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UNIT 4 MERCHANT BANKING

Objectives
After reading this unit you will be able to:

e Getan overview of concept and philosophy of merchant banking.

e Appreciate their functions and legal frame work.

e Make you conversant with the role of merchant banker in public issues.

e Understand how SEBI has attempted to make public issues investor
friendly.
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4.1 INTRODUCTION

Financial Service is rendered through numerous intermediaries who are
known by different names. One of the prominent intermediaries is known
as merchant banker. Merchant banking as it is known in present days had
its origin in U.K and U.S.A in early fifties. But the roots of this service
rendering industry can be traced as back as in late eighteenth century and
early nineteenth century. There were merchants who traded overseas,
built-reputation and later shared their goodwill with newer traders to
facilitate their merchant activities especially by providing guarantees for
payments. Subsequently they entered any field which added to their
business depending on the demand of time. Thus, as time changed their
role changed, consequently it has never been possible to pinpoint their
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role. As Sir Edward Reid of Baring Brothers & Co. commented, "it is
(merchant banking) sometimes applied to banks which are not merchants,
merchants who are not banks and sometimes to houses who are neither
merchants nor banks.” Report of the Committee on the Working of
Monetary System (1961) RBI, observed that origin of merchant bankers is
associated with a variety of financial service, including accepting. This is
why merchant bankers are also popular as ‘issue houses’ or ‘accepting
houses’ in U.K. In U.S.A investment bankers have been performing the
task being performed by merchant bankers elsewhere. Whether these are
called accepting house or investment banker or merchant bankers, their
common object is to facilitate trade and industry. Meeting their diverse
and dynamic needs with the change in time and complex ties in business
has always been a challenge for merchant banking. Their scope of
operation differs from country to country.

4.2 CONCEPT

Despite the fact that merchant banking is emerging as one of the
prominent segment of financial service sector, it is difficult to define what
merchant banking is. The reason is very obvious as its limits have never
been adequately and strictly defined and it caters to wide variety of
financial activities. Its scope of operation differs from country to country.
Dictionary of Banking and Finance explains merchant bank as an
organisation that underwrites securities for corporations, advises such
clients on mergers and is involved in the ownership of commercial
ventures. The Guidelines for Merchant Bankers (issued by Ministry of
Finance, Deptt of Economic Affairs, Stock Exchange Division on 9-4-
1990) instead of defining merchant banking stated that these guidelines
shall apply to those presently engaged in merchant banking activity
including as managers to issue and undertake authorised activities. These
activities interalia include underwriting, portfolio management etc. Thus,
to define merchant bankers a definite better approach is to include those
agencies as merchant bankers which do what a merchant banker does.
Securities and Exchange Board of India (Merchant Bankers) Regulations
defines merchant bankers as “any person who is engaged in the business
of issue management either by making arrangement regarding selling
buying or subscribing to securities or acting as manager, consultant,
adviser or rendering corporate advisory services in relation to such issue
management.”

43 NATURE

To understand nature of merchant banking well, a contrast may be
involved, between commercial banking, development banking, investment
banking and merchant banking. Although the terms ¢ Merchant’ and*
Commercial ¢ have similar connotations yet Commercial Banking and
Merchant Banking are different. Commercial bankers are basically a



financing agency where as merchant banks provide basically financial (not
financing) services. Commercial bankers are comparatively retail banking
activity where as merchant banking is a whole sale banking (even if it
provides finance). A merchant banking firm does not undertake
commercial banking where as its reverse is possible. Basically the
commercial banks concentrate their activities in accepting the deposits and
providing short-term finance to the customers. On the other hand, the basic
objective of merchant banking, as stated in previous section is to offer a
package of services relating to the promotion and development of the
industrial projects, which includes counselling, advisory services,
restructuring, financial engineering, etc. These services of merchant banking
ensure efficient procurement and better utilization of funds. Thus, direct
lending is not the main concern of merchant bankers. Hence, both the
banking systems are different in their nature of activities.

While comparing the development banks with merchant banks, a close
relationship arises in certain areas like, promotional and development
activities. The basic objective of development bank in the developing
economy is to boost the process of economic development by providing long
term and medium term funds to the industrial sector. They also provide funds
at the concessional rates of interest and other incentives to establish industrial
units in the rural and backward regions. Besides this, they also assist in
developing particular industry, entrepreneurship development and technology
up-gradation from time to time. Development banks strengthen and broaden
the capital markets where they exist actively. However where capital market
is not active, development banks work as channelising agency between the
savers and users of the fund. Merchant banks in their own roles assist in this
process by providing various services to the clients, In brief some functions
of development banks and merchant banks are inter-related and close
relationship exists between them. In India almost all development banks have
established their merchant banking division.

Merchant banks and investment banks are different kinds of financial
institutions that perform different services. In practice, the fine lines that
separate the functions of merchant banks and investment banks tend to blur.
Traditional merchant banks often expand into the field of securities
underwriting, while many investment banks participate in trade financing
activities. In theory, investment banks and merchant banks render different
services. Pure investment banks raise funds by registering and issuing debt or
equity and selling it in a market. Generally investment banks only
participated in underwriting and selling securities in large blocks. Investment
banks facilitate mergers and acquisitions through share sales and provide
research and financial consulting to companies. Traditionally, investment
banks did not deal with the general public on the other hand merchant banks
primarily perform international financing activities such as foreign corporate
investing, foreign real estate investment, trade finance and international
transaction facilitation. Some of the activities that a pure merchant bank is
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involved in may include issuing letters of credit, transferring funds
internationally, trade consulting and co-investment in projects involving trade
of one form or another. The current offerings of investment banks and
merchant banks varies by the institution offering the services, but there are a
few characteristics that most companies that offer both investment and
merchant banking, share.

4.4 NEED OF MERCHANT BANKING

Setting up of new industrial units, expansion, diversification and
modernisation of existing units have been the central plank for the rapid
industrialisation of an economy. This process besides adequate financial
resources requires sound technical and managerial inputs. Though, a
number of financial agencies are instituted to cater to the needs of rapid
industrialisation, the task of financing has become more complicated, thus
requiring a fresh look. In view of increasing specialisation in every sphere
the process of industrialisation from the primary planning stages of setting
up a new unit to that of research and development including expansion,
diversification or modernisation requires the services of specialists or
professionals. Thus, the need for having expert advice, guidance of
specialists or professionals in the field has become an absolute necessity
with rapid economic growth, elaborated procedures and spectacular
industrial development in India. It has also been necessitated by a plethora
of regulations for industry, capital, issues, foreign investment and
collaboration, amalgamations, Companies Act, SEBI, Government policy
regarding backward area development, export promotion and import
substitution etc. A few agencies are able to provide expert advice in the
diversified areas mentioned above. But it is inconvenient for
entrepreneurs/ industrialists to knock at the doors of several agencies in
getting the guidance of specialists and professionals. Hence, it is highly
essential to make available expert advice in diversified areas under a
single roof to provide a comfortable cushion to entrepreneurs to accelerate
industrial development. This is where merchant bankers come to picture.

4.5 SIGNIFICANCE OF MERCHANT BANKING

The merchant banks play a significant role in economic development of a
country. The major function of merchant bank is to facilitate the corporate
sector to mobilize the public savings for their various financial needs, in
meeting their widening demand for investible funds for establishing new
enterprises, undertaking expansion, modernization and diversification of the
existing enterprises. Further, merchant banks have been procuring impressive
support from capital market for the corporate sector for financing the
projects.

Apart from managing public issues and project financing the merchant
bankers with their skills, updated information and knowledge provide various
advisory services to the corporate units. They advise them on such



requirements to be complied with for raising funds from the capital market
under different Acts like Companies Act, income tax act, Foreign Exchange
Regulation Act, Securities Contracts (Regulation) Act, etc.

Merchant bankers not only assist the corporate sector units, but also advise to
investors. They provide consultancy services in portfolio management to the
big and institutional investors. They advise about the incentive available in
the form of tax relief, other statutory relaxations, good return on investment
and capital appreciation in such investment. Further merchant banks help and
advise the sick units to restructure their units into profitable ventures. In
brief, the merchant bankers help industry and trade to raise funds and the
investors to invest their savings in sound and healthy business concerns with
confidence, safety and good yield.

Activity 4.1

a) What is Merchant Banking?

b) How do the commercial banking, development Banking, investment
banking and merchant banking differ?

c) Write down five points to highlight i) need and ii) significance of
merchant banking.

4.6 FUNCTIONS OF MERCHANT BANKER

Over the years the merchant bankers have diversified their activities in
various spheres. It is very difficult to spell out all the areas where merchant
bankers can interact, yet, some important areas where merchant bankers
have decisive role are mentioned here. These roles can broadly be divided
into two parts. One is service (fee) based another is fund based.
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Service (fee) based functions such as:

e (apital issue Management

e Private Placement of securities

e Loan/Credit/Fund Syndication,

e Portfolio management

e  Corporate restructuring and re-organization
e  Trusteeship Management

e Corporate mergers and amalgamations and take-overs
e Liaison and broking

e Lease broking

e  Arranging international finance

e  Management of Buy-ins and Buy-outs

e Inter-corporate investment

e Equipment procurement, finance liaison etc.
e Non-resident investment

e Fixed deposit broking

e  Capital restructuring

e  Mutual funds
Fund based function such as:

e  Underwriting of securities

e Undertaking equipment lease financing

e Venture Capital

e Inter-corporate placement of funds

e Project financing

e  Working capital financing

e  Credit syndication

Some of these will be discussed in a forthcoming unit on Corporate Advisory

Services. In this lesson we will discuss in detail a prominent function of
merchant banker i.e. managing public issue.

4.6.1 Service (fee) based Functions

Project counseling: This service covers all such matters which are related to
the project planning, implementation and control. It starts from development
of an idea into a project preparation of project report, estimation of cost,
deciding upon the means of finance and techno-economic appraisal of
projects for capital issue financing etc. Further it also assists in taking various



government consents and procedural steps for implementations of the
projects.

Credit syndication: Credit syndication also known as loan syndication
refers to the service rendered by the merchant bankers for arranging and
procuring the rupee and foreign currency loans from more than one financial
institution, banks and other lending companies both in India and abroad. It
also arranges for bridge finance and the resources for cost escalations or cost
over-runs. So this activity involves identification of sources where from
funds could be arranged, approaching these sources with requisite application
and supporting documents complying with all formalities involved in the
sanction and disbursal of loans.

Issue management: Traditionally this is one of the main functions of
merchant banker. Another important function of the merchant banking
organization is to manage public issues of corporate securities like equity
shares, preferences shares and debentures or bonds. It involves marketing of
capital issues of existing companies including rights issues and dilution of
shares by letter of offer. ‘The public issues are managed by the involvement
of various agencies i.e. under writers, brokers, bankers, advertising agencies,
printers, auditors, legal advisers, registrar to the issue and merchant bankers
providing specialized services to make the issue a success. However,
merchant bank is the agency at the apex level that plans, coordinates and
controls the entire issue activity and directs different agencies to the
successful marketing of securities.

Corporate counseling: One of the major functions of merchant banking is
corporate counselling which aims to advise the business firms to run their
units efficiently at maximum potential through effective management. There
is wide field of corporate counselling which could be any matter worth the
benefit for a corporate unit like financial aspects, government regulations,
restructuring of ailing units, policy changes, management of public issues and
underwriting environmental reshuffles etc. The above areas are only
illustrative fields of corporate counseling, its coverage does not end here. It
also covers other fields like managerial economics, investment and financial
management, corporate laws and other related aspects, expenditure control
pricing methods, marketing strategy etc.

Portfolio Management: Portfolio management activities concerned with the
deployment of cash resources into marketable securities to earn in future. It
relates with the selection of appropriate financial instruments based upon risk
and return expected by the investor. So the merchant banker pursuant to a
contract or arrangement with a client (investor) advises or directs or
undertakes on behalf of the client the management of marketable securities
like shares, debentures, bonds etc. with a view to ensure maximum return by
such investments with minimum risk of less return. Apart from above stated
activities, merchant bankers sometimes also cover various other activities like
sale and purchase of securities. investing and managing of fixed deposits,
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trust funds, pension funds, safe custody (custodial services) of securities,
collection of interest/dividends on behalf of investors, etc.

Joint venture abroad: Depending on economic and political conditions
many countries may permit joint ventures by local businessmen abroad.
Here again merchant bankers can play a decisive role. They facilitate
meeting of foreign partner, get sanctions under various provisions, make
techno-economic survey, legal documentations under local as well as
foreign legal provisions etc.

Debenture trusteeship: The merchant bankers can get themselves
registered to act as trustee. These trustees are to protect the interests of
debenture holders as per the terms laid down in trust deed. They are,
trustees, to undertake redressal of grievances of debenture holders.

Corporate Restructuring: Corporate restructuring is concerned with such
activities which are related with merger, acquisitions and amalgamations of
the corporate units. The merchant bankers are playing an important role in
this regard. The services include in this respect is negotiating terms and
condition of mergers/acquisition/amalgamation, legal documentation of
official approval tax matters, etc. Being professional expert merchant banker
is apt to safeguard the interest of their clients. They also help to formulate
guidelines and directions for future growth plans and exploratory studies on a
global basis through active participation.

4.6.2 Fund based Functions

Bill discounting: Bill discounting is a service against which merchant
banker has to arrange funds against the bills which have been discounted.
This service is undertaken by merchant bankers generally if bill market is
big as well as mature. Otherwise bill discounting is undertaken by banks
only. Depending on their credibility they may also undertake the
assignment of bill acceptance. These bills accepted and or discounted can
be foreign and Merchant bankers can specify what types of bills they
entertain. They charge commission for this service.

Venture capital: Venture capital is a specific form of equity financing
especially concerning to high risk and high technical projects, expecting high
reward later on. Many merchant bankers in India have initiated various
schemes of venture capital funding. Such scheme is also popular as seed
capital or risk capital scheme. Merchant bankers deeply study such
proposals before releasing the money. At opportune time such investment
can be disinvested to keep the cycle of venture capital moving on.

Bought out deals: When a promoter envisages that if public issue made to
raise capital will not clinch, s/he may approach merchant bankers (bought
out dealer or sponsor) and place the shares of company initially with him
which are offered to public at a later stage, this route is known as bought



out deal. Many a time a syndicate of merchant bankers jointly sponsor a
bought out deal to spread the risk involved.

Lease financing and hire purchase: Depending on the funds available
merchant bankers can also enter the field of lease or hire purchase
financing. Lease is an agreement whereby the lessor (merchant banker in
our case) conveys to the lessee (the user), in return for rent, the right to
use an asset for an agreed period of time. On the other hand in hire
purchase the user at the end of the agreed period has an option to purchase
the asset which he has used till date. The merchant bankers can advise the
client whether to go in or not, for leasing or hire purchase system of
financing an asset.

Underwriting: It refers to a contract by means of which merchant banker
gives an assurance to the issuing company that the former would subscribe
to the securities offered in the event of non-subscription by the persons to
whom it was offered. The liability of merchant banker arises if the issue is
not fully subscribed and this liability is restricted to the commitment
extended by him. Under-writing of securities is an important aspect of public
issue management. This activity is a good business option if due care is taken
in selecting and marketing the issue

These are some of the prominent activities being undertaken world over
by merchant bankers. The practices may differ from country to country
depending on maturity of financial sector of their economy. The
multifarious activities of the corporate sector and spectacular growth of
industry gives new dimensions to merchant banking activities. In the
phase of globalisation of economies merchant bankers are facing new
challenges. The changing international financing environment has rather
pushed merchant bankers to operate at international level creating more
opportunities to serve the world business community in diverse ways.

4.7 MERCHANT BANKING REGULATIONS

The merchant banker’s role has increased in view of multitude of
enactments, rules and regulations, guidelines and offshoot press releases
and instructions brought out by the government at different times. The
move of liberalisation further gave a boost to merchant banking activities.
SEBI came out in December 1992 with Securities and Exchange Board of
India (Merchant Bankers) Regulations, 1992, a comprehensive enactment
to regulate merchant banking activities. While issuing these regulations it
was emphasised that such enactment will make primary market more
disciplined. By regulating merchant banking activities, investor’s
confidence in primary market is built up. These regulations have gone a
long way for an orderly growth and development of the capital market.
These regulations, since their enactment, have been amended regularly to
increase investors’ protection, increasing standard of services,
professional competence and meet dynamic market conditions.
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These regulations define merchant banker as any “ person who is engaged
in the business of issue management either by making arrangements
regarding selling, buying or subscribing to securities or acting as manager,
consultant adviser or rendering corporate advisory service in relation to
such issue management.” Thus regulations are applicable only to limited
activities undertaken by merchant banker.

Merchant banking activities can be categorised as ‘authorised’ and ‘not
authorised’ activities. The merchant bankers are required to get
themselves registered under regulations only for authorised activities. The
authorised activities are:

1) to carry on any activity of the issue management, which will, inter alia,
consist of preparation of prospectus and other information relating to
the issue, determining financial structure, tie up of financiers and
final allotment and refund of the subscriptions; and

1) to act as adviser, consultant, manager, underwriter, portfolio manager.
Another angle from which authorised activities can be identified is the
activities specified by SEBI for each categories of merchant banker.
The SEBI regulations specify four categories of merchant bankers:

Category I: These merchant bankers can carry on any activity of the issue
management, which will inter-alia consist of preparation of prospectus and
other information relating to the issue, determining financial structure, tie
up of financiers and final allotment and refund of subscription. They can
also act as adviser, consultant, manager, underwriter and portfolio
manager.

Category II: Such merchant bankers can act as adviser, consultant, co-
manager, underwriter and portfolio manager. This means they can not
undertake issue management of their own.

Category III: These merchant bankers can neither undertake issue
management nor act as co-manager. They cannot conduct business of
portfolio management. Thus the area of their operation restricts to act as
underwriter, adviser and consultant to the issue.

Category IV: Such merchant bankers do not undertake any activities
requiring funds. They can act only as adviser or consultant to an issue.

4.7.1 Registration

All the merchant banking activities do not require registration under these
regulations. Such activities are like Project Counselling, Corporate
Counselling, Credit Rating, Bill acceptance and discounting, Loan
syndication, Merger and amalgamation, Venture Capital, Mutual Funds,
Depository, Portfolio Management, Trusteeship of debentures, Share
Broking, Custodian Service, Share Transfer. Such activities require
SEBI’s registration, but under their specific regulations like that of for



Venture Capital, Mutual Funds, Share Broking, Custodian Service, Share
Transfer etc.

Only those merchant bankers who are specified in Category I can be
registered under SEBI merchant banking regulations. Application is to be
submitted in the pre scribed format. To get registration and certificate to
operate as merchant banker, the agency is to fulfill two broad sets of
criteria: Operational capabilities and Capital adequacy.

Operational capabilities: As mentioned earlier, registration requires the
merchant banker to be professional, fair and competent to serve investors.
In this context SEBI before granting ‘certificate to operate as merchant
banker’ makes sure that concerned agency is competent on these
parameters. Some of these are:

e The applicant shall be a body corporate other than a nonbanking
financial company as defined by the Reserve Bank of India Act, 1934.

e The applicant is to have the necessary infrastructure like adequate
office space, equipments and manpower to effectively discharge his
activities.

e The applicant should have at least two persons who have the
experience to conduct the business of the merchant banker.

e A person directly or indirectly connected with the applicant has not
been already granted registration.

e The applicant or his partner or director should be man of integrity.

e They should not at any time be convicted for any offence involving
moral turpitude or has been found guilty of any economic offence.

e The applicant is to have professional qualification from any
recognised institution.

e The applicant is a fit and proper person as per the criteria specified by
SEBI Regulations.

SEBI is to make sure that such registration should be in the interest of
investors.

Capital adequacy: SEBI desires applicants to have adequate capital. The
concept of adequate capital is expressed in terms of ‘net worth’. Net worth
means the value of capital contributed to the business plus free reserves.
At the time of registration a non refundable application fee of Rs. 50000 is
to be paid. ‘Net worth’ of at least Rs.5 crore is to be maintained for the
life of the registration. To get certificate finally granted the registered
merchant bankers are to submit required fees of Rs. 20 lakhs. Registration
is granted for five years at one time. Only those applicants who qualify on
all these criterion are granted registration.

A merchant banker who has been granted a certificate of registration, to keep
its registration in force, shall pay a fee of nine lakh rupees every three years
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from the sixth year, from the date of grant of certificate of registration. To
ensure that there is no break in registration, such application has to be
made within one month before the expiry of the certificate. Although it is
termed as renewal, application is processed as for new registration.

4.7.2 Code of Conduct

Once merchant bankers are registered to ensure that they maintain high
standard of services. Regulations require them to adhere to a code of
conduct specified in these regulations. While acting as merchant bankers
some important provisions of code are as under:

e A merchant banker shall make all efforts to protect the interests of
investors.

e A merchant banker shall maintain high standards of integrity, dignity
and fairness in the conduct of its business.

e A merchant banker shall fulfill its obligations in a prompt, ethical, and
professional manner.

e A merchant banker shall at all times exercise due diligence, ensure
proper care and exercise independent professional judgment.

e A merchant banker shall ensure that adequate disclosures are made to the
investors in a timely manner but without making any misleading or
exaggerated claims.

e A merchant banker shall endeavour to ensure that copies of the
prospectus, offer document, letter of offer or any other related literature
is made available to the investors at the time of issue or the offer.

e A merchant banker shall demarcate the responsibilities of the various
intermediaries appointed by it clearly so as to avoid any conflict or
confusion in their job description.

e A merchant banker shall not make untrue statement or suppress any
material fact in any documents, reports or information furnished to the
Board.

e A merchant banker shall maintain arms length relationship between its
merchant banking activity and any other activity.

e A merchant banker shall ensure that good corporate policies and
corporate governance are in place.

