms and
consumers who wish to buy or sell various currencies.

Hedge To insulate a firm from exposure to exchange rate fluctuations.

Interest rate parity Theory specifying that the forward premium (or discount) is
equal to the interest rate differential between the two currencies of concern.

International Financial Corporation(IFC): Firm established to promote private

enterprise within countries; it canprovide loans to and purchase stock of
corporations.
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International Fischer Effect Theory specifying that a currency's exchange rate will
depreciate against another currency when its interest rate (and therefore expected
inflation rate) is higher than thaf the other currency.

London Interbank Offer Rate (LIBOR) Interest rate commonly charged for loans
between Eurdanks.

Spot market Market in which exchange transactions occur for immediate exchange.
Spot rate:Currency exchange rate of currency.

Transaction exposureDegree to which the value of future cash transactions can be
affected by exchange rate fluctuations.

Translation exposureDegree to which a firm's consolidated financial statements are
exposed to fluctuations in exchange rates.
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