4.7.3 Duties of Merchant Banker

Every issue is managed by one merchant banker acting as ‘lead manager’.
Such lead manager is not required, if the issue is a right issue. The
merchant banker acting as lead manager is to enter into an agreement with
the concerned company which must state their mutual rights, liabilities



and obligations relating to such issue. Agreement terms pertaining to
particulars to disclosures, allotment and refund should be clearly defined,
allocated and determined. SEBI regulations have laid down some specific
duties of a merchant banker to ensure that all parties involved in public issue
get fair and transparent treatment. Few of these are as under:

e A lead merchant banker shall not be associated with any issue if a
merchant banker whois not holding a certificate is associated with the
issue.

e In case more than one merchant bankers are engaged, they have to
clearly demark their duties and responsibilities. A statement of such
division of job and responsibilities is to be furnished to SEBI at least
one month before opening of the issue.

e Where the circumstances warrant joint and several responsibilies of
lead manager for a particular activity, a coordinator designated from
among the lead managers shall furnish to SEBI with report, comments
etc. on the matters relating to the joint responsibility.

e The activities where division is normally sought is on ‘pre-issue
activities’ and ‘post issue activities’. SEBI requires that ‘post issue
activities’ should be the responsibility of one lead manager. It
involves essential follow up steps like finalisation of basis of
allotment/weeding out multiple applications, listing of instruments,
dispatch of certificates and refunds etc.

e A lead manager has to accept a minimum underwriting obligation of 5
percent of the total underwriting commitment or Rs. 25 lakh
whichever is less.

e Lead manager has to continue as lead manager with the issue till the
subscribers have received the certificates or refunds of excess money.

Merchant bankers are prohibited from entering into any transaction,
directly or indirectly in securities on the basis of unpublished price
sensitive information obtained by them during the course of any
professional assignment. It is referring to insider trading.

4.7.4 Control of SEBI

SEBI has also laid down provisions to ensure that merchant bankers act in a
disciplined and professional manner. Every merchant banker shall submit to
the Board complete particulars of any transaction for acquisition of securities
of any corporate body whose issue is being managed by that merchant banker
within fifteen days from the date of entering into such transaction. The
merchant banker shall submit a half yearly report for the period ending 3 1st
March and 30th September of every year, in the format specified, within
three months from the close of the period to which it corresponds. Every
merchant banker shall appoint a compliance officer who shall be responsible
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for monitoring the compliance of the Act, rules and regulations, notifications,
guidelines, instructions, etc., issued by the Board or the Central Government
and for redressal of investors’ grievances. The compliance officer shall
immediately and independently report to the Board any non-compliance
observed by him and ensure that the observations made or deficiencies
pointed out by the Board on/in the draft prospectus or the letter of offer as the
case may be, do not recur. The Board may appoint one or more persons as
inspecting authority to undertake inspection of the books of account, records
and documents of the merchant banker for any of the purposes specified.

4.8 PARAMETERS OF EVALUATING A
MERCHANT BANKER

Any merchant business organisation is a service rendering organization.
The main ingredients for it are: finance, professional skill and knowledge.
These two are to be presented in packages meeting the requirements of the
clients. Of course, they are operating for profit motive but besides that it
pays if they emerge as market leaders. To achieve these targets merchant
banker’s evolve their ‘should be objectives’. Merchant banking
organisation in process of achieving the laid objectives has to ensure
attaining cost effectiveness, resort to automation in operations and
communication, increase operational efficiency and has honesty and
integrity in dealings. Merchant bankers can be evaluated by their clients
(issuers or companies and investors) on two broad parameters discussed
here:

i) Qualitative: It refers to those factors which hint at quality of service
rendered by merchant banker. The most important feature here is quality
of the staff with the merchant banker. The employed officials should be
qualified having expertise specially in finance, project evaluation,
marketing, operation research. It is not sufficient to recruit professionals,
their knowledge should be up dated regularly so that they are near to
international practices.

To evaluate qualitative aspects, the merchant bankers can be judged on
their ability to advise the clients on matters like capital structure,
innovative instrument, ability to get clearances for client from different
agencies, their association and rapport with other intermediaries like
registrar to the issue, bankers to the issue, underwriter etc. Even the
investors evaluate the merchant banker because they will like to subscribe
to the issues of only reliable merchant banker and this is more important
in view of SEBIs’ move not to vet prospectus for any issue.

Features like what is the ability to evaluate promoters, techno-economic
feasibility of projects and assessing the investor friendliness of the
promoter matters for investors. Issuers also consider the ability of
merchant banker to be perfect market timer.



Pricing strategy is an aspect which investor as well as issuer both should
evaluate before having business with a merchant banker. Too high price
is a loss and low prices are not appreciated by the issuers.

Despite the specified disclosure requirements, investors depend more on
merchant banker who has a practice of more and more dependable
disclosures.

Concern of merchant banker for after issue services and investors
protection is another parameter used by investors to evaluate merchant
bankers.

Few other evaluating parameters are: competence to examine and
determine, plentiful of knowledge, capability of building a relationship,
creative approach, contacts, honesty and transparency, capital market
dealing facilities, helpfulness and friendliness, attitude towards problem-
Solving etc.

ii) Quantitative: The main parameter here is his statistics of activities under
taken like the number of issues handled, the amount of funds managed,
the organisations which have been his client, the size of the issue handled
etc. The statistics as to the issues being quoted at discount or at premium
after handling the issues is very significant parameter. How many
underwritings have been done and the amount devolved in the process
also indicate quality of merchant banker. A merchant banker with high
net worth is generally considered to be efficient. How many professionals
and other qualified staff members are associated also matters.

4.9 MANAGING PUBLIC ISSUE

Management of public issue for raising share capital or debt capital in
form of debentures is a much regulated activity. The regulations are
justified since these are to protect the investor interest whether these are
the provisions of Indian Companies Act or SEBI (Merchant Banking)
Regulations 1992, or SEBI (Issue of Capital and Disclosure Requirements)
Regulations, 2018. Depending on terms of contract the level of association
of merchant banker with a public issue is determined. The merchant
bankers have formed themselves into a specialised class who render
various types of professional services.

Merchant bankers can assist in project selection, preparation of project
reports, feasibility reports, appraise the project. They may assist in
designing the capital structure and propose the debt-equity mix. Besides
the mix, the merchant banker may also recommend as to what instrument
is to be floated. Merchant bankers have a decisive role in adding
innovative features to any instrument for public issue e.g. attaching
warrants to debentures, converting cumulative interests on debentures into
equity share etc. Merchant banker has to study the dictates of market
timing. If at a given point of time, the market is more receptive to
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debenture issues, then company may raise debt capital though it would
have preferred to raise equity capital. The reverse situation may also hold
good.

If equity capital is to be issued pricing of issue is a crucial point on which
a company may have to decide in consultations with merchant bankers in
details, since it is merchant banker who is to sell the product. Companies
are free to price the equity shares but SEBI guide lines are to be kept in
view. Company secretary of a company, as a principal representative of
the company, should be clear in his mind about what task is to be assigned
to merchant bankers. One may have to decide whether only one or more
merchant bankers are to be appointed. Thus, any company making a
public issue has to appoint a merchant banker who acts as a ‘Lead
Manager’.

Lead manager

Negotiations for public issue start with the choice of “lead manager” which
means a merchant banker registered with the Board and appointed by the
issuer to manage the issue and in case of a book built issue (discussed later),
the lead manager(s) appointed by the issuer shall act as the book running lead
manager(s) (BRLM) for the purposes of book building. Whether through
book building or otherwise, his role is catalytic for making of the issue a
success. Hence companies coming with new issue of capital decide about
Issue manager after due diligence and carefully analysing the competence
and capabilities of the merchant banker to handle the issue. He provides
valuable service in preparation and drafting the prospectus, pricing the issue,
marketing and underwriting the issue, coordinating the activities or different
agencies/institutions involved in this context to carry out legalities involved
in the process, deciding the basis of allotment, making the allotment,
dispatch of share certificates/refund orders as the case may be, and finally, in
listing of shares on stock exchanges and sometimes as market- maker as well.

SEBI has issued compendium of circulars to merchant bankers from time to
time and broadly has divided public issue activities into two groups i.e., Pre-
issue activities and Post-issue activities. Some important aspects about these
activities are discussed here.

4.9.1 Pre-Issue Activities

Appointment of Lead Manager: Appointment of lead manager is the first
step. It is to be ensured that merchant banker is authorised by SEBI. Such
merchant banker has to enter into a memorandum of understanding
(MOU) with the company making the issue (issuer) clearly setting out
their rights, liabilities and obligations relating to the issue. It may be noted
that the issuer company may appoint more than one merchant banker to
get the issue handled properly and efficiently. SEBI permits to have more
lead managers but subject to certain norms. SEBI regulations require that,
where there are more than one lead managers to the issue, the



responsibilities of all such merchant bankers shall clearly be demarcated
and a statement specifying such responsibilities shall be furnished to SEBI
at least one month before the opening of the issue for subscription.

Drafting Prospectus: Prospectus sets out the prospects, also known as an
“offer document”, of the company and the purposes for which issue is
being made. In legal terms it is an invitation to public to subscribe to the
shares/debentures of the company. There are two types of public issues, one
is fixed price issue and the other is book built issue. In case of a fixed price
issue a ‘prospectus’ is issued and in case of a book built issue a ‘red herring
prospectus’ is issued. Red Herring Prospectus is a prospectus, which does
not have details of either price or number of shares being offered, or the
amount of issue. This means that in this case price is not disclosed, only the
upper and lower price bands are disclosed. On the other hand, an issuer can
state the issue size and the number of shares are determined later. The draft
offer document shall contain all material disclosures which are true and
adequate to enable the applicants to take an informed investment decision.
The red-herring prospectus and prospectus shall contain:

e disclosures specified in the Companies Act, 2013 and;

e disclosures specified in Part A of Schedule VI of SEBI (Issue of Capital
And Disclosure Requirements) Regulations, 2018

The lead manager(s) shall exercise due diligence and satisfy themselves
about all aspects of the issue including the veracity and adequacy of
disclosure in the draft offer document. The lead manager (s) shall ensure that
the information contained in the draft offer document are not more than six
months old from the issue opening date.

Pricing the Issue: The issuer may determine the price of equity shares in
consultation with the lead manager(s) or through the book building process,
as the case may be. The issuer shall undertake the book building process in
the manner specified by SEBI wherein price acceptable (within Price Band)
to applicants are sought. The issuer may mention a price or a price band in
the offer document (in case of a fixed price issue) and a floor price or a price
band in the red herring prospectus (in case of a book built issue) and
determine the price at a later date before filing the prospectus with the
Registrar of Companies. ‘Book building’ is a process of price discovery.
Hence, the Red Herring prospectus does not contain a price. Instead, the red
herring prospectus contains either the floor price of the securities offered
through it or a price band along with the range within which the bids can
move. The applicants bid for the shares quoting the price and the quantity
that they would like to bid at. Only the retail investors have the option of
bidding at ‘cut-off’. After the bidding process is complete, the ‘cut-off” price
is arrived at on the lines of Dutch auction. The final prospectus with all the
details including the final issue price and the issue size is filed with Registrar
of Companies, thus completing the issue process. Thus the prospectus filed
with the Registrar of Companies shall contain only one price.
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Submission of Draft Offer Documents: The lead manager(s) shall file three
copies of the draft offer document with the Board along with fees as
specified. He shall also file the draft offer document with the stock
exchange(s) where the specified securities are proposed to be listed. If the
Board specifies any changes or issues observations on the draft offer
document, the issuer and lead manager(s) shall carry out such changes in the
draft offer document and shall submit to the Board an updated draft offer
document. The Board may specify changes or issue observations, if any, on
the draft offer document within thirty days from the letter of the date of
receipt of the draft offer document or the date of receipt of a copy of in-
principle approval letter issued by the stock exchange. The lead manager(s)
shall submit specified documents to the Board after issuance of observations
by the Board or after expiry of the 30 days period stipulated. It is to be
distinctly understood that submission of offer document to SEBI should not
in any way be deemed or construed that the same has been cleared or
approved by SEBI. The Lead manager certifies that the disclosures made in
the offer document are generally adequate and are in conformity with SEBI
guidelines for disclosures and investor protection in force for the time being.
This requirement is to facilitate investors to take an informed decision for
making investment in the proposed issue. SEBI only gives its observations on
the draft offer document and this does not constitute approval of either the
issue or the specified securities stated in the offer document.

Permission of Stock Exchange: Merchant banker initiates with the
assignment of getting permission from stock exchange where the issue to
be made is to be listed. A copy of listing agreement is acquired to study
the various provisions contained therein. The Memorandum and Articles
of Association of the company containing required provision is then sent
to stock exchange for approval. The stock exchange authorities grant the
approval if they are sure that the said documents do not contain provisions
contrary to investors interest and contain the provisions in conformity
with guidelines as to listing.

Appointing Various Agencies: Public issue is essentially an exercise
involving active participation of number of agencies, it being composed of
specialised sub assignments. Important agencies are:

Registrar to the issue: It is the responsibility of lead manager to appoint
‘Registrar to the issue’. The Registrars to the Issue, also known as ‘Issue
House’ are responsible for receiving the share applications from various
collection centers through controlling branches of Bankers to the Issue,
analysing them, recommending the basis of allotment to the Regional
stock exchange for its approval, arranging for dispatch of allotment letters
and preparing the Register of Members etc. Their job normally starts with
the opening of the subscription list, and continues till the share certificates
are dispatched, and the Register of Members along with other related
Registers/details are handed over to the Company.



Bankers to the issue: The lead manager manages to get appointed bankers
to the issue. The Bankers to the Issue are the commercial banks which
receive the share application money along with the share application
forms from the prospective investors. Depending upon the size of the issue
at least 5 or 6 banks are designated as Bankers to the Issue. Different
branches of these banks are named at various locations where such
application money is accepted. These branches are called Collecting
Branches.

Brokers to the issue: 1t is the duty of lead manager to initiate dialogue
with prospective brokers to the issue. Such brokers are given an idea about
the issue by sending them preliminary draft of prospectus. These are the
people who actually bring the prospective investors and the issuer
company together. It may not be an exaggeration to state that the success
or failure of a public issue depends to a large extent on the reaction of the
brokers. Generally, they are the members of recognised stock exchanges.
With a view to provide better and professional services to investing public
and to promote development of capital market on healthy lines, the
companies are free to appoint any agency, registered with SEBI, for the
work. Consent to respective brokers to act as such is to be secured to be
sent to Registrar of companies.

Underwriters to the issue: The lead manager also appoints underwriters
to the issue. The underwriters are the people who actually ensure that the
company is able to raise the capital issued by it for a commission charged
by them. They make a commitment to get the issue sub scribed either by
others or themselves. The underwriters are to be registered under SEBI
(Underwriters) Regulations 1993.

Advertising agents to the issue: Since public issue is an effort to
motivate and persuade members of the public to invest in the shares of the
company, it is essential that the general public is made aware of the
company, its activities, its plans for future etc. It is of vital importance
that publicity is given before the public issue creating the right image
about the company to attract the prospective investors through the news
paper and T.V. advertisements. Press Releases and audio- visual shows are
the usual media of publicity used for public issue. There are some
advertising agencies which specialise in advertising and publicity
campaigns for public issues. Since publicity is required to make the public
issue a success, hence, the lead managers select advertising agency having
good exposure to public issues, prepare the advertisement budget and
settle the terms with them.

Printers to the issue: Managers to the Issue take necessary steps for
selection and appointment of the printers to print the prospectus, the
application forms, the brochures and other publicity material in
connection with the public issue. It will be useful if the printers also have
the necessary infrastructure to deliver the printed stationary at different
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centers spread over the entire country. If the printer has the necessary
infrastructure to effect delivery of the printed material to brokers,
underwriters, bankers at various levels, it will make the job of merchant
banker and issuer company easy.

Consent of Board of Directors: Merchant banker has to ensure that before
proceeding further, the board of directors of the issuer company gives a
formal consent to prospectus and other documents. In its absence the issue
may become invalid. The company secretary of the company will proceed
to get : approval and acceptance of consent letters given by various parties
to act in their respective capacity, approval and acceptance of the
appointment of Brokers, Bankers to the issue, Registrars of Issues, etc.,
approval and acceptance of the various letters of underwriting received
from underwriters, acceptance of the Auditors’ Report and approval of its
inclusion in the prospectus, approval of the date of opening of
subscription list and date for closing of the subscription list and according
the authority in favour of any Director/Managing Director for earlier
closing of the subscription list, approval of the draft prospectus, approval
of the draft abridged prospectus, approval of the format of the share
application form, authorisation for filing of the prospectus signed by all
the Directors or their Constituted Attorneys in case of non- availability or
signing of the prospect, authorisation of any officer or officers of the
Company to deliver the prospectus, for registration with the Registrar of
Companies and to carry out the corrections, if any, at the instance of
Registrar of Companies or otherwise and approval of the format of
Statutory Announcement (to be issued to newspapers).

Submission of Due Diligence Certificate: The lead manager as required
by SEBI (MB) Regulations is responsible for verification of the contents
of offer document in respect of an issue and the reasonableness of the
views expressed there in. He is to study the aspects like: industry over
view, competitor’s product, market and marketing, organisation and
management, human resource potential business operations, accounting
and legal matters. They are to issue a ‘Due diligence certificate’ certifying
that all documents, information and material relevant has been examined.
Such certificate in a Form prescribed by SEBI (MB) Regulations is to be
submitted at least two weeks prior to the opening of the issue.

Printing of Prospectus and Other Forms: The merchant banker has to
place an order with the appointed printer to print the approved prospectus
with other forms etc. The formats of all the material must be approved by
merchant banker before hand to ensure that all clauses as desired by SEBI
regulations, guidelines, Companies Act and stock exchange are
incorporated in desired way. The application form should be in the size of
18 cm x 30cm as desired by stock exchanges with specified contents.

Advertisement and Publicity: To bring to the notice of the public at large,
merchant banker has to take necessary steps to advertise the public issue



in question through advertising agency engaged. The Managers to the
Issue, release the pre-issue corporate advertisements relating to the public
issue in the various newspapers according to their circulation and type of
readership. The text of these advertisements has to be approved by the
company and the Managers to the Issue. As per guidelines issued by
SEBI, the management perception of the risk factors involved must also
be included in the text of the advertisement. Under the stock exchange
guidelines, a public limited company is required to announce in
newspapers before 10 days of the opening of the subscription, list about
the public issue. Such an advertisement before issue should be shown to
the Stock Exchange to ensure that no legal compliance has been left to be
covered in the announcement.

It shall also be the responsibility of the lead manager to ensure strict
compliance with the code of advertisement (laid down by SEBI) by the
issuer company and for that purpose the lead manager shall comply with
the following: To obtain undertaking from the issuer as part of
Memorandum of Understanding to be entered into by the lead manager
with the issuer company to the effect that the issuer company would not
directly or indirectly release, during any conference or at any other time,
any material or information which is not contained in the offer documents.
To ensure that the issuer company obtains approval in respect of all issue
advertisements and publicity materials from the lead manager responsible
for marketing the issue. These days companies depend extensively on
publicity through audio-visuals, posters, hoarding, television, etc. The
lead manager plays a key role in selection of media and deciding the depth
of required advertisement. It is lead manager along with company officials
who are to ensure that such advertisement is within the frame work of
SEBI regulations from time to time. As a part of publicity campaign, the
merchant banker may have to arrange for broker’s conference, press
conferences, investors conferences at places important from prospective
investors’ point of view and conducting Road shows covering a wide part
of the country or overseas also. In such meetings along with merchant
bankers the top officials participate to convince the other parties like
press, brokers, investors.

Opening Bank Account: The merchant banker on behalf of the company
proceeds to open an account of the company with the controlling branch
of the banker to the issue. The list of collecting branches is to be
submitted. Details are also to be given about the issues like opening date,
closing of subscription, amount of issue, face value, type of securities etc.
The merchant banker coordinates between Registrar to the issue and the
banker to the issue so that smooth sailing of fund collection can be
ensured. The Registrar to the issue may send detailed instructions to the
collection branches. Some of these details can be, amount to be raised per
share from different categories of investors, colour scheme of forms for
different types of subscribers, banners to be used by branch, issuing the
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acknowledgment, grouping of applications with cheques, drafts, cash,
stock invest etc., schedule to be filled by each branch about collection,
format of daily collection report, collecting the cheques and draft, etc.
Bank is also to be instructed where the funds collected are to be deposited
and for what period and about time schedule for sending collections to the
controlling branch.

Dispatch the Prospectus, Application forms etc.-- Merchant banker has to
ensure that all the concerned parties get two copies of prospectus and
application forms as per their needs and well in time. As per Stock
Exchange rules adequate copies of prospectus and application form are to
reach stock exchange at least two weeks before announcement in
newspaper and three weeks before opening for subscription list. The needs
of the brokers about the copies of these documents is to be assessed in
advance so that within stipulated period sufficient copies are sent to them.
Copies are also sent to underwriters, collecting bankers, directly by mails
from company to other agencies involved in the issue. Such distribution
may be planned by the merchant banker directly from the printer’s place.
The application forms to be sent directly by the company should bear
stamp of ‘Direct’ since no brokerage is to be paid on it.

Interaction with Depository: As per SEBI regulations, all the public issues
of size in excess of Rs.10 crore, are to made compulsorily in the demat mode.
Thus, if an investor chooses to apply for an issue that is being made in a
compulsory demat mode, he has to have a demat account with an approved
depository. Thus the issuer company has to engage depository if not
already. Once appointed depository may continue for times to come. Thus,
details of public issue are communicated to the engaged depository. The
schedule proposed by depository for recording of investors name has to be
finalised by the merchant banker as per Stock exchange norms.

Launching of a Public Issue: Once the legal formalities for Issue of Capital
are complete, the process of marketing the Issue starts. Lead Manager has to
arrange for distribution of public issue stationery to various collecting banks,
brokers, investors, etc. Public Issue is launched formally by conducting Press
Conference, Road shows, Brokers Meets, issuing advertisements in various
newspapers and mobilising Brokers and Sub- Brokers. The announcement
regarding opening of Issue in the newspapers is also required to be made by
advertising in newspapers 10 days before the Issue opens. A certificate to the
effect that the required contribution of the promoters has been raised before
opening of the Issue obtained from a Chartered Accountant is also required to
be filed with SEBI. During the currency of the Issue, collection figures are
also obtained on daily basis from Bankers to the issue. Another announcement
through the newspapers is also made regarding the closure of the Issue.

Timing of the Issue: One of the most critical factors for the success of the
issue is the timing of the issue. A bad market condition can result in under
subscription of a public issue even from an excellent company with a track



record and whose shares have been rightly priced. Too many issues hitting
the market at the same time can also affect the success ofthe public issue.
The merchant bankers as part of their marketing efforts have to decide the
timing of the issue keeping in view the various factors.

4.9.2 Post Issue Management

The lead manager (post issue activities) undertakes the responsibility for
allotment of securities or refunds in respect of any issue and shall continue
to be associated with the issue till the subscribers have received the share
or debenture certificates or refunds of excess application money. In case
this assignment is handled by Registrar to the Issue who is different from
lead manager, under SEBI (MB) Regulations, it is still the responsibility
of lead manager to ensure that the whole assignment is performed in
accordance with the provisions of Companies Act and listing agreement
with the stock exchange.

Post-issue activities, including essential follow-up with bankers to the issue
and self-certified syndicate banks to get quick estimates of subscription and
advising the issuer about the closure of the issue, finalisation of the basis of
allotment after weeding out multiple applications, listing of instruments,
dispatch of certificates or demat credit and refunds/unblocking and co-
ordination with various agencies connected with the post-issue activity such
as registrars to the issue, bankers to the issue, self-certified syndicate banks
and underwriters. The responsibility of the lead manager(s) shall continue
until completion of the issue process and for any issue related matter
thereafter. Some of these activities are:

i)  The lead manager(s) shall regularly monitor redressal of investor
grievances arising from any issue related activities.

i1)  The lead manager(s) shall be responsible for and co-ordinate with the
registrars to the issue and with various intermediaries at regular
intervals after the closure of the issue to monitor the flow of
applications from syndicate member(s) or collecting bank branches and
or self-certified syndicate banks, processing of the applications
including application form for, Application Supported by Blocked
Amount(ASBA) and other matters till the basis of allotment is finalised,
credit of the specified securities to the demat accounts of the allottees
and unblocking of ASBA accounts/ dispatch of refund orders are
completed and securities are listed, as applicable.

iil) Any act of omission or commission on the part of any of the
intermediaries noticed by the lead manager(s) shall be duly reported by
them to the Board.

iv) In case there is a devolvement on underwriters, the lead manager(s)
shall ensure that the notice for devolvement containing the obligation of
the underwriters is issued within a period of ten days from the date of
closure of the issue.
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v) In the case of undersubscribed issues that are underwritten, the lead
manager(s) shall furnish information in respect of underwriters who
have failed to meet their underwriting devolvement to the Board in the
format specified.

vi) The lead manager(s) shall submit a final post-issue report along with a
due diligence certificate as per the format specified by SEBI, within
seven days from the date of finalization of basis of allotment or within
seven days of refund of money in case of failure of issue. Lead
manager has to submit 3 day post issue monitoring report and 78 day
post issue monitoring report in the formats prescribed by SEBI.

vii) Once the assignment of public issue is over, the lead manager
arranges to settle the accounts of the parties engaged in the issue.
The parties are brokers underwriters, registrar to the issue, banker to
the issue, printer to the issue etc. Brokerage is paid to the brokers as
per the list prepared by the Registrar to the Issue. A statement of
underwriting commission is also prepared by the Registrar and
accordingly it is paid.

viii) The lead manager(s) shall confirm to the bankers to the issue by way of
copies of listing and trading approvals that all formalities in connection
with the issue have been completed and that the banker is free to release
the money to the issuer or release the money for refund in case of
failure of the issue.

4.10 BOOK BUILDING

Book building is a process used for marketing a public offer of equity shares
of a company. Book building is called so because it refers to the collection of
bids from investors, which is based on an indicative price range. The issue
price is fixed after the bid closing date. The issuer company engages a lead
merchant banker to act as a book runner, who prepares and obtains a green
signal for the draft of offer document (without mentioning price) to SEBI. A
syndicate, comprising of capital market intermediaries (eligible brokers,
merchant bankers or even mutual funds) is appointed to underwrite issue who
approaches investors and collects bids from them. They collect demand for
securities at different price levels and consolidate information which is
passed on to syndicate. It in turn, passes it on to the book runner. The book
runner builds an order book, that is, collects the bids from various investors
which shows the demand for the shares of the company at various prices
there after price of issue is fixed. Offer of shares through book building and
offer of shares through normal public issue are different on two terms. In
case of offer of shares through book building, the price at which securities
will be allotted is not known while in case of offer of shares through normal
public issue, price is known in advance to investor. In case of Book Building,
the demand can be known everyday as the book is built. But in case of the



public issue the demand is known at the close of the issue. Book building
process is briefly explained as under:

e The issuer shall appoint one or more merchant banker(s) as lead
manager(s).

e The issuer may appoint syndicate member(s).

e The lead manager shall compulsorily underwrite the issue and the
syndicate member(s) shall sub-underwrite with the lead manager.

e The lead manager shall enter into underwriting/ sub underwriting
agreement on a date prior to filing of the prospectus.

e In case of an under-subscription in an issue, the shortfall shall be made
good by the lead manager(s) and the same shall be incorporated in the
inter-se allocation of responsibility as specified.

e The issuer shall enter into an agreement with one or more stock
exchange(s) which have the facility of book building through the
electronic bidding system.

e The lead manager(s)/syndicate member(s) shall appoint stock brokers
who are members of the stock exchange(s) for the purpose of accepting
bids and placing orders with the issuer.

In case of Application Supported by Blocked Amount (ASBA), the self-
certified syndicate banks, registrar and share transfer agents, depository
participants and stock brokers shall also be authorised to accept and upload
the requisite details in the electronic bidding system of the stock exchange(s).

The issuer may mention the floor price or price band in the red herring
prospectus. Where the issuer opts not to make the disclosure of the price band
or floor price in the red-herring prospectus, the red-herring prospectus will
state that the floor price or price band, as the case may be, shall be disclosed
at least two working days (in case of an initial public offer) and at least one
working day (in case of a further public offer) before the opening of the issue.
Where the issuer decides to opt for a price band instead of a floor price, the
issuer shall also ensure that the cap of the price band should not be higher by
more than 20 per cent of the floor of the band; i.e cap of the price band shall
be less than or equal to 120 per cent of the floor of the price band. In case the
price band is revised, the bidding period will be extended for a minimum
period of three working days, subject to the total bidding (issue) period not
exceeding ten working days.

The draft red herring prospectus shall not contain the price of the specified
securities. The issuer shall enter into an agreement with one or more stock
exchange(s) which have the facility of book building through the electronic
bidding system. The bidding process shall only be through an electronically
linked transparent bidding facility provided by the stock exchange (s) so the
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lead manager(s) shall ensure the availability of adequate infrastructure with
the syndicate member(s) for data entry of the bids in a timely manner.

Every approved stock broker, self-certified syndicate bank, registrar and
share transfer agent and depository participant shall accept applications
supported by blocked amount. The retail individual investors may either
withdraw or revise their bids until the closure of the issue. The retail
individual investors may bid at the "cut off" price instead of a specific bid
price.

The issuer shall, in consultation with the lead manager(s), determine the final
issue price based on the bids received, and on determination of the same, the
number of specified securities to be offered or issue size shall be determined.
Once the final issue price is determined, all bidders whose bids have been at
and above the final price shall be considered for allotment of specified
securities. A copy of the complete prospectus, which shall include the price
and the number of specified securities, shall be filed by the issuer with the
Registrar of Companies.

4.11 GREEN SHOE OPTION

Green Shoe option means an option of allocating shares in excess of the
shares included in the public issue. This is an arrangement wherein the issue
would be over allotted to the extent of a maximum of 15% of the issue size.
From an investor’s perspective, an issue with green shoe option provides
more probability of getting shares. It is operating a post-listing price
stabilizing mechanism for a period not exceeding 30 days, which is granted
to a company to be exercised through a Stabilizing Agent.

Stabilising agent means a merchant banker who is responsible for stabilising
the price of equity shares under a green shoe option, in terms of the SEBI
regulations. The lead manager, in consultation with the stabilising agent,
shall determine the amount of specified securities to be over-allotted in the
public issue. The stabilising agent shall open a special account, distinct from
the issue account, with a bank for crediting the monies received from the
applicants against the over-allotment and a special account with a depository
participant for crediting specified securities to be bought from the market
during the stabilisation period out of the monies credited in the special bank
account. The specified securities bought from the market and credited in the
special account with the depository participant shall be returned to the
promoters or pre-issue shareholders immediately, in any case not later than
two working days after the end of the stabilization period. The stabilising
agent shall submit a report to the stock exchange on a daily basis during the
stabilisation period and a final report to the Board in the format specified.



4.12 APPLICATION SUPPORTED BY BLOCKED
AMOUNT (ASBA)

ASBA is an application containing an authorization to block the application
money in the bank account, for subscribing to an issue. If an investor is
applying through ASBA, his application money shall be debited from the
bank account only if his/her application is selected for allotment after the
basis of allotment is finalized, or the issue is withdrawn/failed. Under ASBA
facility, investors can apply in any public/ rights issues by using their bank
account. Investor submits the ASBA form (available at the designated
branches of the banks acting as Self Certified Syndicate Bank) after filling
the details like name of the applicant, PAN number, demat account number,
bid quantity, bid price and other relevant details, to their banking branch by
giving an instruction to block the amount in their account. In turn, the bank
will upload the details of the application in the bidding platform. Investors
shall ensure that the details that are filled in the ASBA form are correct
otherwise the form is liable to be rejected. In public and right issues all the
investors can apply through ASBA.

The investor can generate e-form from NSE website for any issue. The same
link is also available on BRLM’s (Book running lead manager) website also.
Applying through ASBA facility has the advantages like the investor
continues to earn interest on the application money as the same remains in
the bank account. The other advantage is that the investor does not have to
bother about refunds, as in ASBA only that much money to the extent
required for allotment of securities, is taken from the bank account only when
his application is selected for allotment after the basis of allotment is
finalized. It is mandatory for all public issues to apply through ASBA only.
Investor may submit application form to his trading member or to a Self
Certified Syndicate Bank (SCSB). SCSB is a bank which is recognized as a
bank capable of providing ASBA services to its customers. List of Self
Certified Syndicate Banks (SCSBs) and their designed branches i.e. branches
where ASBA application form can be submitted, is available on the websites
of stock exchanges and SEBI. The list of SCSBs would also be given in the
ASBA application form. ASBA can be submitted to the SCSB with which the
investor is holding the bank account. One can either fill up the physical form
and submit the same to the SCSB/Trading member or apply
electronically/online through the internet banking facility/online facility.

4.13 IMPACT OF INFORMATION TECHNOLOGY

Revolution in the area of Information Technology has influenced Issue
Management also to a great extent. It has added value in the system by
increased accuracy, transparency, efficiency and promptness. It has proved to
be more investor friendly. The quality to investors has improved many folds.
Time gap between making application and getting allotment or refund has
reduced substantially. Investors get full value of money they deploy in this
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activity. Even at pre issue stage a lot of time is saved. The SEBI requirement
of submitting soft copy of draft prospectus enables it toput the red herring
prospectus on the web site of SEBIL Investors find themselves more
comfortable having access to detailed prospectus on site instead of waiting
long for response of lead manager.

Electronic Initial PublicIssue (e-IPO)

The most significant development has been the emergence of Electronic Initial
Public Issue (e-IPO). A company proposing to issue capital to public now,
can provide an opportunity to investors to avail benefits of IT revolution.
IPO platform is an online bidding platform provided to Member/Bank/
DP/RTA, users to submit their client's application for subscription to
exchange at regular intervals during the period of the issue for various
products available in the system, viz. Equity IPO (Main Board/SME), Debt
IPO, Rights issue etc., Through the on-line system of the stock exchange
SEBI now permits companies to offer e-/PO for offer of securities. Such
issuers shall comply with the following requirements of SEBI in this regard.

The company shall enter into an agreement with the Stock Exchange(s)
which have the requisite system of on-line offer of securities. Where the
Regional Stock Exchange has the requisite system of online offer of
securities, the company shall also, enter into an agreement with the regional
stock exchange for offering securities to public through on-line system.

The agreement mentioned in the above clause shall specify inter alia the
rights, duties, responsibilities and obligations of the company and stock
exchange(s) inter se. The agreement may also provide for a dispute resolution
mechanism between the company and the stock exchange. Subject to the
requirement of listing on the Regional Stock Exchange, the company may
apply for listing of its securities on an exchange other than the exchange
through which it offers its securities to public through the on-line system.

The stock exchange, shall appoint brokers of the exchange, who are
registered with SEBI, for the purpose of accepting applications and placing
orders with the company. The brokers, so appointed accepting applications
and application money, shall be considered as ‘collection centers’. These
brokers shall collect the money from their client for every order placed by
them.

The company/lead manager shall ensure that the brokers having terminals are
appointed in compliance with the requirement of mandatory collection
centres. The company/lead manager shall ensure that the brokers so
appointed are financially capable of honouring their commitments arising out
of defaults of their clients. The company shall pay to the broker/s a
commission/fee for the services rendered by them.

The exchange shall ensure that the broker does not levy a service fee on his
clients inlieu-of his services. The company shall also appoint a Registrar to



the Issue having electronic connectivity with the Stock Exchange/s through
which the securities are offered under the system.

4.14 SUMMARY

The need for having expert advice, guidance of specialists or professionals
in the field of finance has become an absolute necessity with rapid
economic growth, elaborated procedures and spectacular industrial
development. It has also necessitated a plethora of regulations for
industry, capital, issues, foreign investment and collaboration,
amalgamations, Companies Act, SEBI, Government policy regarding
backward area development, export promotion and import substitution etc.
This is where merchant bankers come to picture. The role and duties of
merchant bankers have been discussed at length. The SEBI regulations
and guidelines governing the activities of merchant bankers have also
been covered in this unit. These regulations have brought about effective
regulative measures for the purpose of disciplining the functioning of the
merchant bankers in India. The objective is to regulate financial markets and
thus streamline the development of the capital market in India.

4.15 SELF-ASSESSMENT QUESTIONS

1) Discuss the services rendered by merchant bankers. Explain the role of
SEBI in regulating the merchant banking options in India.

2) Who is lead manager? Discuss his duties and liabilities.

3) Discuss the code of conduct laid down for merchant bankers by SEBI.
What is its need?

4) What aspects need to be borne in mind before selecting a public issue
proposal?

5) Describe in detail the important aspects of the pre-issue activities.
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UNIT 5 BROKING AND TRADING

Objective

After studying this unit, you will be able to

Know the broking and trading mechanism
Understand how to trade in the market
discuss the legal provisions relating to broking and trading

Evaluate the services provided by brokers.

Structure

5.1 Introduction

5.2 Stock Market

5.3 Stock Exchange

5.4 Legal Provisions on Broking
5.5 Kinds of Brokers

5.6 Role of Broker

5.7 Recent Trends in Stock Trading
5.8 Meaning of Trading

5.9 Planning for Trading

5.10 Kinds of Orders

5.11 Role of SEB

5.12 Summary

5.13 Self-Assessment Questions
5.14 Further Readings

5.1 INTRODUCTION

Everybody wants to become rich for the sake of financial safety, comfort
living, and social esteem. It is very difficult to accumulate wealth if the
savings in our hand does not compound by investing it rightly. Among
others, the stock market is a potential avenue of investment, making people
wealthy over a period of time. However, there are instances when we lose
lifetime savings due to failure in managing the investment in the stock market
properly. It happens primarily due to our ignorance about the stock market.
Hence, it is pertinent to understand the stock market infrastructure and the
basics of the stock trading mechanism to play our hand in this kind of

inve

stment.



5.2 STOCK MARKET

Shares of listed companies are traded in the stock market. The trading of
stocks is derived from the basic nature of the company. Section 2(20) of the
Companies Act, 2013 enumerates a few basic characteristics of the company.
The major three that distinguish a company from the others are:

1) A legal entity with a common seal
2) Collective ownership

3) Transferability of shares

When a company starts its operations, it needs capital. Under the mandate of
collective ownership, the company has the privilege of collecting money
from the public and institutional investors. When in the beginning it is
collected from the investors, it is termed as initial public offering (IPO). The
investors put their money straightway with the company and the latter allows
them ownership in the form of equity shares. Such procurement of funds by
the company is called a primary market.

5.3 STOCK EXCHANGE

Under the clause of transferability of shares, one shareholder can transfer
his/her equity share to another investor and it is called a secondary market.
The entity which facilitates the share transactions in the secondary market is
called a stock exchange. The two major stock exchanges in India are
National Stock Exchange (NSE) and the Bombay Stock Exchange (BSE).
Most of the stock transactions in our country are done in these two stock
exchanges. There are several other regional stock exchanges in our country.
However, these exchanges do not provide stock trading facilities in present
times. The stock trading infrastructure in the exchange is supported by the
following three financial entities

Depositories and Depository
Participants (DP)

Broker

Stock Exchange

Clearing House

Figure 5.1: Constituents of the Stock Exchange
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Depositories and Depository Participants (DP)

When investors hold shares in a company, they should have proof of the
ownership. Before the 90’s the shareholders were holding share certificates to
signify their ownership. However, presently it has been converted to a digital/
dematerialization (DEMAT) format. The depositories are the entities that
handle the digital ownership of the investors. We have two major
depositories in our country namely National Securities Depository Limited
(NSDL) and Central Depository Services Limited (CDSL). However, we
cannot open an account with these depositories directly. We will have to
reach out to an agent, also known as Depository Participant (DP) to provide
us with an account. The depositories are governed by the Securities Exchange
Board of India (SEBI)

Broker

Investors cannot directly transact in the stock exchange. They will have to
transact through the agents of the stock exchange who are called brokers. An
individual, partnership firm, a company, or a bank can perform as a broker in
a stock exchange. Further, one broker can provide trading services to
investors in multiple stock exchanges. These brokers are registered in the
individual stock exchanges and regulated by the SEBI.

Clearing house

A clearing corporation (clearing house) is responsible for clearing and
settling all transactions including shares and funds executed in the stock
market. It also provides a financial guarantee for all transactions executed on
the exchange. The major clearing houses in India are

a) India International Clearing Corporation (IFSC) Ltd

b) Indian Clearing Corporation Ltd.

¢) Metropolitan Clearing Corporation of India Ltd.

d) Multi Commodity Exchange Clearing Corporation Ltd.

e) National Commodity Clearing Ltd.

f) National Securities Clearing Corporation Ltd.

g) NSE IFSC Clearing Corporation Ltd

For the purpose of stock trading, SEBI is the regulatory authority of the
clearing houses.

5.4 LEGAL PROVISIONS ON BROKING

Stockbrokers are members of individual stock exchanges and are governed
by the Securities Contracts (Regulation) Act, 1956, SEBI Act, 1992, and
SEBI Rules and Regulations, 1992.

The major Provisions relating to Stockbrokers and sub-brokers in the
Securities Contracts (Regulation) Act, 1956 are enumerated as follows:



a) “stockbroker” is a member of the stock exchange;

b) “sub-broker” means any person not being a member of a stock exchange
who acts on behalf of a stockbroker as an agent or otherwise for assisting
the investors in buying, selling, or dealing in securities through such
stockbrokers;

The central government prescribes
a) the qualification of the members.

b) the manner in which contracts shall be entered into and enforced as
between members;

c) the maintenance of accounts of members and their audit by chartered
accountants whenever such audit is required by the Central Government.

d) that every recognized stock exchange and every member shall maintain
and preserve records and books of accounts for five years. The specific
documents are decided by the central government in consultation with the
stock exchange concerned. Such books of account and other documents
shall be subject to inspection at all reasonable times by the Securities and
Exchange Board of India. (SEBI).

The stock exchange where the member is registered has the authority to

a) Restrict the voting right of the member.

b) Terminate any contract entered by the member with any party relating
to the stock transactions.

c) Fix the scale of brokerage and other charges

d) The limitations on the volume of trade done by any individual member in
exceptional circumstances;

e) May impose fine, expulsion from membership, suspension from
membership for a specified period, or any other penalty of a like nature
not involving the payment of money.

As per the SEBI Act, 1992 and SEBI rules and regulations Act 1992

a) Every stock broker and sub-broker must register with SEBI and act as per
the conditions specified in the registration certificate,

b) If the broker fails to issue contract notes in the form and in the manner
specified by the stock exchange of which such broker is a member, he
shall be liable to a penalty not exceeding five times the amount for which
the contract note was required to be issued by that broker;

c) fails to deliver any security or fails to make payment of the amount due to
the investor in the manner within the period specified in the regulations,
he shall be liable to a penalty of one lakh rupees for each day during
which such failure continues or one crore rupees, whichever is less.
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d)

g)

h)

charges an amount of brokerage which is in excess of the brokerage
specified in the regulations, he shall be liable to a penalty of one lakh
rupees or five times the amount of brokerage charged in excess of the
specified brokerage, whichever is higher.

If any insider who, -

i)  either on his own behalf or on behalf of any other person, deals in
securities of a body corporate listed on any stock exchange on the
basis of any unpublished price sensitive information; or

il) communicates any unpublished price-sensitive information to any
person, with or without his request for such information except as
required in the ordinary course of business or under any law; or

iil) counsels, or procures for any other person to deal in any securities of
anybody corporate on the basis of unpublished price-sensitive
information, shall be liable to a penalty of twenty-five crore rupees
or three times the amount of profits made out of insider trading,
whichever is higher.

If any person, who is required under this Act or any rules or regulations
made there under, fails to, -

1)  disclose the aggregate of his shareholding in the body corporate
before he acquires any shares of that body corporate; or

i1)  make a public announcement to acquire shares at a minimum price;

ii1) make a public offer by sending a letter of offer to the shareholders
of the concerned company; or

iv) make payment of consideration to the shareholders who sold their
shares pursuant to a letter of offer. he shall be liable to a penalty of
twenty-five crore rupees or three times the amount of profits made
out of such failure, whichever is higher

If any person indulges in fraudulent and unfair trade practices relating to
securities, he/she shall be liable to a penalty of twenty-five crore rupees
or three times the amount of profits made out of such practices,
whichever is higher.

Whoever fails to comply with any provision of this Act, the rules or the
regulations made or directions issued by the SEBI thereunder for which
no separate penalty has been provided, shall be liable to a penalty which
may extend to one crore rupees.

5.5 KINDS OF BROKERS

There are 305 active stockbrokers in NSE and almost the same number of

brokers in BSE. Primarily there are two different kinds of stockbrokers in

terms of the ownership i.e.



a) Institutional: These stockbrokers are either registered companies or
nationalized and private banks. They provide standard services and
clients can get information about them from various published internet
services.

b) Sole traders and Partnership Firms: These stockbrokers are registered
as sole trader businesses or partnership firms. They do not have a wide
presence across the country. However, clients join them in hope of
personalized and customized services.

Here are the 15 Biggest Stockbrokers with their market shares.

Table 5.1: 15 biggest stockbrokers with their market shares

Name of the stock broker Market Share
Zerodha Broking Limited 17.42%
UPSOTX 14.47%
GROWW 10.68%
Angel One 10.15%
ICICI Securities 8.41%
5 Paise Capital Limited 4.87%
Kotak Securities Limited 3.49%
HDFC Securities Limited 3.17%
IIFL Securities Limited 3.14%
Motilal Oswal Financial Services Limited 2.49%
Sharekhan Limited 2.12%
SBICap Securities Limited 1.76%

Source: https://tradebrains.in/biggest-stockbrokers-india-with-highest-
clients/

Further, stockbrokers may be divided into two categories on the basis of
providing services to the clients.

Full-service broker: Full-service brokers provide a variety of services
besides the facilitation of buying and selling securities. They provide
educational services, stock advice, market research reports, real-time data,
and news through websites and SMS. They have branch offices in different
cities to cater personally to the needs of the customers. They may provide
dedicated service managers for larger clients. There may be customized and
as well as tailored brokerage plans for various levels of transactions done by
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the clients. The full-service brokers also provide transaction facilities for the
mutual funds, debt instruments, fixed deposit schemes, IPOs, currency,
commodity, and derivative transactions. As many of the Indian banks have
also brokerage outfits, transfer of funds becomes easier and instant for the
clients having accounts with this kind of brokerage. @ However, the
commission charged by those broking houses is higher than the discount
brokers.

Discount brokers: These kinds of brokers provide their service at a very low
rate of brokerage. In many cases, they have a flat amount of brokerage for an
individual transaction. At present times, we have few broking houses that
provide broking services at zero rates for delivery transactions. They provide
services primarily on stocks and mutual funds. In order to minimize and
manage within low brokerage income, these broking houses have a lesser
number of physical setups and charge extra fees for the additional benefits
provided by them. These benefits may be add-on services like
technologically advanced charts and market information.

5.6 ROLE OF BROKER

The role of the broker in a stock market transaction process can be explained
in the following diagram.

Figure 5.2: Brokers role in stock transactions
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Services provided by the stockbroker
The major services provided by the stockbroker include the following

e Providing services on different financial instruments: The broker may
provide services like Equity trading (delivery, intraday, and derivative),
mutual funds, and derivative products related to the indexes. Further, the
broker is involved in several other financial services other than the stock.
It includes currency, commodities, insurance, corporate fixed deposits,
loans, NPS, wealth management, global investments, and others.



Financial Planning: Progressive stock brokers advise the clients on how
to handle their finances. These kinds of services are more prevalent
among high-income earning individuals as they do not find time to take
care of their investment management.

Share Trading tips and research calls: Many investors in India depend a
lot on the broker for their stock trading decisions. The broking houses
have dedicated research cells to provide research inputs on stock trading.
These kinds of services are provided on a monthly, fortnightly, weekly or
daily basis through SMS, WhatsApp messages, or e- mail.

Online Trading Platform: The majority of trading activities in India are
done through the online platform. Hence almost all brokers in the Indian
stock market provide an online platform to their clients. An efficient and
user-friendly online platform is a big selling point for the brokers, for
acquiring larger numbers of clients.

Portfolio Analysis: It is wiser for the investor to hold shares in multiple
companies in order to reduce their risk. This mechanism is called
portfolio management. The brokers help the investors to select stocks in
the portfolio and advise them on the timing of buying and selling the
stocks in the portfolio.

Client Support: The brokers handle the shares and funds of the investors
during the process of stock transactions. The investor may face problems
during such transactions and it is the sanguine duty of the broker to
satisfy the client on those matters. There are several penalties imposed by
SEBI if the complaints of the clients are not addressed properly.

Relationship Management: All the brokers try to increase the number of
clients by providing good services to the clients. Among them, assigning
individual executives to look after the requirement of the individual
investors is also an important aspect of the broker’s service.

Training Sessions to Customers: Training session for customers is more
prevalent in our country as most of our investors are not aware of the
intricacies of the stock market or they do not have dedicated investment
advisors. The brokers may provide this service to the clients either on a
paid basis or free of cost.

Offline Branch Presence: In order to win the confidence of the clients,
broking firms open offices in different cities to contact the customers face
to face. Although it involves overhead costs, the broking houses try to
cover the cost by procuring a higher number of clients.

Facilities for margin funding: Many times, investors try to transact for a
higher value of stocks with lesser money. These kinds of transactions are
allowed by the SEBI with an understanding that the transaction will be
squared off in near future and if there are any losses, they can be covered
with the margin amount. Brokers can provide margin to the clients for
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facilitating higher trading volume. Day traders or short-term traders
prefer brokers who provide higher margins for trading.

5.7 RECENT TRENDS IN STOCK TRADING

The revenue generation in stock broking is directly related to the number of
investors and the volume of transactions done by them. In recent times the
broking business has increased leaps and bounds due to technological
development, global investment opportunities, and COVID 19. A record
number of clients have joined stock trading during COVID 19 as people have
more investible funds due to a lack of opportunity to spend during this
period. Further, a fear psychosis of health expenses also induced the investors
to higher savings. All those factors have a positive effect on the broking
business in India.

Activity 5.1

1) Who prescribes the eligibility of the stock broker?



5.8 MEANING OF TRADING

We make an equity investment and become part-owners of a company when
we buy its shares. Buying and holding a share in a company is known as an
equity investment. The shares have high liquidity and can be -easily
transferred to a different owner. We need to have a bank account, DEMAT
account, and trading account before transacting in the stock market. All those
accounts can be opened with either a single agency or multiple agencies. In
present times, almost all brokers are offering online trading facilities. Hence,
the investor will get access to an online trading platform upon opening a
trading account. We should allocate and transfer the investible funds to our
trading account in order to start trading in the stock market.

The trading of stock can be divided into different categories as per the time
frame of the transaction.

Investing vs Trading

If an investor puts his/her money for a long period of time it is called
investing whereas when it is for a shorter period of time it is called trading.
A long-term investment may extend beyond a period of one year.

Delivery trading vs Margin Trading

In a delivery trading, the buyer of the stock will have to pay the full cost of
the shares and there is no time constraint in selling the shares. Further, the
delivery trading can be divided into two parts.

Long-term trading: 1t is the other name for investing. The investment is held
beyond a period of one year.

Swing Trading: The trader buys a share and holds it for a period ranging from
two days to one month. The word swing comes from the regular up and down
of a stock price due to the demand and supply of a specific stock. If the trader
holds it for still a long period of time it is called positional trading.

Margin trading gets the benefit of leverage by trading higher volume with
lesser money. The investor will not have to involve the full amount of money
required for the transaction rather he/she can put a fraction of the total cost of
the share. The transaction is closed on the same day and is also termed
Intraday trading. If the trader does not close it before the close of the
exchange, the broker squares it off during expiry hours. (Exchange closes at
3.30 PM on trading days). An investor needs to specify the trade as intraday
during the buying/selling of such stocks. The broker charges lesser brokerage
for intraday trading. However, the risk involved in this kind of transaction is
much more than the regular delivery transactions. Another typical aspect of
intraday trading is that a trader can take a sell call first without holding a
share. Sell orders are called short orders and buy orders are termed as long
orders.
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Scalping: Scalping is a special kind of intraday trading. It is a mechanism of
booking profit with small price changes and making a fast profit by selling
off the investment. The investor does a high volume of trading with a small
profit in scalping.

5.9 PLANNING FOR TRADING

Once we understand the different mechanisms of stock trading, we need to
prepare ourselves for the trading activities. The investor and the trader should
have different mindsets and analysis processes for making a profit in the
stock market

A prudent investor should make his/her own decisions and avoid listening
to anyone and everyone like friends, relatives, and fake advice available on
various social media sites.

a) diversify the investment by building a portfolio.
b) Not let emotions (greed and fear) overcome rational business decisions.
¢) be calm, and cool having a lot of patience

d) have an inclination towards details for analyzing and picking the right
stock

e) watch the fundamentals of their investment and should take the right
judgment when to sell their shares.

An investor makes money from two sources i.e. a) Dividend and b) Capital
gain (increase in the price of the stock). A performing company earns higher
profits. A higher profit enables the company to give higher dividends and
achieve price appreciation. In order to identify such companies, an investor
needs to do a fundamental analysis.

Fundamental Analysis The major fundamental factors are profitability,
solvency, liquidity, and Activity. (These parameters are extensively discussed
in corporate finance). The business model of the company and its corporate
governance record also play a vital role in commanding the price of a stock in
the stock market. The investor captures such information from various
published records both in print and virtual media. One such published record
by the company to appraise the investors about the company is the Annual
Report. The other aspect depends on the short-term factors in the stock
market like the performance of stock markets of other countries, the
economic decision in various countries in the world, economic decisions of
government and RBI in our country, industry-specific news, and company-
specific news. Further, the stock market also responds to various other factors
in the world. The stock market is termed the most sensitive element in the
world after the human mind for this complexity.

A trader should focus on the short-term movement of the market and
possess a different set of personal attributes. Short-term trading is more



of experiential learning and control over the mind. A short-term trader
should:

e  Accept failures and learn from mistakes.

e Understand his own mindset and align the trading style to his behavioral
aspect.

e Have good tolerance towards anxiety and stress.

e shun his ego and respect the market sentiments.

e regularly do the homework for taking trading positions.

e appreciate the uncertainty in the market and use it to his advantage.

e Learn strong risk and money management skills.

The short-term trader does the technical analysis to select profitable
trades.

Technical analysis: The stock market constitutes buyers and sellers. The
general view of the traders in the market, guide the price movement of a
particular stock. The technical analysis captures the mindset of the
general traders through statistical analysis and behavioral economics.
Technical analysis examines historical data of price and volume through
different charts and analyses. The analysis is based upon the past
historical data on price and volume and predicts what is going to happen
in the future. A short-term trader should be able to analyze and interpret
such charts and diagrams to make proper decisions for short-term trading.
There are three kinds of technical indicators.

Crossovers: The moving average price levels are presented in a chart with
different time frames. When a line of one-time frame intersects another one it
indicates the change in the trend. The historical price levels are captured on a
real-time basis to present the crossovers.

Divergence: 1t happens when the direction of the price trend and indicator
trend is moving in the opposite direction. It indicates that the price trend is
weakening. when the stock price and technical indicator are providing
opposite signals, it is a case of divergence while confirmation is when the
indicator and asset price are displaying the same signals. An example of
divergence may be the price and Relative Strength Index (RSI) moving in the
opposite directions.

Oscillators: They are indicators that vary within a band or may be below or
above a centerline. They are range-bound, (say 0 and 100). Some examples
of oscillators are ‘Moving average convergence and divergence’ (MACD),
RSI, and others.

Chart: A sample of various indicators of Ashok Leyland for five days is
given below.
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Market timings: Stock Exchanges remain open for trading purposes from 9
AM to 3.30 PM from Monday to Friday. The first 15 minutes during the
trading hours is the pre-opening session when real transactions are not done.
It is a price stabilization process only through the orders placed by the buyers
and sellers. The stock market also remains closed for the public holidays and
festival days.

5.10 KINDS OF ORDERS

The first activity in stock trading is placing an order. To get the best price the
stock exchanges allow various kinds of orders.

Market order: 1t is an instruction to buy or sell a security immediately at
the current market prices. The execution is guaranteed while the price at
which the stock will be bought or sold isn’t guaranteed in market orders.

Limit order: This kind of order ensures the price at which the transaction
takes place. For example, the shares of SBI if trading at a price of Rs. 458.
But the trader wants to buy it at Rs. 430. When the trader puts the limit order,
it will not be executed unless the price reaches the limit of Rs. 430. A trader
need not keep a tab on the stock trends every minute to trade at the right
price. The limit order takes care of the price. It is valid for a single day.

Stop-loss order: This is an order to buy or sell a stock when a particular price
is reached. This kind of order is meant to reduce the loss in the transaction.
Stop-loss orders may be buy-stop-loss and sell-stop-loss. It is valid for a
single day.



Example: Suppose X has bought the share of Hindustan Unilever at Rs 2300.
He wants to safeguard the loss against the purchase. He may put a sell order
with a limit price of 2250 and 2275 as the trigger price. Unless the price
reaches 2275 the order will not be initiated. Once the order is initiated the
share will be sold out at any price between Rs 2250 and 2275. Suppose the
price went up to 2350. The limit and trigger price may be changed to 2295
and 2318 respectively. Now the sale order will not be initiated unless the
price reaches 2318. This mechanism of changing the stop loss is called
trailing stop loss.

Likewise, suppose Y feels that the share of Infosys is 1420 and likely to go
down further. However, she does not want to miss the buying of the share if
it goes up. She can put a stop loss buy order with a limit of 1450 and a trigger
price of 1435. Unless the price reaches 1435 the buy order will not be
initiated. The trailing stop loss for a buy order can be in the same way as
explained in the stop-loss sale order.

Good-till-date order: This kind of order allows the trader to buy or sell the
share within a time frame (say 90 days) with a limit price. It does not require
constant watch by the trader as the order will be executed as the price reaches
that level. After 90 days if the order is not executed it will be canceled.

Basket Order: Most online brokers allow basket orders to the trader. These
orders are placed for a group of stocks in tandem. Suppose one trader wants
to buy L&T, ITC, and Dr. Reddy’s stock together. He can put limit prices for
each stock and place the order for execution. Whenever the price is reached
for individual stocks, it gets executed on its own without the involvement of
the trader. Basket orders are an easy mechanism for the HNIs who buy stocks
involving huge amounts.

5.11 ROLE OF SEBI

All the transactions in the stock market are governed by the guidelines of
SEBI. It is the watchdog of the stock market and provides unambiguous
guidelines. The primary objective of SEBI is to protect the interest of the
investors and make them aware to take judicious decisions in the stock
transactions. The participants involved in the stock market are stockbrokers,
sub-brokers, portfolio managers, investment advisors, share transfer agents,
bankers, merchant bankers, trustees for mutual funds, registrars,
underwriters, depositories, foreign portfolio investors, and credit rating
agencies. SEBI regulates the work of all those agents in order to safeguard
the interest of the investors. The role of SEBI is quasi-judicial, quasi
executive, and quasi-legislative. Besides the vast power handled by SEBI, it
also takes care of research and development relating to the Capital Market.

5.11.1 Settlement Procedure

Just like any goods, the shares are also bought by a buyer and sold by a
seller. Stock Exchange is a synonym for a marketplace where the buyer and
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seller meet each other for the transaction. There will be brokers on both sides
(Buyers and Sellers). A buyer may not find a seller all the time in the market.
In order to facilitate this process, the brokers may themselves offer the shares
held by them in the market for sale. These kinds of brokers are termed,
market makers. When millions of transactions are taking place in one stock
exchange, there needs to be some agency that should properly keep the
account of individual investors namely, stock held by investors, no of stocks
reduced during the sale, no of shares increased during the buy, dividend
receivable from the company, revising the records in case of any kind of
stock split, bonus issue or rights issue and the buying and selling records.
There are authorized agencies who do these jobs by getting information from
the broker and stock exchange. They are called custodians or Depositories.

Further, a clearinghouse is involved in the process to make the settlement of
the shares. It can be best explained by an example. A wants to buy the share
of L&T at Rs 1550 and B wants to sell it at Rs. 1570. The price quoted by A
is called a bid and the price at which the seller offers the share is called the
ask price. When the bid and ask prices are different a transaction cannot take
place. In the stock exchange platform, different prices are quoted both on the
buy and sell sides. When both the prices match a transaction takes place. In
this case, C joins as a seller and offers to sell the share of L& T at a price of
Rs 1550. Now a transaction can take place. This process is called settlement
of the transaction and the clearing house does it. The time between buying a
stock and entry into the books of accounts of the trader maintained by the
depository is called the settlement period. In the Indian stock market, this
period is T+2(two days after the transaction). Likewise, when the seller sells
the share he/she gets the money at T+2 duration.

5.11.2 Stock Trading Charges

The following table depicts the tax and charges levied on stock trading
transactions.

Name of the Charges Amount

Brokerage Charges It depends on the individual brokers. The
broker charges different rates for Delivery
trading, Intraday trading, and Derivative
Trading. The charges may be either a
percentage of the transaction value or a
standard amount for each transaction. There
are also a few discount brokers who do not
charge any brokerage for stock trading on a
delivery basis

Security Transaction Tax This is charged on both sides of the buy and
sale transaction. In the case of intraday
trading, the STT is only charged when the
stock is sold. STT is levied at 0.1% for the




delivery transaction on each side of trading.
The charges for intraday STT are around
0.025% of the transaction value payable by
the selling party.

Stamp Duty

This fee is levied on the value of transferred
shares, and this rate differs across states as
the states are in charge to set and collect
stamp duty. It is charged on both the buying
and selling sides, and charged on the total
turnover amount. It is .01% on delivery
trade in Mumbeai.

Goods and Service Tax (GST)

GST is charged at a rate of 18% on
brokerage charges.

Transaction Charges

Transaction charges are charged on both
sides of trading by the stock exchanges. A
transaction fee of 0.00325% of the total
amount is charged by the National Stock
Exchange, while a transaction fee charged
by the Bombay Stock Exchange amounts to
0.00275% of the total amount

SEBI Turnover Charge

The apex market regulator of the securities
markets in India charges a fee on both sides
of a trading transaction with a turnover
charge of about 0.00015% of the total
amount. The charges are the same for both
intraday and delivery trading.

Short term Capital Gain Tax

If equity shares listed on a stock exchange
are sold within 12 months of purchase with
a profit, the seller makes a short-term capital
gain (STCQG)

Calculation of short-term capital gain = Sale
price minus ~ Expenses on  Sale minus
Purchase price

The income tax rate prescribed for short
term capital gain is 15%

Long term Capital Gain Tax

The Income Tax Authorities charge a 10
percent long-term capital gains tax on equity
investments if these are held for more than a
year. Long-term capital gain tax is exempted
on profits of 1 lakh or less.

Income Tax on Derivative
Trades

Derivative trades will be charged as a
business income and will be taxed
accordingly.
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5.12 SUMMARY

The stock market is one of the most promising investment avenues. A broker
helps the trader to undertake stock trading in the market. Due to the
involvement of a huge amount of money, legal provisions prescribed by
SEBI for the brokers are quite stringent. Besides facilitating the stock
transactions, the broker also provides ancillary services like stock advice,
portfolio management, market news, financing the traders, etc. When an
individual puts money in the stock market, he/she is termed an investor and
short-term investors are called traders. In order to get a good return from the
stock market, the investor/trader must possess certain behavioural qualities.
Further, they should analyze the market with various financial and technical
tools. SEBI acts as a watchdog to safeguard the interest of the investor in the
stock market. In recent times, there is a renewed interest in the stock market
providing good opportunities to the brokers.

5.13 SELF- ASSESSMENT QUESTIONS

What is the role of a broker in stock trading transactions?

Explain the stock market ecosystem.

What are the legal provisions relating to broking?

What kind of personal attributes a stock market trader should possess?

How the analyses for investing and trading are different?

S LYY > S

What is the settlement procedure during stock trading?
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UNIT 6 CREDIT RATING

Objective
After studying this unit you will be able to

e  Know the concept of credit rating
e Understand the process of credit rating
e Explain credit rating scales

e Analyze the dynamics of the credit rating mechanism.
Structure

6.1 Introduction

6.2 Meaning of Credit Rating

6.3 Salient Features of Credit Rating
6.4 Different Kinds of Credit Rating
6.5 Regulatory Provisions

6.6 Rating Agencies

6.7 Credit Rating Methodology

6.8 Credit Rating Scales

6.9 Benefits of Credit Rating

6.10 Issues with the Credit Rating
6.11 Summary

6.12 Self-Assessment Questions

6.13 Further Readings

6.1 INTRODUCTION

An investor has several investment opportunities in the financial market to
enhance his/her wealth. Some major of them are equity shares, real estate,
debt instruments, gold, mutual funds, and others. Debt instruments are the
most attractive investment avenue due to their lower risk and stable earnings.
Lower risk is derived from the nature of debt instruments where the borrower
pays an agreed amount of interest on the investible amount. The interest
amount is recurring and the investor gets back the principal at the end of the
investment period. Few examples of debt instruments are bonds issued by
Government, Corporate and Banks; fixed deposit schemes by the banks;
treasury bills issued by central banks of different countries. Low risk on debt
should not be misunderstood as nil risk. The repayment default by Thailand
from 1997-to 2007; ILFS default in 2018, and non-payment of interest by
many banks during the subprime crisis are good examples of risks involving
the debt market. In order to provide some amount of confidence to the
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investors against debt default, the mechanism of credit rating is quite familiar
and effective in the debt world. Although one cannot ward off risk altogether
through a good rating by a Credit Rating Agency (CRA), the investors get an
outsider’s expert view on the safety of a debt investment.

6.2 MEANING of CREDIT RATING

John Moody published the first credit rating for a US railroad bond in 1909.
Prior to it bonds around the world were sold through the reputation,
acquaintance, and network of the issuer. The origin of the credit rating is
derived from the risk of default. This risk can be large or small, frequent or
regular, but safety cannot be guaranteed for any kind of bond. It leads to
pragmatic risk assessment of the debt instrument through different means
with varying degrees of accuracy. We need to discuss the definition of credit
rating with a few CRAs to understand the concept better.

Fitch defines credit rating as ‘a forward-looking opinion on the relative
ability of an entity or obligation to meet financial commitments.” In the view
of the US Securities and Exchange Commission (SEC) ‘a credit rating
reflects a rating agency’s opinion, as of a specific date, of the
creditworthiness of a particular company, security, or obligation.’

Moody’s defines credit rating as ‘an assessment of the ability and willingness
of an issuer of fixed-income securities to make full and timely payment of
amounts due on the security over its life’

Standard & Poor’s describes credit rating as ‘the general creditworthiness of
a company, city, or country that issues debt’

The general view on credit rating derived from the above definitions and
other literature can be summarized as

a) an opinion on whether the borrower of fixed income security can pay the
full amount in time.

b) The opinion is given at a certain point in time with a forward-looking
view.

¢) The issuer is rated on different scales rather than good or bad.

d) The view on creditworthiness is derived from various factors both
objective and subjective.

e) It tells both about the ability and willingness to pay.

The global debt market is worth $226 trillion 'in 2020 with the advent of
several complex debt instruments and the offtake of higher credit both by
countries and corporates. It necessitates a robust creditworthiness assessment
to safeguard the investment of the lenders. Further, it also provides credibility
to the borrower to garner desired funds for investment.

! https://blogs.imf.org/



6.3

SALIENT FEATURES OF CREDIT RATING

The

salient features of credit rating are:

A single symbol (rate) represents a large amount of information on the
expected loss of the debt instrument.

The rating involves qualitative, quantitative, and legal information about
the issuer.

The qualitative analysis considers the quality of management, the
issuer’s competitiveness within its industry, the expected growth of the
industry, and its vulnerability to regulatory changes, labour relations, and
technological changes.

The quantitative analysis is derived from the published and unpublished
financial statements of the company involving both long term and short
term performance.

Ratings tend to be cycle-neutral. The CRA analyzes the factors in such a
way that an expected change in short term factors are built in the long
term analysis. It provides stability to the ratings.

A holistic analysis of the rating makes it a robust one which is not easy
to deduce from observation or can be easily contradicted.

They do not change very often with short term business dynamics or
change in economic factors. For example: A variation in the quarterly
performance of a company may not necessitate a revision in the rating.

Credit rating may not indicate a same probability of corporate default
during the recession and expansions.

Credit rating is meant to provide a view on probable corporate default till
the maturity of the instrument.

Very often the role of audit firms is confused with the role of CRA. First,
the auditing firm is appointed by statute and corporate audit is
mandatory. However, the credit rating is voluntary for the borrower. It is
compulsory in few countries like India. Second, if the CRA fails to view
the corporate default it cannot be sued. But the audit firm is responsible
in many ways as per the Companies Act 2013. Third, the information of
audit firms is meant for the shareholders whereas the information of the
CRA is meant for the lenders.

In the hindsight, a CRA may not provide a stable opinion on the
creditworthiness of a company because different sectors are affected by
technological and regulatory changes in the economy differently. The
CRA may fail to anticipate such unexpected changes.

As business risk varies across industrial sectors, default rates tend to be
sector-driven.

Credit Rating
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e Most of the issuers prefer to rate their debt instrument with multiple
CRA:s.

e Ratings provide a relative measure of default risk but they cannot be
termed as probabilities of default.

e Ratings measure credit risk, they don’t provide a valuation measure of
the company.

e  Although information used by credit rating and equity analysis are same,
both of them are different in nature. Credit rating focuses on downside
risk. Equity analysis focuses on upside potential of return from the
investment.

e Ratings are descriptive, not prescriptive, of a debt situation.

6.4 KINDS OF CREDIT RATING

Credit rating may be done for a country, a company, or a special purpose
vehicle (SPV).

Sovereign Rating: A sovereign credit rating relates to a country’s
creditworthiness. A sovereign credit rating provides credibility to the
companies incorporated in a specific country. International fund houses,
foreign institutional investors prefer to invest in countries having a good
credit rating score.

Corporate Rating: All eligible participants of corporate bonds should obtain
the credit rating for the issuance of Commercial Paper, from the major four
credit rating agencies or any agency specified by the Reserve Bank of India.
A minimum credit rating of P-2 of CRISIL or such equivalent rating by other
agencies is mandatory for all commercial papers issued in India.

Special Purpose Vehicle (SPV): SPVs are created to provide ease of
repayment to the lenders. The basic principle in creating an SPV is to provide
earmarked funds to be used for repayment of a specific loan only. For
example, a conglomerate having cement, steel and petroleum business may
have an SPV for the cement business only wherein the cash inflow and
repayment of loan from the cement business are isolated in a bank account
from other businesses. This isolation provides comfort to the investors. SPV
has fewer risks, predetermined lifetime and cease to exist when the loan is
repaid. CRA are widely involved in rating the SPVs and plays a crucial role
in defining their creditworthiness.

6.5 REGULATORY PROVISIONS

Securities and Exchange Board of India (Credit Rating Agencies)
Regulations, 1999 amended from time to time prescribes the legal guidelines
on all matters relating to the CRA.



A public financial institution, ascheduled commercial, a foreign
bank operating in India with the approval of the Reserve Bank of India,
a foreign credit rating agency incorporated in a Financial Action Task Force
(FATF) Member jurisdiction and recognized under their law, or any company
or a body corporate is eligible to act as an CRA. The applicant should have a
minimum net worth of INR 25 crores with adequate infrastructure, to enable
it to provide rating services. The applicant and the promoters of the applicant
have professional competence, financial soundness, and a general reputation
of fairness and integrity in business transactions.

The promoter of the credit rating agency has a minimum shareholding of
26% in the credit rating agency.

e Everycredit rating agencyhas to abide by the Code of Conduct
prescribed by SEBI.

e Everycredit rating agency has to enter into a written agreement
with each client whose securities it proposes to rate, and every such
agreement has to include the rights and liabilities of each party in respect
of the rating of securities in a defined form. Every credit rating
agency has to, during the lifetime of securities rated by it, continuously
monitor the rating of such securities, unless the rating is withdrawn.

e Everycredit rating agency has to disseminate information regarding
newly assigned ratings, and changes in earlier ratings promptly through
press releases and websites, and, in the case of securities issued by listed
companies, such information has to also be provided simultaneously to
the concerned regional ~ stock  exchangeand to all the stock
exchanges where the said securities are listed.

e Everycredit rating agency has to carry out periodic reviews of all
published ratings during the lifetime of the securities unless the rating is
withdrawn.

e Everycredit rating agency has to make available to the general
public, information relating to the rationale of the ratings, which has to
cover an analysis of the various factors justifying a favourable
assessment, as well as factors constituting a risk.

e A credit rating agency cannot rate securities issued by it.
Code of Conduct

1. A credit rating agency has to make all efforts to protect the interests of
investors.

2. A credit rating agency, in the conduct of its business, has to observe high
standards of integrity, dignity, and fairness in the conduct of its business.

3. A credit rating agency has to fulfill its obligations in a prompt, ethical and
professional manner.

Credit Rating
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10.

11.

12.

13.

14.

A credit rating agency has to, at all times exercise due diligence, ensure
proper care and exercise independent professional judgment in order to
achieve and maintain objectivity and independence in the rating process.

A credit rating agency has to have a reasonable and adequate basis for
performing rating evaluations, with the support of appropriate and in-
depth rating research. It has to also maintain records to support its
decisions.

A credit rating agency has to have in place a rating process that reflects
consistent and international rating standards.

A credit rating agency cannot indulge in any unfair competition nor can it
wean away from the clients of any other rating agency on assurance of a
higher rating.

A credit rating agency has to keep track of all important changes relating
to the client companies and has to develop efficient and responsive
systems to yield timely and accurate ratings. Further a credit rating
agency has to also monitor closely all relevant factors that might affect
the creditworthiness of the issuers.

A credit rating agency has to disclose its rating methodology to clients,
users, and the public.

A credit rating agency has to, wherever necessary, disclose to the clients,
possible sources of conflict of duties and interests, which could impair its
ability to make fair, objective, and unbiased ratings. It has to also ensure
that no conflict of interest exists between any member of its rating
committee participating in the rating analysis and that of its client.

A credit rating agency cannot make any exaggerated statement, whether
oral or written, to the client either about its qualification or its capability
to render certain services or its achievements with regard to the services
rendered to other clients.

A credit rating agency cannot make any untrue statement, suppress any
material fact or make any misrepresentation in any documents, reports,
papers or information furnished to the Board, stock exchange, or the
public at large.

A credit rating agency has to ensure that the Board is promptly informed
about any action, legal proceedings, etc., initiated against it alleging any
material breach or non-compliance by it, of any law, rules, regulations,
and directions of the Board or of any other regulatory body.

A credit rating agency has to maintain an appropriate level of knowledge
and competence and abide by the provisions of the Act, regulations, and
circulars, which may be applicable and relevant to the activities carried
on by the credit rating agency. The credit rating agency has to also



15.

16.

17.

18.

19.

20.

21.

22.

23.

comply with the award of the Ombudsman passed under the SEB/
(Ombudsman) Regulations, 2003.

A credit rating agency has to ensure that there is no misuse of any
privileged information including prior knowledge of rating decisions or
changes.

A credit rating agency or any of its employees cannot render, directly or
indirectly any investment advice about any security in the publicly
accessible media. A credit rating agency cannot offer fee-based services
to the rated entities, beyond credit ratings and research.

A credit rating agency has to ensure that any change in registration
status/any penal action taken by the Board or any material change in
financials that may adversely affect the interests of clients/investors is
promptly informed to the clients and any business remaining outstanding
is transferred to another registered personin accordance with any
instructions of the affected clients/investors.

A credit rating agency has to maintain an arm’s length relationship
between its credit rating activity and any other activity.

A credit rating agency has to develop its own internal code of conduct for
governing its internal operations and laying down its standards of
appropriate conduct for its employees and officers in the carrying out of
their duties within the credit rating agency and as a part of the industry.
Such a code may extend to the maintenance of professional excellence
and standards, integrity, confidentiality, objectivity, avoidance of conflict
of interests, disclosure of shareholdings and interests, etc. Such a code
has to also provide for procedures and guidelines in relation to the
establishment and conduct of rating committees and duties of the officers
and employees serving on such committees.

A credit rating agency has to provide adequate freedom and powers to
its compliance officer for the effective discharge of its duties.

A credit rating agency has to ensure that the senior management,
particularly decision-makers has access to all relevant information about
the business on a timely basis.

A credit rating agency has to ensure that good corporate policies and
corporate governance are in place.

A credit rating agency cannot, generally and particularly in respect of the
issue of securities rated by it, be a party to or instrumental in the creation
of a false market, price rigging or manipulation or dissemination of any
unpublished price sensitive information in respect of securities which are
listed and proposed to be listed in any stock exchange, unless required, as
part of the rationale for the rating accorded.
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Reserve Bank of India also prescribes various guidelines from time to time
on the issue of various bonds and commercial papers.

6.6 RATING AGENCIES

There are only three Credit Rating Agencies having universal acceptance
around the world. They are

Fitch: Established in 1913 operating from New York and London.
Moody’s: Established in 1909 operating from New Y ork.

Standard and Poor’s: established in 1941 operating from New York.
In India we have five major Credit Rating Agencies, which are:

CRISIL (Credit Rating Services of India Limited) was established in 1987
in Mumbai.

CARE (Credit Analysis and Research Limited) was established in 1993 in
Mumbai.

India Rating ad Research Pvt Ltd, a Fitch group company, established in
1995 in Mumbai

Brickwork Ratings India Pvt Ltd, established in 2008 in Bangalore.
SME rating agency of India, established in 2005 in Mumbai
Most countries have their own rating agencies for rating the debt instruments

in those countries. But the rating mechanism of those agencies is not
accepted globally.

6.7 CREDIT RISK ASSESSMENT

The Credit Rating Agencies (CRAs) look into various aspects of the business
to give an opinion on the creditworthiness of the company or an instrument.
It is different for sovereign credit assessment. We discuss here the credit
rating methodology and different aspects of this process as followed by
ICRA.

The creditworthiness of an entity is exposed to industry risk, financial risk,
business risk, and, management risk. All those risk aspects are identified
through the financial and non-financial parameters of the entity.

% Extracted from https://www.icra.in/Files/Articles/Rating%20Meth%20Mar%202017.pdf



Credit Risk Assessment
. . . . . . Managment
Industry Risk Business Risk Financial Risk ng
*Growth Prospect *Relative Scale *Profitability *Quality
*Cyclicality *Competitive Position *| everage Management
*Competitive «Diversification *Coverage *Financial Palicies
Intensity «Operating Efficiency Cashflow *Governance
*Regualtory Risk *Project Risks sLiquidity Structure and
Practices
Industry Risk

The growth prospect of an industry may be instrumental in providing a
continuous revenue flow in the coming years. However, the CRAs consider
the sustainability of earnings over a period of time. The IT-enabled services
may be a promising industry at present, but how long a specific company can
run its operation profitably is also a matter to be considered by the CRA.
Cyclical industries like Steel, Cement may not be viewed to possess very
good creditworthiness Whereas the FMCG sector may have better debt
servicing capability. Competitive Intensity may be defined as the industry
where there is more challenge for cost minimization, super specialization,
and competition We may cite the example of the textile industry where these
challenges make this industry less creditworthy. Pharmaceutical industry,
thermal, and hydropower companies may have higher regulatory risks than
other sectors.

Business Risk

Business risk is company-specific. The huge production capacity of a
company may act in favour of its creditworthiness. Its relative scale of
operation against other players in the Industry acts in favour of its ability to
service debts. Competitive position relates to the product uniqueness,
business advantage, and strong brand position of the company. These are
positive factors for creditworthiness. Diversification may be in terms of
geographical diversification, product diversification, or customer
diversification. A diversified company can survive in difficult times but all
the while diversification is not good. A highly diversified company does not
have any uniqueness of the business. The rating agencies take a pragmatic
view on the efficacy of diversification for stable earnings. Operational
efficiency is determined from the break-even point, capacity utilization, and
contribution margin of a product. Automated plants, manpower productivity,
and efficient procurement of material are factors that may lead to better
operational efficiency. The rating agency explores these strengths in the
client company. Project risk happens to growth companies that are always in
expansion mode. Further, as we observe, the power companies in our country
face a lot of project risk. if the company does not take care of the project risk
properly, it becomes more difficult to sustain the business.
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Financial Risk

Profitability ratios like Return on Capital Employed, Return on Asset,
Operating Profit Margin, and Net Profit Margin determines the potential of
the company to sustain and grow. Likewise, Solvency is analyzed from the
debt-equity ratio, capital gearing ratio, and debt to operating profit ratio. The
interest coverage ratio, Debt service coverage determines the ability of the
company to service the debt out of its profit. Liquidity is the ability of the
company to manage its short-term cash position. The current ratio, liquidity
ratio, and various activity ratios like inventory turnover ratio and receivable
turnover ratio explain the liquidity of a company. The analysts try to get a
view of financial risk from various published and unpublished statements of
the company. The figures are compared with the financial figures of the same
company against the previous years and also figures of companies in the
same sector. Most of the analyses of financial risk are quantitative in nature.

Management Risk

An analyst cannot find out the management risk from quantitative data. The
detailed study of the annual report and interaction with the officials provides
a general view of the management quality, financial policies, and corporate
governance of the company. The analyst also goes through various news and
literature about the company published in various forums.

The analysis done by a credit rating analyst is not different from a stock
analysis. However, the focus of this kind of analysis is defensive in nature (a
view on default) rather than being futuristic and optimistic (expecting a gain
in the future) as in the case of equity analysis.

6.8 CREDIT RATING SCALES

Credit rating agencies rate the debt instruments on alphabetic or
alphanumeric scales. For example, the Fitch rating scale ranges from AAA
(Highest Credit Quality) to D (Default). The comparison of the world’s best
three CRAs is given in Table — 6.1, which clearly shows that, there are
separate ratings for the long-term debt and short-term debt. The investment is
further categorized as Speculative grade and Investment Grade. Some rating
agencies provide the overall creditworthiness of the company instead of
rating any particular instrument. While others provide counterparty risk
ratings. The primary purpose of counterparty risk ratings is to assess the
ability of the issuer to pay back principal and interest of a specific instrument
in time. A fully secured bond may have better credit rating than the
unsecured bond. Further, a bond having a first charge may have a better
rating than the subordinate bonds. The rating of the instrument relates to the
full period of maturity although the rating agencies may revise the rate later
on.



Table -6.1: Comparison of rating scale of Moody’s, S&P and Fitch®

Investment

Investment
grade:
Very high
Al A+ A+ F1/F
Investment A-1
grade: A2 P- A A F1
High 2/P-1
A3 P- A- A- F2/F
2/P-1 A-2 1
Baa P-2 BB BB 114
Investment
grade: Baa P- BB BB F3/F
Good 3/P-2 A-3 2
Baa P-3 BB BB F3
Bal BB BB
Speculative
grade: Ba2 BB BB
Speculative
Ba3 BB- BB-
B B
. Bl B+ dL B! :
Speculative
grade:
Highly 2 B B
speculative N(.)t
B3 Prim B- B-
Speculative
grade:
Very high
. C
risk
Speculativ
In default RD/

*Source : https://www.moneyland.ch/en/rating-agencies
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The rating scale of CRISIL is different than the international rating as shown
in Table 6.2

Table 6.2: CRISIL’S Rating Scales®

Long- Short- Structured Finance Credit Enhancement | Corporate | Fixed
Term Term Rating Scale Rating Scale Credit Deposit
Rating | Rating Ratings Rating
Scale Scale Scale Scale
Symbol | Symbol | Long-Term | Short-Term | Long-Term | Short-Term | Symbol Symbol
(Rating | Rating | SO SO CE CE (Rating (Rating
category | category | Instruments | Instruments | Instruments | Instruments | category) | category)

(Rating (Rating (Rating (Rating

category) category) category) category)
CRISIL | CRISIL | CRISIL CRISIL Al | CRISIL CRISIL A1 | CCR FAAA
AAA Al AAA (SO) | (SO) AAA(CE) | (CE) AAA
CRISIL | CRISIL | CRISIL CRISIL A1l | CRISIL CRISIL CCR AA | FAA
AA A2 AA (SO) (SO) AA(CE) A2(CE)
CRISIL | CRISIL | CRISIL A | CRISIL A2 | CRISIL A | CRISIL A3 | CCR A FA
A A3 (SO) (SO) (CE) (CE)
CRISIL | CRISIL | CRISIL CRISIL A3 | CRISIL CRISIL A4 | CCR FB
BBB A4 BBB (SO) | (SO) BBB(CE) | (CE) BBB
CRISIL | CRISIL | CRISIL CRISIL A4 | CRISIL CRISIL D | CCRBB | FC
BB D BB (SO) (SO) BB(CE) (CE)
CRISIL CRISIL B | CRISIL D | CRISIL CCRB FD
B (SO) (SO) B(CE)
CRISIL CRISIL CRISIL CCRC
C C(SO) C(CE)
CRISIL CRISIL CRISIL CCRD
D D(SO) D(CE)

CCR SD

CRISIL may apply ‘“+’ (plus) or ‘-’ (minus) signs to its long-term ratings
from ‘CRISIL AA’ to ‘CRISIL C’, to long term ratings for structured finance
instruments from ‘CRISIL AA (SO)’ to ‘CRISIL C (SO)’, long term ratings
for credit enhanced instruments from ‘CRISIL AA(CE)’ to ‘CRISIL C(CE)’,
corporate credit ratings from ‘CCR AA’ to ‘CCR C’, and fixed deposit
ratings from ‘FAA’ to ‘FC’, to reflect comparative standing within each
category.

CRISIL may apply ‘+’ (plus) sign to short term ratings from 'CRISIL Al' to
'CRISIL A4', to short term ratings for structured finance instruments from
‘CRISIL A1 (SO)’ to ‘CRISIL A4 (SO)’, short term ratings for credit
enhanced instruments from ‘CRISIL A1(CE)’ to ‘CRISIL A4(CE)’, to reflect
a comparatively higher standing within a category. Plus and minus signs are
used to indicate finer distinctions within a rating category.

The minus symbol associated with ratings has no negative connotations
whatsoever.

4 https://www.crisil.com/mnt/winshare/Ratings



6.9

BENEFITS OF CREDIT RATING

The rate given by the CRA may provide a clue to the company on the
interest rate it will have to pay to its lenders. A higher rate may
command less interest

A highly rated company is recognized as a valuable company in the
market. Further, large companies having a good reputation may procure
funds with ease which may not be same for a lesser known company.
Hence, for the later credit rating is an abject necessity.

Certain debts are given only if the borrower has a credit rating score.

The Companies use the credit rating scores as a barometer of their
strategic moves. They experiment different ‘what if* situations relating it
to the credit rating scores. The efficacy of their management decisions
are tested in this process.

Some companies use credit rating as a competitive prestige factor.

Credit rating provides the company with access to a broader and deeper
investor base as the former enhances its credibility through the rating.

The management of a company decides on several factors based on the
credit rating namely, the timing of the debt issue, terms/covenants of the
issue, cost of borrowing, and redemption.

Credit rating provides recognition, transparency, and credit standing to a
company in the international capital markets

A good credit rating provides bargaining power to the lenders.

The company may reduce its cost of flotation and surveillance fees by
rating its debt.

A good deal of time is saved by the management on promoting the debt
issue if the instrument has a high credit rating.

CRAs are experts in their domain area. Hence, the same kind of exercise
done by a company in-house may cost higher to the issuer. In present
time, risk assessment has been quite stupendous due to the complexity
and globalization of the financial market.

The investors have higher confidence on an outside agency like the
CRA. They may use the ratings of alternative debt instruments before
taking a decision on their investment.

CRAs interact with the management of the company intensively during
the rating process. This discussion provides the management a very good
insight on their mode of operation.
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6.10 ISSUES WITH THE CREDIT RATING

e There is no standard procedure for undertaking the rating process. It is
individualistic for each CRA and at times it may lead to inaccurate
ratings. Further, there are instances of CRAs being involved in financial
and corporate scandals. Enron was considered investment-grade few days
before it went bankrupt. During the Sub Prime Crisis, the CRAs have
given good credit ratings to several financial institutions that in a short
period of time became bankrupt. In India, IL&FS had an AAA grade
when its subsidiary IL&FS Transport Networks, defaulted in June 2018.

e The issuers have the obligation to undertake the credit rating during an
issue of debt instrument. They will have to pay the fees to the CRAs for
the services done. CRAs may be induced to give a better credit rating if
they are paid a higher fee. It leads to conflict of interest

e The CRAs also provide various consultancy jobs besides the rating
activity. An issuer may provide the opportunity of consulting to a CRA if
the rating is high. It is also another example of conflict of interest.

e The market is dominated by three big global Players. (Moody’s Investors
Services, Standard & Poor’s, and Fitch Ratings 95% of the rating
business). In India, we have only seven recognized rating agencies.
Lesser number of players in the rating field augurs bad for this industry.

e CRAs remained largely unregulated barring the code of conduct
prescribed by SEBI in India.

There are no penalty provisions for any wrong assessment by the CRAs.
They are self-regulated.

However, rating agencies have an important role to play in the coming days
looking into the astronomical growth in the debt market. As per a report
published by CRISIL the debt market in India is going to grow to 65-70 lakh
crores from a modest 33 lakh crores in the year 2020. Hence, CRAs have a
big role to play in the future.

6.11 SUMMARY

Debt instruments of various kinds are a major investment avenue for
corporate and individual investors. The contractual nature of the debt
investment makes it lesser risky than the other kind of investment. However,
no investment in the world is risk-free. The credit rating of the borrower is a
mechanism to get a view of the ability of the borrower to pay the interest and
principal in time. Moody’s, Standard and Poor’s, and Fitch are the prominent
CRAs at the international level. In our country, CRISIL, CARE, and ICRA
are the major CRAs. The rating agencies rate the companies on the basis of
financial and non—financial factors. Various alphabetical and alphanumeric
rates are given to the borrowers on a relative basis as per their
creditworthiness. A credit rating may help the company to procure funds



easily and many times the companies use credit ratings for managerial use.
The monopoly of few players in this area besides a conflict of interest is a big

criticism against the CRAs. However, the CRAs are going to prosper in the
coming days due to the astronomical growth in the debt market.

6.12 SELF-ASSESSMENT QUESTIONS

1.
2.

5.

What do you understand by Credit Rating?

Why credit rating is required to be done by a company before issuing a
debt?

What are the criticisms against the credit rating mechanism?

What major financial and non-financial factors, are considered by an
analyst for credit rating?

Explain the framework of credit rating by CRISIL.
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UNIT 7 MUTUAL FUNDS

OBJECTIVES
After reading this unit you will be able to:

e Give an overview of concept and philosophy of mutual funds.

e Apprehend their organisational working.

e Appreciate and discuss about different schemes of mutual funds.

e Compute NAV and accounting of mutual funds.

e Understand how SEBI has attempted to make mutual funds investor
friendly.

Structure:

7.1 Introduction

7.2 Emergence Of Mutual Funda

7.3 Regulatory Framework In India

7.4 Organisation of Mutual Fund In India
7.5 Mutual Fund Products

7.6 NAV And Unit Pricing

7.7 Real Estate Mutual Fund Schemes

7.8 Infrastructure Debt Fund Scheme

7.9 Bench Marking in Indian Mutual Funds
7.10 Technology and Mutual Funds

7.11 Statistics About Mutual Funds In India
7.12° Summary

7.13 Self-Assessment Questions

7.1 INTRODUCTION

Mutual fund is essentially a mechanism of pooling together the savings of
a large number of investors for collective investments with an avowed
objective of attractive yields and appreciation in their value. Such
activities are undertaken in financial market using different terms by
agencies, popularly as ‘unit trusts’ and investment companies respectively
in U.K. and U.S.A. As per Mutual Fund Book (published by Investment
Company Institute of the U.S). “A Mutual Fund is a financial service
organisation that receives money from shareholders, invests it, earns
returns on it, attempts to make it grow and agrees to pay the shareholder
cash on demand for the current value of his investment”. SEBI, on the
other hand, considers a mutual fund as a trust to raise money through sale
of units to the public or a section of public under one or more schemes for



investing in securities, including money market instruments or gold or
gold related or silver related instruments or real estate assets and such
other assets and instruments as may be specified by the board’. A mutual
fund is better understood by the functions it performs and role it plays.

These institutions are professional fund managers, managing funds of
individuals and institutions who may not have such high degree of
expertise or may not have time sufficient to cope up with complexities of
different investment avenues, legal provisions associated therewith and
vagaries and vicissitudes of these markets. Investors can reap all the
benefits of good investing through mutual funds like enjoying growth in
scrips in which he could not have otherwise invested, holding a balanced
and well-diversified portfolio, better returns due to specialised and
professional management of funds etc. Mutual funds mobilise funds by
selling their own shares also known as units. When an investor invests in
mutual funds, he owns a proportional share of securities portfolio of the
latter. Share of a mutual fund (known as UNITS in India) actually
represents a part share in many securities that it has purchased.

Mutual funds come to the rescue of people who do not excel at stock
market due to certain mistakes they commit which can be minimized with
mutual funds. Such mistakes can be viz. lack of sound investment
strategies, unreasonable expectations of making money, untimely
decisions of investing or disinvesting, acting on advice given by others,
putting all their investments in one or few securities i.e. failure to
diversify.

7.2 EMERGENCE OF MUTUAL FUNDS

The concept of mutual fund is about two centuries old. Mutual fund had its
formal origin in Belgium (Society ‘Generale’ de Belgique, 1822) as
investment company to finance investments in national industries with
high associated risks. Later-on similar agencies were formed in
Switzerland and in France. In the 1860’s this movement started in
England. At the initial stage there was little regulation for the activities of
such organizations thus, many evil practices emerged. But over a period,
such institutions following more conservative practices won public
confidence. In 1931 the British Trust known as Municipal and General
Securities Co. Ltd. (now known as M&G Group) was launched. In U.S.A.
the idea took root in the beginning of the 20th Century. A major setback to
U.S. mutual funds was stock market crash of 1929. Securities Exchange
Commission (SEC) conducted a comprehensive study of such
organizations (called as Investment Companies in USA) and on the basis
of its findings Investment Company Act of 1940 was enacted to protect
the public against certain malpractices and abuses that characterized the
operation of some of the investment companies in earlier years. Post-
World War II period gave a boost to mutual fund culture in U.S.A. as
people not having the knowledge of how to invest on their own to reap the
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benefit of economic growth during this period, flocked to mutual funds. In
Canada during 1920’s many close ended investment companies were
organised as investment trusts. Subsequently hundreds of mutual funds
emerged in Europe, the Far East Latin America, Japan, Honkong,
Thailand, Singapore and Korea also entered this field in a long way, have
been showing excellent performance probably as a result of growth and
performances of the economies of these countries and their capital market.

Mutual fund in India emerged about more than 50 years back, in 1964
with emergence of Unit Trust of India (UTI) in public sector. The
statement of the Bill introduced in the Parliament for UTI highlighted UTI
as “an opportunity for the middle and low income groups to acquire
without much difficulty property in the form of shares”. Most popular
scheme of UTI was US-64. Since Unit Trust of India was resulted by a
special enactment, it enjoyed monopoly till 1987 when Government of
India by amending Banking Regulations Act permitted commercial banks
in public sector to set up subsidiaries operating as trusts to perform
functions of mutual funds. Later in 1993 first private sector mutual fund
was launched.

Mutual funds are popular world over as these have in built advantages.
These are relevant in national interest as an effective tool of mobilizing
idle funds and channelizing to more productive sector of the economy.
These pool funds of lakhs of investors and participate in a large basket of
shares to provide benefits of diversification. When investor buys mutual
fund scheme, an essential benefit one acquires is expertise of professional
fund managers who supervise fund’s portfolio taking desirable decisions.
A distinct advantage of a mutual fund over other investments is that there
is always a market for its units ensuring liquidity. Mutual funds,
universally, have to broadly follow the laid down provisions for their
regulations. All these features reduce risk of investors. Varied tax
advantages available also popularize mutual funds. Mutual funds having
large investible funds at their disposal avail economies of scale, thus
reducing operating costs resulting in an increase of income available for
investors.

Activity 7.1

Contact some mutual fund investors and ask them why do they invest in
mutual fund.



7.3 REGULATORY FRAMEWORK IN INDIA

Unit Trust of India Act (1964) was the first enactment to regulate the
affairs exclusively of UTI, the first mutual fund, in India. To open up
mutual fund business to institutions other than UTI, Banking Regulations
Act was amended in 1987. Public sector banks through their subsidiaries
started mutual fund business. The launching of mutual funds by
commercial banks during 1986-87 was in peculiar situation, of absence of
any regulatory framework, for conduct of their affairs. Unit Trust of India
Act regulated only the affairs of UTI. Banking Companies Act guided
commercial banking activities of banks. Indian Trust Act is too general to
take care of mutual fund characteristics. Thus, mutual funds were having a
totally free hand to operate. As the popularity of mutual funds was on
increase, a need for regulating provisions was felt. On July 5, 1989
Reserve Bank of India issued guidelines for bank sponsored mutual funds.
Ministry of Finance, Government of India issued a new set of guidelines
to give a healthy outfit for mutual fund functioning on 28th June 1990. On
31st March 1991 Securities Exchange Board of India (SEBI) was
exclusively authorised to regulate mutual funds in the country. Despite
that, Government of India came out with comprehensive guidelines
applicable to public, private and joint sector mutual funds on 14 February
1992. 1t was found that prior to 1992 guidelines, funds were managed in
suspicious manner to the advantage of promoters/sponsors as there were no
rules and regulations checking their practice to make merry with the pool of
funds of investor. To improve upon deficiencies of 1992 guidelines finally
SEBI came out with SEBI (Mutual Funds) Regulation 1993. These
regulations have inbuilt provisions of arm's length distance between the
sponsor and the fund to check the practice of unfair use of small investors
funds with mutual funds.

In spite of these regulations investor's confidence suffered and investor
perception of mutual fund became poor. To comply with rigid provisions
of SEBI regulations and show results, they adopted many questionable
practices. Besides legality, ethics, the profitability as well as performance
started eroding. Thus SEBI came out with new regulations i.e. SEBI
(Mutual Fund) Regulations 1996 to replace regulations of 1993. These
Regulations gave a fine shape to the organisation and working of mutual
funds in India. While spelling out the organisation for mutual funds as well as
while laying norms for their working, prime importance was given to protect
investors in the sense that funds contributed by them are not to be used for
the benefit of the promoters of mutual funds.

7.4 ORGANISATION OF MUTUAL FUND IN
INDIA

SEBI found that prior to 1992 guidelines funds were managed in suspicious
manner to the advantage of promoters/sponsors as there were no rules and
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regulations checking their practice to make merry with the pool of funds of
investor. SEBI (MF) Regulations 1993 gave a structure for management of
mutual funds with inbuilt provisions designed to safeguard investors,
check speculative activities unexpected of mutual funds and ensuring
financial discipline through transparency and fair play. SEBI Regulations
require a four tier system to organize mutual fund, these being Sponsors,
Trustees, Custodian and Assets Management Company. SEBI
contemplated a four-tier system for managing the affairs of mutual funds
ensuring arm’s length distance between the four agencies involved. On
sight inspections and close monitoring of mutual funds by SEBI brought
to light several abuses, common violations of regulations and unhealthy
business relations. In this light 1993 regulations proved to be ineffective.
Regulations were revised as SEBI (MF) Regulations 1996. Four-tier
structure for mutual fund continues in the SEBI (MF) Regulations 1996.
On the other hand for management of mutual funds, some new broad
provisions have been specified like for managing investment, raising
funds through schemes, advertisements, valuing investment, disclosures
etc. These all are being deliberated upon in the subsequent sections of this
unit.

7.4.1 Sponsors

Sponsor is a body-corporate which gets a mutual fund registered. Once it is
registered, the sponsors technically go in background. It is this agency which
of its own, if eligible, or in collaboration with other body corporate complies
the formalities of registering a mutual fund. Sponsors should have
professional competence, financial soundness and general reputation of
fairness and integrity in business transactions. For the purpose of grant of a
certificate of registration, the applicant i.e. the sponsor should have a sound
track record and general reputation of fairness and integrity in all his business
transactions. “Sound track record” shall mean the sponsor should be carrying
on business in financial services for a period of not less than five years; its
net worth is positive in all the immediately preceding five years and in the
immediately preceding year is more than the capital contribution of the
sponsor in the asset management company; and the sponsor has profits after
providing for depreciation, interest and tax in three out of the immediately
preceding five years. Sponsors are to identify and appoint trustees to act as
trustees for the mutual fund in accordance with the provisions of the
regulations. Sponsors are also to appoint an asset management company
(AMC) to manage the mutual fund and operate the scheme of such funds in
accordance with the provisions of these regulations. To ensure their
commitment in the mutual fund, sponsor is to contribute at least 40 per cent
of the net worth of the Asset Management Company. It is the duty of
sponsors to submit to SEBI the trust deed and draft of memorandum and
Articles of Association of AMC. Custodian is appointed in order to keep
custody of the securities or gold and gold related instrument or other assets of
the mutual fund.



7.4.2 Trust

To launch a MF, sponsor has to appoint a trust with trustees. A mutual fund
shall be constituted in the form of a trust and the instrument of trust shall be
in the form of a Trust Deed, duly registered under the provisions of the
Indian Registration Act, 1908 (16 of 1908). It is executed by the sponsor in
favour of the trustees named in such an instrument. The sponsor submits a
draft of trust deed to SEBI for creation of mutual fund trust with particulars
of the persons consenting to be the trustees. Once trust is formed, sponsors
takes a back seat and interaction with SEBI is undertaken by the trust. A
trustee is a person who holds the property of the mutual fund in trust for
the benefit of the unit holders. A trustee can either be as individuals
comprising a board of trustee or a trustee company.

Traditionally mutual funds have been operating with a board of trustees
but some have opted for a company to be appointed as a trustee to manage
the mutual fund. A person shall be eligible to be appointed as a trustee if he
is a person of ability, integrity and standing; has not been found guilty of
moral turpitude and has not been convicted of any economic offence or
violation of any securities laws. No asset management company and no
director (including independent director), officer or employee of an asset
management company shall be eligible to be appointed as a trustee of any
mutual fund. To ensure fair dealings, mutual fund regulations require that
one cannot be a trustee or a director of a trustee company in more than one
mutual fund. Further, at least 2/3rd of the trustees are to be independent of
the sponsors. These independent trustees, of course, enjoy multi
trusteeship provided that the object of the trust is not in conflict with the
object of the mutual fund. Trustee shall initially or any time thereafter be
appointed with prior approval of the Board.

Trustees appoint Asset Management Company (AMC) to float the
schemes in consultation with sponsors. The trustees are to evolve
Investment Management Agreement (IMA) to be entered into with AMC.
It is trustees’ duty to observe and ensure that AMC is managing schemes
in accordance with the trust deed. Trustees can dismiss the AMC. It is the
responsibility of trustees to supervise the collection of any income due to
be paid to the scheme. Trustees for their services are paid trusteeship fee
which is to be specified in the trust deed. Trustees are to present annual
report to the investors. They can call a meeting of the unit holders if a
requisition is filed. The SEBI (MF) Regulations to make trustees more
responsible and answerable has laid down Rights and obligations of the
trustees in these regulations.

Rights and obligations of the trustees: The trustees and the asset
management company shall with the prior approval of the Board enter into an
investment management agreement. The investment management agreement
shall contain such clauses as are mentioned in the Fourth Schedule and such
other clauses as are necessary for the purpose of making investments. The

Mutual Funds

159



Fee Based Services

160

trustees shall have a right to obtain from the asset management company such
information as is considered necessary by the trustees.

The trustees shall ensure before the launch of any scheme that the asset
management company, has:

1))

2)

3)

4)

5)

systems in place for its back office, dealing room and accounting;

appointed all key personnel including fund manager(s) for the scheme(s)
and submitted their bio-data which shall contain the educational
qualifications, past experience in the securities market with the trustees,
within 15 days of their appointment;

appointed auditors to audit its accounts;

appointed a compliance officer who shall be responsible for monitoring
the compliance of the Act, rules and regulations, notifications,
guidelines, instructions, etc., issued by the Board or the Central
Government and for redressal of investors grievances;

appointed registrars and laid down parameters for their supervision;

prepared a compliance manual and designed internal control mechanisms
including internal audit systems;

specified norms for empanelment of brokers and marketing agents;

obtained, wherever required under these regulations, prior in principle
approval from the recognised stock exchange(s) where units are
proposed to be listed.

The compliance officer appointed under clause (d) of sub-regulation (4)
shall immediately and independently report to the Board any non-
compliance observed by him.

The trustees shall ensure that an asset management company has been
diligent in empanelling the brokers, in monitoring securities transactions
with brokers and avoiding undue concentration of business with any
broker.

The trustees shall ensure that the asset management company has not
given any undue or unfair advantage to any associates or dealt with any
of the associates of the asset management company in any manner
detrimental to interest of the unit holders.

The trustees shall ensure that the transactions entered into by the asset
management company are in accordance with these regulations and the
scheme.

The trustees shall ensure that the asset management company has been
managing the mutual fund schemes independently of other activities and
have taken adequate steps to ensure that the interest of investors of one
scheme are not being compromised with those of any other scheme or of
other activities of the asset management company.



6)

7)

8)

9)

10)

11)

12)

13)

14)

15)

The trustees shall ensure that all the activities of the asset management
company are in accordance with the provisions of these regulations.

Where the trustees have reason to believe that the conduct of business of
the mutual fund is not in accordance with these regulations and the
scheme, they shall forthwith take such remedial steps as are necessary by
them and shall immediately inform the Board of the violation and the
action taken by them.

Each trustee shall file the details of his transactions of dealing in
securities with the Mutual Fund on a quarterly basis.

The trustees shall be accountable for, and be the custodian of, the funds
and property of the respective schemes and shall hold the same in trust,
for the benefit of the unit holders in accordance with these regulations
and the provisions of trust deed.

The trustees shall take steps to ensure that the transactions of the mutual
fund are in accordance with the provisions of the trust deed.

The trustees shall be responsible for the calculation of any income due to
be paid to the mutual fund and also of any income received in the mutual
fund for the holders of the units of any scheme in accordance with these
regulations and the trust deed.

The trustees shall obtain the consent of the unit holders— (a) whenever
required to do so by the Board in the interest of the unit holders; or (b)
whenever required to do so on the requisition made by three-fourth of
the unit holders of any scheme; or (c) when the majority of the trustees
decide to wind up or prematurely redeem the units.

The trustees shall ensure that no change in the fundamental attributes of
any scheme or the trust or fees and expenses payable or any other change
which would modify the scheme and affects the interest of unitholders,
shall be carried out unless,— (i) a written communication about the
proposed change is sent to each unit holder and an advertisement is
given in one English daily newspaper having nationwide circulation as
well as in a newspaper published in the language of region where the
Head Office of the mutual fund is situated; and (ii) the unit holders are
given an option to exit at the prevailing Net Asset Value without any exit
load.

The trustees shall call for the details of transactions in securities by the
key personnel of the asset management company in his own name or on
behalf of the asset management company and shall report to the Board,
as and when required.

The trustees shall quarterly review all transactions carried out between
the mutual funds, asset management company and its associates.
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16)

17)

18)

19)

20)

21)

22)

23)

The trustees shall quarterly review the net worth of the asset
management company and in case of any shortfall, ensure that the asset
management company makes up for the shortfall as per clause (f) of sub-
regulation (1) of regulation 21.

The trustees shall periodically review all service contracts such as
custody arrangements, transfer agency of the securities and satisfy itself
that such contracts are executed in the interest of the unit holders.

The trustees shall ensure that there is no conflict of interest between the
manner of deployment of its net worth by the asset management
company and the interest of the unit- holders.

The trustees shall periodically review the investor complaints received
and the redressal of the same by the asset management company.

The trustees shall abide by the Code of Conduct as specified in the Fifth
Schedule.

The trustees shall furnish to the Board on a half-yearly basis,— (a) a
report on the activities of the mutual fund; (b) a certificate stating that
the trustees have satisfied themselves that there have been no instances
of self-dealing or front running by any of the trustees, directors and key
personnel of the asset management company; (c) a certificate to the
effect that the asset management company has been managing the
schemes independently of any other activities and in case any activities
of the nature referred to in sub-regulation (2) of regulation 24 have been
undertaken by the asset management company and has taken adequate
steps to ensure that the interests of the unit holders are protected.

The independent trustees referred to in sub-regulation (5) of regulation
16 shall give their comments on the report received from the asset
management company regarding the investments by the mutual fund in
the securities of group companies of the sponsor.

Trustees shall exercise due diligence as under:
A. General Due Diligence

1)  The Trustees shall be discerning in the appointment of the directors
on the Board of the asset management company.

ii) Trustees shall review the desirability or continuance of the asset
management company if substantial irregularities are observed in
any of the schemes and shall not allow the asset management
company to float new schemes.

ii1) The Trustee shall ensure that the trust property is properly protected,
held and administered by proper persons and by a proper number of
such persons.



Vi)

B.

The Trustee shall ensure that all service providers are holding
appropriate registrations from the Board or concerned regulatory
authority.

The Trustees shall arrange for test checks of service contracts.

Trustees shall immediately report to the Board of any special
developments in the mutual fund

Specific Due Diligence

The Trustees shall:

i)

Vi)

vii)

obtain internal audit reports at regular intervals from independent
auditors appointed by the Trustees.

obtain compliance certificates at regular intervals from the Asset
Management Company.

hold meeting of trustees more frequently,

consider the reports of the independent auditor and compliance
reports of asset management company at the meetings of trustees for
appropriate action,

maintain records of the decisions of the Trustees at their meetings
and of the minutes of the meetings,

prescribe and adhere to a code of ethics by the Trustees, asset
management company and its personnel,

communicate in writing to the asset management company of the
deficiencies and checking on the rectification of deficiencies.

24) The trustees shall not be held liable for acts done in good faith if they
have exercised adequate due diligence honestly.

25) The independent directors of the trustees or asset management company

shall pay specific attention to the following, as may be applicable,

namely:-

i)

the Investment Management Agreement and the compensation paid
under the agreement,

service contracts with affiliates - whether the asset management
company has charged higher fees than outside contractors for the
same services,

selections of the asset management company’s independent
directors,

securities transactions involving affiliates to the extent such
transactions are permitted,
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v) selecting and nominating individuals to fill independent directors
vacancies,

vi) code of ethics must be designed to prevent fraudulent, deceptive or
manipulative practices by insiders in connection with personal
securities transactions,

vii) the reasonableness of fees paid to sponsors, asset management
company and any others for services provided,

viii) principal underwriting contracts and their renewals,

ix) any service contract with the associates of the asset management
company.

7.4.3 Custodians

Custodian is any agency carrying on the activity of safe keeping, carrying on
the business of providing custodial services. Custodial service in relation to
mutual fund, provides safe keeping of securities or gold or gold related
instruments held by a mutual fund or title deeds of real estate assets held by a
real estate mutual fund scheme, means the safekeeping of such securities or
goods or gold or gold related instruments or title deeds of real estate assets
and providing services incidental thereto. Safe custody includes services
like scheme-wise segregation of assets and their regular checking and
verification. It maintains accounts of all its assets kept in its custody, besides
their reconciling records. If there are any discrepancies these are to be
resolved by the custodian. Custodian also helps the mutual funds for
declaration and calculation of dividends, interest etc. It also undertakes
activities as a depository and collects the benefits or rights accruing to the
client in respect of all such assets. Custodian has a major role in settlement
of trade transactions initiated by fund manager. He ensures timely
matching of receipt and delivery of cash and securities. Depending on the
volume there can be co-custodian for a mutual fund. These custodians are
entitled to receive custodianship fee based on the average weekly value of
net assets or sale and purchase along with per certificate custody charges.

Mutual fund shall enter into a custodian agreement with the custodian, which
shall contain the clauses which are necessary for the efficient and orderly
conduct of the affairs of the custodian: The agreement, the service contract,
terms and appointment of the custodian are entered into with the prior
approval of the trustees and sent intimation of the same to the Board within
fifteen days of the appointment of the Custodian. In case of a gold exchange
traded fund scheme, the assets of the scheme being gold or gold related
instruments can be kept in custody of a bank which is registered as a
custodian with the Board. = No custodian should have interest or financial
association with the sponsor of its mutual fund.



7.4.4 Assets Management Company (AMC)

Assets Management Company is also known as Investment Manager.
Investment manager is the heart and brain of mutual fund. It is this agency
which actually manages the funds of MF. Prior to the SEBI Regulations, this
task was performed by sponsors themselves but regulations desire that
investment manager will be a separate body corporate. The sponsor and
trustees appoint AMC. The appointment of an asset management company
can be terminated by majority of the trustees or by seventy-five per cent of
the unit holders of the scheme. Any change in the appointment of the asset
management company shall be subject to prior approval of the Board and the
unit holders.

Asset Management Company should have a sound track record, general
reputation and fairness in transactions. The directors of the asset management
company should be persons having adequate professional experience in
finance and financial services related field and not found guilty of moral
turpitude or convicted of any economic offence or violation of any securities
laws. At least fifty per cent directors of AMC should not be associate of, or
associated in any manner with, the sponsor or any of its subsidiaries or the
trustees. The Chairman of the asset management company cannot be a
trustee of any mutual fund. An AMC should have a net worth of not less than
Rs.10 crores. It is the AMC which operates all the schemes of the fund.
Some of the main obligations of AMC are to take reasonable steps,
exercise due diligence to ensure that investments of scheme are as per
regulations and submit regular returns to the trustees regularly. AMC is to
appoint the custodian, registrar and share transfer agents file with the
trustees, the details of the transactions in securities by its officials in their
own name or on behalf of AMC. It is to abide by code of conduct
specified.

An asset management company shall not through any broker associated with
the sponsor, purchase or sell securities, which is average of 5 per cent or
more of the aggregate purchases and sale of securities made by the mutual
fund in all its schemes provided that the aforesaid limit of 5 per cent shall
apply for a block of any three months. Purchase or selling securities through
any other broker cannot be average of 5 per cent or more of the aggregate
purchases and sale of securities made in all its schemes, unless the asset
management company has recorded in writing the justification for exceeding
the limit of 5 per cent and reports of all such investments are sent to the
trustees on a quarterly basis. It cannot utilize the services of the sponsor or
any of its associates, employees or their relatives, for the purpose of any
securities transaction and distribution and sale of securities without
disclosing it to the unit holders and the brokerage or commission paid is also
disclosed in the half-yearly annual accounts of the mutual fund. The asset
management company shall file with the trustees the details of transactions in
securities by the key personnel of the asset management company in their
own name or on behalf of the asset management company and shall also
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report to the Board, as and when required by the Board. In case the asset
management company enters into any securities transactions with any of its
associates a report to that effect shall be sent to the trustees at its next
meeting. In case any company has invested more than 5 per cent of the net
asset value of a scheme, the investment made by that scheme or by any other
scheme of the same mutual fund in that company or its subsidiaries are to be
brought to the notice of the trustees.

The asset management company is to file with the trustees and the Board - (a)
detailed bio-data of all its directors along with their interest in other
companies within fifteen days of their appointment; (b) any change in the
interests of directors every six months; and a quarterly report to the trustees
giving details and adequate justification about the purchase and sale of the
securities of the group companies of the sponsor or the asset management
company. Each director of the asset management company shall file the
details of his transactions of dealing in securities with the trustees on a
quarterly basis in accordance with guidelines issued by the Board.

There are some restrictions on AMCs. It cannot act as a trustee of any
mutual fund; neither undertake any other business activities except activities
in the nature of portfolio management services, management and advisory
services to offshore funds, pension funds, provident funds, venture capital
funds, management of insurance funds, financial consultancy etc. if these are
not in conflict with the activities of the mutual fund; nor the asset
management company can invest in any of its schemes unless full disclosure
of its intention to invest has been made in the offer documents and cannot
charge any fees on its investment in that scheme.

Working of AMC

As already stated, real business of mutual fund is conducted by its AMC. The
activities of AMC are carried out by a team of experts. In this team besides
other professionals, there are normally three specialists i.e fund manager,
researchers and dealers. Each AMC manages the fund through a fund
manager. He is to decide which primary issues are to be subscribed and
which script are to be selected from secondary market. Response to questions
like how much, at what rate and when is also the prerogative of fund
manager. Disinvestment is also to be planned by fund manager. Thus, in one
sense the outcome of any mutual fund schemes reflects the efficiency or
inefficiency of the fund manager. Fund manager, of course is guided in his
actions by a search cell which constantly studied the market (capital as well
as money). They can engage outside agencies for this purpose or have their
own research cell. Dealer is yet another person who facilitates AMC’s
working. Normally big MF’s have their own divisions looking after sale and
purchase of securities market. The incharge is known as dealer. For small
funds, it may not be advisable to have independent dealing department. A set
of brokers, approved by Board of director of AMC, is assigned this job.



The main activities of AMC are: Designing a scheme, Launching a scheme,
Marketing a scheme, and investment management of the scheme.

a)

b)

Designing a Scheme: Designing a scheme is a prime task of fund
manager or fund committee. It is an exercise equivalent to product
development in a manufacturing concern. They are to design a scheme
depending on expectations of investors. Besides the basic features of the
scheme, some innovative features can be added to provide additional
return or additional service facilities. In this exercise researchers can play
a very substantial role. Study of existing scheme operating in the market
is necessary. Every close ended scheme, other than an equity linked
savings scheme (ELSS), shall be listed on a recognised stock exchange
within such time period and subject to such conditions as specified by the
Board. Units of a close ended scheme, other than those of an (ELSS),
shall not be repurchased before the end of maturity period of such
scheme. The units of close ended scheme may be converted into open
ended scheme, if the offer document of such scheme discloses the option
and the period of such conversion; or the unit holders are provided with
an option to redeem their units in full. A close ended scheme shall be
fully redeemed at the end of the maturity period but may be allowed to be
rolled over if the purpose, period and other terms of the roll over and all
other material details of the scheme are disclosed.

Launching a Scheme: Once a scheme has been designed and approved
by trustees, necessary steps are initiated to launch it. To launch a scheme,
information to SEBI is a prerequisite. SEBI studies the particulars of the
scheme contained in the proposed prospectus. There is a specific format
prescribed by SEBI for the offer document or prospectus. Normally
efforts are made by fund manager to disclose each and every possible
feature of a scheme which influence the investor’s decision for
investment and ensure protection of investor’s interest. The Board may
in the interest of investors require the asset management company to
carry out such modifications in the offer document as it deems fit. In
case no modifications are suggested by the Board in the offer document
within 21 working days from the date of filing, the asset management
company may issue the offer document. The offer document shall
contain the disclosure regarding the prior in principle approval obtained
from the recognized stock exchange(s), where units are proposed to be
listed in accordance with these regulations. Such-offer document of open-
ended schemes are to be revised at least once in two years.

Marketing a Scheme: Necessary arrangements are to be made
simultaneously for successful marketing of a scheme. All type of stationary
is planned and got printed. Marketing strategy to a great extent determines
the success of a scheme. Advertisement is a very important feature of
marketing strategy. SEBlI (MF) Regulations have laid down broad
advertisement code. Advertisement should be true and fair and should not
contain a statement which is false and misleading. If minimum returns are
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advertised it should indicate the resources available to back such guarantee.
A very crucial point regarding marketing is the time when the scheme is to
be made open. A scheme of a mutual fund other than the initial offering
period of ELSS shall not be open for subscription for more than 15 days.

d) Investment Management: Investment process starts once funds reach
mutual funds. The investment strategy is spelled out clearly in the Offer
document issued at time of launching the scheme. Unless a scheme is
industry specific scheme, every scheme invests its corpus in wide range
of securities to ensure diversification. A mutual fund may invest money
collected under any of its schemes only in:

a) securities;
b) money market instruments;
c) privately placed debentures;

d) securitized debt instruments, which are either asset backed or
mortgage backed securities;

e) gold or gold related instruments and silver or silver related
instruments;

f) real estate assets as defined in the regulations (Separate Provisions)
g) infrastructure debt instrument and assets (Separate Provisions)

h) any other assets or instruments as may be specified by the Board from
time to time.

Any investment made shall be in accordance with the investment objective of
the relevant mutual fund scheme. Money collected under any money market
scheme of a mutual fund shall be invested only in money market instruments.
Money collected under any gold exchange traded fund scheme shall be
invested only in gold or gold related instruments, in accordance with
regulations. Money collected under a real estate mutual fund scheme shall be
invested in accordance with regulations. Similarly money collected under any
silver exchange traded fund scheme shall be invested only in silver or silver
related instruments, in accordance with regulations.

To protect interest of investors and ensure fairness in dealings, SEBI (MF)
Regulations have also specified out some restrictions on investments (given
below) to be made by mutual funds.

Restrictions on investments

e A mutual fund scheme shall not invest more than 15% of its NAV in debt
instruments (no limit for government securities) issued by a single issuer
which are rated not below investment grade by a credit rating agency
authorised to carry out such activity under the Act. Such investment limit
may be extended to 20% of the NAV of the scheme with the prior
approval of the Board of Trustees and the Board of Asset Management
Company.



A mutual fund scheme shall not invest more than 10% of its NAV in
unrated debt instruments issued by a single issuer and the total investment
in such instruments shall not exceed 25% of the NAV of the scheme.

No mutual fund scheme shall invest more than 30% of its net assets in
money market instruments (no limit for government securities) of an
issuer.

No mutual fund under all its schemes should own more than 10% of any
company’s paid-up capital carrying voting rights.

Transfers of investments from one scheme to another scheme in the same
mutual fund shall be allowed only if - such transfers are done at the
prevailing market price for quoted instruments on spot basis or the
securities so transferred shall be in conformity with the investment
objective of the scheme to which such transfer has been made.

A scheme may invest in another scheme under the same asset
management company or any other mutual fund without charging any
fees. The aggregate inter scheme should not exceed 5% of the net asset
value of the mutual fund. This clause does not apply to any fund of funds
scheme.

A mutual fund may engage in short selling and derivatives transactions in
a recognized stock exchange of securities in accordance with the
framework specified by the Board.

Every mutual fund shall get the securities purchased or transferred in the
name of the mutual fund on account of the concerned scheme, wherever
investments are intended to be of long-term nature.

Pending deployment of funds of a scheme in terms of investment
objectives of the scheme, a mutual fund may invest them in short term
deposits of schedule commercial banks, subject to such Guidelines as
may be specified by the Board.

No mutual fund scheme shall make any investment in, - (a) any unlisted
security of an associate or group company of the sponsor; or (b) any
security issued by way of private placement by an associate or group
company of the sponsor; or (c) the listed securities of group companies of
the sponsor which is in excess of 25 per cent of the net assets.

No scheme of a mutual fund shall make any investment in any fund of
funds scheme.

No mutual fund scheme shall invest more than 10 % of its NAV in the
equity shares or equity related instruments of any company provided that,
the limit of 10 per cent shall not be applicable for investments in case of
index fund or sector or industry specific scheme.
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e A fund of funds scheme shall not invest in any other fund of funds
scheme. Such scheme shall not invest its assets other than in schemes of
mutual funds, except to the extent of funds required for meeting the
liquidity requirements for the purpose of repurchases or redemptions, as
disclosed in the offer document of fund of funds scheme.

e A mutual fund may invest in the units of Real Estate Investment Trusts
(REITs) and Infrastructure Investment Trusts (InvITs) subject to the
following:

a) No mutual fund under all its schemes shall own more than 10% of units
issued by a single issuer of REIT and InvIT; and

b) a mutual fund scheme shall not invest More than 10% of its NAV in the
units of REIT and InvIT; and More than 5% of its NAV in the units of
REIT and InvIT issued by a single issuer, but these limits shall not be
applicable for investments in case of index fund or sector or industry
specific scheme pertaining to REIT and InvIT.

These investment restrictions specified do not apply to a gold exchange
traded fund scheme and silver exchange traded fund scheme. The mutual
fund having an aggregate of securities which are worth Rs. 10 crores or more,
shall be only through dematerialized securities. The mutual fund shall not
borrow except to meet temporary liquidity needs of the mutual funds for the
purpose of repurchase, redemption of units or payment of interest or dividend
to the unit holders. But such borrowings cannot be more than 20 per cent of
the net asset of the scheme and the duration of such a borrowing shall not
exceed a period of six months. The mutual fund shall not advance any loans
for any purpose. A mutual fund may lend and borrow securities in
accordance with the framework relating to short selling and securities lending
and borrowing specified by the Board.

A gold exchange traded fund scheme shall be invested only in gold or gold
related instruments and a silver exchange traded fund scheme shall be
invested only in silver or silver related instruments except to the extent
necessary to meet the liquidity requirements for honouring repurchases or
redemptions, can be invested in term deposits of scheduled commercial
banks. The funds of a scheme cannot be used in carry forward transactions
but a mutual fund can enter into derivatives transactions on a recognized
stock exchange. A mutual fund can also enter into short selling transactions
on a recognized stock exchange.

Mutual funds may enter into underwriting agreement after obtaining a
certificate from SEBI authorizing it to carry on activities as underwriters. For
the purpose of these regulations, the underwriting obligation will be deemed
as if investments are made in such securities. The capital adequacy norms for
the purpose of underwriting shall be the net asset of the scheme but the
underwriting obligation of a mutual fund shall not at any time exceed the
total net asset value of the scheme.



Activity 7.2 Mutual Funds

1) Collect offer documents of five different mutual funds and identify their
sponsors, trustee, custodians and AMCs

i1) Write down four major functions of each of the following:

a) Sponsor, b) Trust, c¢) Custodian and d) AMC

7.5 MUTUAL FUND PRODUCTS

Like issuing prospectus for issue of share capital by a company, a mutual
fund raises funds by issuing a similar statement communicating
prospective unit holders about the management policies and operations. It
is known as ‘offer document’. What type of product (scheme) they are
offering is specified in this statement. The objective of the mutual fund
scheme launched is clearly spelled out facilitating the investor to choose a
scheme, meeting his own investment objectives. Since the investors are
the customers of mutual funds, depending on their requirements schemes
are designed. Innovation in scheme designing depends on how correctly
these funds understand the changing needs of investors and growth of the
economy. Still commonly mutual fund schemes can be classified in the
following broad categories:

a) Operation based classification

b) Investment objective based classification

c) Location based classification

d) Expense based classification.

e) Resource based classification

a) Operation Based Classification: Mutual Funds are classified into two

categories on the basis of their operations as (i) Open-ended and (ii)
Close-ended
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i)

b)

Open-ended: Such funds do not have a fixed resource base; it implies
that resources available go on changing. This is so because entry to this
type of fund is always open except during book closure thus, number of
outstanding units goes on changing constantly. The issuing mutual fund is
always ready to repurchase its units at repurchase rate. Units of such
funds are generally not publicly traded. After making initial issue such
funds always operate in secondary market, here investors buy or sell
directly with these funds, on a rate near to its net asset value (NAV)
normally less than NAV. In U.S.A. investment companies having open
end funds are known as mutual funds. In India the very first scheme of
first mutual fund UTI was US-64 and it was an open-ended scheme.

Close-ended: Any fund other than open fund is close-ended fund. Such
fund has a definite target amount and cannot sell more units after its
initial offering. Its shares/units are listed and quoted at stock exchange.
So, after initial issue is closed, any potential investor can buy them only
in secondary market through stock exchange. One peculiar feature of such
fund is that it generally has redemption period after which investor can
redeemed their units. Such duration is normally 5 to 7 years and in
exceptional situation this redemption period may be extended further.
Theoretically market price of unit of a closed end fund should be near
NAYV but market factors play crucial role in price fixation. Once the
redemption period approaches, the investment of scheme is sold and
account of unit holders is settled finally. In India schemes like Master
share of UTI are close end schemes. There is one varied form of close-
ended fund. It is known as ‘Interval Fund’. These are close ended but
offer regular repurchase and resale at fixed interval. Recently SEBI has
given a green signal to launch such schemes.

A mutual fund in India can issue only open end and close ended schemes.

Investment Objective Based Classification: To meet varied needs of
prospective investors every mutual fund designs its schemes. As
mentioned earlier, accordingly the later predetermine and declare
objectives of schemes. For attaining different objectives different mix of
investments or portfolio are arranged. On the basis of investment
objectives, with a purpose of consistency, the schemes are classified by
SEBI as:

1) Equity Schemes,

1) Debt Schemes,

ii1) Hybrid Schemes,

iv) Solution Oriented Schemes and
v) Other Schemes.

Equity Schemes: This category of schemes gives highest priority to
appreciation in the value of unit. These are thus more concerned with



capital gains than income. Such appreciation can be attained only by
investing in equity shares that is why some times these are also called as
Equity schemes. Investment pattern is more aggressive than that of
income schemes. The corpus is invested in shares of established
companies of industries, whose earnings are expected to grow fast. Some
growth schemes are also categorised as ‘aggressive growth’ schemes.
Their portfolio is also equity oriented but such equity whose potential in
value appreciation is very high or which are somewhat out of the
mainstream such as those in new coming up industry temporarily out of
flavor. Their stock prices are expected to grow faster than the total of
corporate profits. Growth schemes necessarily do not pay regular returns
to their investors. The investors normally get appreciation in value of
their units after some time. An investor who selects such fund should be
able to assume a higher than normal degree of risk.

In category of equity fund SEBI has identified the following types of
schemes:

e Multi Cap Fund with minimum investment of 65% of total assets in
equity & equity related instruments across large cap, mid cap, small
cap stocks.

e Large Cap Fund with minimum investment of 80% of total assets in
equity & equity related instruments of large cap companies.

o Large & Mid Cap Fund which has Minimum investment of 35% of
total assets in equity & equity related instruments of large cap
companies.

e Mid Cap Fund with Minimum investment of 65% of total assets in
equity & equity related instruments of mid cap companies.

o Small cap Fund scheme with Minimum investment of 65% of total
assets in equity & equity related instruments of small cap companies.

e Dividend Yield Fund Scheme which predominantly invests in
dividend yielding stock with minimum investment of 65% of total
assets in equity & equity related instruments.

e Value Fund Scheme which follows a value investment strategy with
minimum investment of 65% of total assets in equity & equity related
instruments.

e (Contra Fund Scheme which follows a contrarian investment strategy
(a mutual fund can issue either of these two types i.e. Value or
Contra).

o Focused Fund: A scheme focused on the number of stocks (maximum
30) with minimum investment of 65% of total assets in equity &
equity related instruments.
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e Sectoral/Theatimc Fund: Minimum investment of 80% of total assets
in equity & equity related instruments of a particular sector/ particular
theme.

e ELSS with minimum investment of 80% of total assets (in accordance
with Equity Linked Saving Scheme 2005.

ii) Debt Scheme: The schemes having highest priority to generate maximum

current income are termed as income schemes. These schemes employ
their resources in high yielding debts/bonds. There are two aspects of
income Scheme. In view of regular and steady return to investors, the
corpus of schemes is invested mainly in fixed income bearing securities
like bonds, debentures, movement securities etc. that is why such
schemes are also known as Debt schemes. Equity shares are also taken in
a very small proportion in portfolios but only those which have
consistently good record of dividend payment. Conservative investment
strategy dominates the income schemes with modest amount of risk. We
in India do not have any scheme which has exclusively debt based
portfolio. Such schemes declare and distribute income regularly say half
yearly or yearly. Income schemes are floated to meet the requirements of
investors who look for regular returns rather than growth in their
investments.

In the category of debt fund SEBI has specified following types of
schemes:

e Overnight Fund with investment in overnight securities having
maturity of 1 day.

e Liquid Fund with investment in Debt and money market securities
with maturity of upto 91 days.

e Ultra Short Duration Fund with investment in Debt & Money Market
instruments such that the Macaulay duration of the portfolio is
between 3 months - 6 months.

e Low Duration Fund with investment in Debt & Money Market
instruments such that the Macaulay duration of the portfolio is
between 6 months - 12 months.

e Money Market Fund with investment in Money Market instruments
having maturity upto lyear.

e Short Duration Fund with investment in Debt & Money Market
instruments such that the Macaulay duration of the portfolio is
between lyears -3 years.

e Medium Duration Fund with investment in Debt & Money Market
instruments such that the Macaulay duration of the portfolio is
between 3 years-4years.



e Medium to Long Duration Fund with Investment in Debt & Money Mutual Funds
Market instruments such that the Macaulay duration of the portfolio is
between 4years-7years.

e Long Duration Fund with investment in Debt & Money Market
instruments such that the Macaulay duration of the portfolio is more
than 7 years.

e Dynamic Bond with investment across duration.

e (Corporate Bond Fund with minimum investment in corporate bonds
80% of total assets (only in AA+ and above rated corporate bonds).

e Credit Risk Fund with minimum investment in corporate bonds, 65%
of total assets (only in AA* and below rated corporate bonds).

e Banking and PSU Fund with minimum investment in Debt
instruments of banks, Public Sector Undertakings, Public Financial
Institutions and Municipal Bonds 80% of total assets.

e Gilt Fund with minimum investment in Gsecs 80% of total assets
(across maturity). Gilt Fund with 10 year’s constant duration with
Minimum investment in Gsecs 80% of total assets such that the
Macaulay duration of the portfolio is equal to 10 years.

e Floater Fund with Minimum investment in floating rate instruments
(including fixed rate instruments converted to floating rate exposures
using swaps/derivatives) 65% of total assets.

iii) Hybrid Schemes: Such schemes constitute their portfolio mix in a
combination of equity and preference shares and fixed income securities.
Such a portfolio enables the fund to conserve investor’s principal, to pay
current income as well as to increase both principal and income. The ratio
of equity and debt securities differs from fund to fund, scheme to scheme.
Such funds which offer a blend of immediate average return and
reasonable capital appreciation are known as conservative fund. These
are also known as “middle of the road” funds. Such funds divide their
portfolio in common stocks and bonds in a way to achieve the desired
objectives. Such funds have been most popular and appeal to the
investors who want both growth and income. We come across, another
type of fund termed as ‘Dual funds’. In such funds half the units are
offered to those investors who wish regular income and half to those
investors who wish growth. All dividend income of the fund is distributed
among the former whereas any capital gains or losses are shared by the
latter category.

In category of hybrid fund SEBI has identified the following types of
schemes:

o Equity Savings Scheme An open-ended scheme investing in equity,
arbitrage and debt which has minimum investment in equity & equity 175
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related instruments 65% of total assets and Minimum investment in
debt -10% of total Assets.

Arbitrage Fund Scheme is an open-ended scheme investing in
arbitrage opportunities following arbitrage strategy. Minimum
investment in equity & equity related instruments 65% of total assets.

Multi Asset Allocation Scheme is an open-ended scheme investing in
at least three asset classes with a minimum allocation of at least 10%
each in all three asset classes.

Dynamic Asset Allocation or Balanced Advantage is an open-ended
dynamic asset allocation fund which has Investment in equity/ debt
that is managed dynamically.

Aggressive Hybrid Fund is an open-ended hybrid scheme investing
predominantly in equity and equity related instruments. Equity &
Equity related instruments -between 65% and 80% of total assets;
Debt instruments between 20% and 35% of total assets.

Balanced Hybrid Fund is an open-ended balanced scheme investing
in equity and debt instruments between 40% and 60% of total assets.
No Arbitrage would be permitted in this scheme.

Conservative Hybrid Fund is an open-ended hybrid scheme investing
predominantly in debt instruments. Investment in equity & equity
related instruments between 10% and 25% of total assets and
investment in Debt Instruments between 75% and 90% of total assets.

Mutual Funds are permitted to offer either an Aggressive Hybrid fund or
Balanced fund.

iv) Solution Oriented Schemes: In such schemes portfolio is designed to
achieve a specific purpose like solution for retirement. In case of Solution

oriented schemes, there will be specified period of lock in. In order to
help investors looking for such solutions, SEBI has allowed the following
two schemes:

Retirement Fund An open-ended retirement solution, oriented scheme
having a lock in of 5 years or till retirement age (whichever is earlier)

Children's Fund Scheme An open-ended fund having a lock -in for at
least 5 years or till the child attains age of major whichever is earlier.

Other Schemes: In category of other schemes SEBI has identified the
following types of schemes:

Index Funds/ ETFs: An open-ended scheme with Minimum
investment in securities of a particular index (which is being
replicated/ tracked) 95% of total asset replicating/ tracking index.



o FoFs (Overseas/Domestic): An open-ended fund of fund scheme
investing in fund (mentioned the underlying fund) with minimum
investment in the underlying fund - 95% of total assets.

Activity 7.3

i)

c)

d)

Compare between close-end schemes and open ended schemes.

Location Based or Geographical Classification: Territorial restrictions
are imposed on the mutual funds to raise the corpus and to the market in
which they are to transact. The mutual funds which operate within one
nation's geographical limit are termed as ‘domestic mutual fund’ for that
country. Only nationals of that country can subscribe to the corpus of
such schemes. On the otherhand the ‘off shore mutual funds’ are those
wherein corpus is made up of foreign capital and subscribed by people
outside the country for the purpose of investment in the host country.
These are also known as country fund. Only such countries can have ‘off
shore mutual funds’ which have a developed capital market. These funds
could be either open-end or close-end funds. Another type of fund which
we can refer here is ‘global funds’, these funds besides investing in
capital market of the parent country can invest in markets worldwide. On
the otherhand there are ‘international funds’ which are permitted to invest
only in markets worldwide except the country that launches such fund.

Expenses Based Classification: Mutual funds can be classified again on
the basis of associated expenses. There are ‘load Scheme’ and ‘No load
Scheme’. Load schemes are the schemes which impose a charge on the
buyer and/or seller of units at the time of buying or selling units. Loads
can be of two types ‘front end load’ and ‘back end load’. These are the
charges made from the investors who buy unit (in case of open-end fund)
from the fund. Back-end load is the redemption fee which is deducted
from investment when the units are encashed by the investors. This
charge is normally smaller than front end load. Schemes charging front
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end load are called load schemes. If there is no front end load and units
are sold to prospective investors at NAV, such schemes are called ‘No
Load Scheme’. Such schemes sometimes of course, charge back end load
or redemption charges that too if redemption is within a specified short
period from date of purchase.

e) Resource based classification: This classification is based on the
criterion of raising funds by mutual funds. Broadly there are two types
One is leverage based and the other is non-leverage based. The
schemes which borrow investible funds, if permitted by legal
provisions, from the market are leveraged schemes. By making
investments of borrowed funds, leverage benefits are made available to
the mutual fund investors. Those schemes which do not borrow for
investment purposes are non-leveraged funds. In India leveraged funds
are not permitted.

A mutual fund scheme is launched by the asset management company only
after the scheme is approved by the trustees and a copy of the offer document
has been filed with the Board. This offer document contains disclosures
which are adequate in order to enable the investors to make informed
investment decision. SEBI may in the interest of investors require the asset
management company to carry out such modifications in the offer document
as it deems fit. If the Board does not suggest any modifications within 21
working days from the date of filing, the asset management company may
issue the offer document. The offer document is disclosure that approval has
been obtained from the recognized stock exchange(s), where units are to be
listed.

The asset management company shall provide an option to the unit holder to
nominate anyone who gets ownership in the event of unit holder’s death.
Every close ended scheme, other than an equity linked savings scheme, shall
be listed on a recognized stock exchange within such time period and subject
to such conditions as specified by the Board. The units of such close ended
schemes may be open for sale or redemption at fixed predetermined intervals
if the maximum and minimum amount of sale or redemption of the units and
the periodicity of such sale or redemption have been disclosed in the offer
document. Owners of close ended scheme hold units in dematerialized form
and the asset management company issues them, a statement of accounts
specifying the number of units in dematerialized form as soon as possible.

The units of close ended scheme may be converted into open-ended scheme,
if the offer document of such scheme discloses the option and the period of
such conversion; or the unit holders are provided with an option to redeem
their units in full. Units of a close ended scheme, other than those of an
equity linked savings scheme shall not be repurchased before the end of
maturity period of such scheme. A close-ended scheme may be allowed to be
rolled over if the purpose, period and other terms of the roll over and all other



material details has been filed with the Board. Such roll over will be allowed
only in the case of those unit holders who express their consent in writing.

Mutual fund schemes generally do not guarantee returns in a scheme. But
such returns can fully be guaranteed if the sponsor or the asset management
company agree to it and file a statement indicating the name of the person
who will guarantee the return and the manner in which the guarantee is to be
met. To meet the needs of investors, a close ended scheme may be launched
with capital protection feature if the units of the scheme are rated by a
registered credit rating agency from the viewpoint of the ability of its
portfolio structure to attain protection of the capital invested therein and there
is compliance with requirements of the Board.

A scheme of a mutual fund can be wound up, if in the opinion of the trustees
or SEBI it is justified or if seventy-five per cent of the unit holders of a
scheme pass a resolution that the scheme be wound up. Such winding up can
be only after repaying the amount due to the unit holders. The trustees shall
give notice disclosing the circumstances leading to the winding up of the
scheme to the Board; and in two daily newspapers having circulation all over
India. However a close-ended scheme is to be wound up on the expiry of
duration fixed in the scheme on the redemption of units.

Launching and Managing a MF Scheme

Broad activities involved in launching and managing a scheme by a mutual
fund is depicted in Chart 1. It is not a conclusive list of activities but
highlights the major activities. Moreover, the sequence of the activities is not
perfect since many of the activities may be performed simultaneously.
Depending on the strategies some of the specified activities may be
performed by some outside agencies. AMCs can have different sections to
perform a separate set of specified activities. Different sections can be
General Administration, Accounts, Investment, Marketing, Research and
Secretarial. On the basis of activities in Chart 1 an AMC may evolve ‘Pre-
Issue department and Post-Issue department besides a General
Administration department’.

Activity 7.4
1) Differentiate between Open ended scheme and Close ended Schemes

2) Consult any financial newspaper and list five mutual fund schemes in
operation in India under each of the following categories of schemes:
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1) Equity Schemes

7.6 NAV AND UNIT PRICING

In mutual fund literature Net Asset Value (NAV) is the most common
concept to be used and for anyone concerned with mutual fund it is most
sought after criterion for making decision. This is value per mutual fund unit.
NAV is indicator of the ‘intrinsic worth’ of a mutual fund scheme. How it is
computed and used is discussed here.

COMPUTATION OF NAV

SEBI, an agency to protect investors interest, requires every scheme to
declare NAV at regular intervals and to communicate it to investors at
desired intervals. How NAV is to be calculated has not been specified till
now but the only requirement in this regard has been to get the NAV formula
approved from SEBI, it implies that different mutual fund can follow
different formula to compute NAV. Despite it, the ingredients of NAV
calculations are the same. There are two approaches for NAV. One is based
on assets of the scheme, other is based on capital of the scheme, in the former
case the market value of investment or cost of investments along with the net
unrealised gains on investments and accrued incomes are reduced by
liabilities and resultant is divided by outstanding number of units. In the later
case, to the capital and reserves and surpluses, appreciation of all listed and
unlisted securities is added along with net revenue, after providing for issue
expenses and other operational expenses and resultant is divided by number
of units.

Net Asset Value of each scheme, in simple terms, can be calculated by
dividing the net assets of the scheme by the number of units outstanding on
the valuation date.



NAVis=(M+0)-L/U
where: M - is market value of securities held, O - other assets,

L - is liabilities and U - no. of units outstanding
on the date.

Protecting the interest of small investors for computing M and U, SEBI has
laid down norms. It has also prescribed limits on, expenses on issue and other
expenses which helps in fair, comparable and reliable computation of L. All
these have been discussed in this lesson. If one of these variables changes the
NAYV will change. To make NAYV reliable and comparable SEBI has spelled
out norms for valuing investments. Similarly to check malpractices in
charging expenses to schemes, limitations have been prescribed on expenses
to be charged.

Investment valuation norms

Mutual fund shall value its investments, for computing NAV, according to
the valuation norms laid by SEBI. Few important points are as under

Traded Securities shall be valued at the last quoted closing price on the stock
exchange where security is traded most. When on a particular valuation day,
a security has not been traded on the selected stock exchange, the value at
which it is traded on another stock exchange may be used. If a security is not
traded on any stock exchange on a particular valuation day, the value at
which it was traded on the selected stock exchange or any other stock
exchange on the earliest previous day may be used.

Non-traded securities, the scrip is treated as a ‘non-traded’ scrip when a
security is not traded on any stock exchange for a period of thirty days prior
to the valuation date shall be valued “in-good faith” by the asset management
company on the basis of appropriate valuation methods based on the
principles approved by the Board of the asset management company. For
the purpose of valuation of non-traded securities, the following principles
should be adopted:— (a) equity instruments shall generally be valued on the
basis of capitalization of earnings solely or in combination with the net asset
value, using for the purposes of capitalization, the price or earnings ratios of
comparable traded securities and with an appropriate discount for lower
liquidity; (b) debt instruments shall generally be valued on a yield to maturity
basis, the capitalization factor being determined for comparable traded
securities and with an appropriate discount for lower liquidity; (c) while
investments in call money, bills purchased under rediscounting scheme and
short-term deposits with banks shall be valued at cost plus accrual; other
money market instruments and Government securities shall be valued at the
yield at which they are currently traded. (d) in respect of convertible
debentures and bonds, the non-convertible and convertible components shall
be valued separately.

The value of the “rights” shares should be calculated as:
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Vr =n/m x (Pex - Pof)
Where Vr = Value of rights n = No. of rights offered

m = No. of original shares held Pex = Ex-rights price Pof = Rights
Offer Price.

Value of Gold held by a gold exchange traded fund scheme shall be valued at
the AM fixing price of London Bullion Market Association (LBMA) in US
dollars per troy ounce for gold having a fineness of 995.0 parts per thousand.

All expenses and incomes accrued upto the valuation date shall be considered
for computation of net asset value. For this purpose, while major expenses
like management fees and other periodic expenses should be accrued on a
day-to-day basis, other minor expenses and income need not be so accrued,
provided the non-accrual does not affect the NAV calculations by more than
1%.

Any changes in securities and in the number of units (U) be recorded in the
books not later than the first valuation date following the date of transaction.

Limitation on fees and expenses on issue of schemes

All expenses are to be clearly identified and appropriated in the individual
schemes. Fees and expenses, which can be recurring as well as non-recurring,
are given below along with limits prescribed on these. Any expenditure in
excess of the limits specified below are to be borne by the asset management
company or by the trustee or sponsors not by the scheme.

1) The non-recurring fees, the investment management and advisory fee,
which Asset Management Company may charge the mutual fund are fully
disclosed in the offer document subject to the following namely :(—

1) One and a quarter of one per cent of the weekly average net assets
outstanding in each accounting year for the scheme concerned, if
the net assets do not exceed Rs.100 crores, and

11)  One per cent of the excess amount over Rs.100 crores, where net
assets so calculated exceed Rs.100 crores. In case of an index fund
scheme, the investment and advisory fees shall not exceed three
fourths of one percent (0.75%) of the weekly average net assets.

2) Recurring expenses are fully chargeable by asset management company
to the mutual fund and these are namely: (i) marketing and selling
expenses including agents’ commission, if any ; (ii) brokerage and
transaction cost ; (iii) registrar services for transfer of units sold or
redeemed ; (iv) fees and expenses of trustees ; (v) audit fees ; (vi)
custodian fees ; (vii) costs related to investor communication ; (Vviii) costs
of fund transfer from location to location ; (ix) costs of providing account
statements and dividend/redemption cheques and warrants ; (X) insurance
premium paid by the fund ; (xi) winding up costs for terminating a fund



or a scheme ; (xii) costs of statutory advertisements ; (xii-a) in case of a
gold exchange traded fund scheme, recurring expenses incurred towards
storage and handling of gold; (xii-b) in case of a capital oriented scheme,
rating fees; (xii-c) in case of a real estate mutual fund scheme, insurance
premia and costs of maintenance of the real estate assets (excluding costs
of development of such assets) over and above the expenses specified in
regulation 52 to the extent disclosed in the offer document; (xii-d) listing
fees, in case of schemes listed on a recognised stock exchange; and (xiii)]
such other costs as may be approved by the Board.

The total expenses i.e. recurring and non-recurring for the scheme
excluding issue or redemption expenses, whether initially borne by the
mutual fund or by the asset management company, shall be subject to the
following limits:—

a)

b)

in case of a fund of funds scheme, the total expenses of the scheme
including the management fees shall be either:- (i) not exceeding 0.75%
of the daily or weekly average net assets, depending upon whether the
NAYV of the scheme is calculated on daily or weekly basis; or (ii) it may
consist of - (A)management fees for the scheme not exceeding 0.75% of
the daily or weekly average net assets depending upon whether the NAV
of the scheme is calculated on daily or weekly basis; (B) other expenses
relating to administration of the scheme; and (C) charges levied by the
underlying schemes: Provided that the sum total of (A), (B) and the
weighted average of the total expense ratio of the underlying schemes
shall not exceed 2.50% of the daily or weekly average net assets of the
scheme.

in case of an index fund scheme or exchange traded fund, the total
expenses of the scheme including the investment and advisory fees shall
not exceed one and one an half percent (1.5%) of the weekly average net
assets;

in case of any other scheme-

1) on the first Rs.100 crores of the daily or average weekly net assets
2.5%;

i1) on the next Rs.300 crores of the daily or average weekly net assets
2.25%;

i1i1) on the next Rs.300 crores of the daily or average weekly net assets
2.0%;

iv) on the balance of the assets 1.75%: Provided that in respect of a
scheme investing in bonds such recurring expenses shall be lesser by
at least 0.25% of the daily or weekly average net assets outstanding in
each financial year.
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The market value of the underlying assets or securities changes every day
accordingly the Net Asset Value of the scheme also changes daily. NAV is
computed every day by 9 p.m. and is to be published daily in at least two
newspapers for open ended schemes whereas for close ended it is required on
weekly basis. Investors use NAV for their decision of sale and purchase of
units. They can get same day NAV only if they submit the application and
amount in fund’s account by 3p.m. on a business day. The Net Asset Value
of any scheme for special target segment or any monthly income scheme
which are not mandatory, required to be listed in any stock exchange, may
publish the Net Asset Value at monthly or quarterly intervals as may be
permitted by the Board.

Pricing the Units

The price at which the units may be subscribed or sold by investors and the
price at which such units may at any time be repurchased by the mutual fund
is to be made available to the investors. It is based on NAV. To protect
interest of small investors SEBI has given formula for fixing sale price or
repurchase price. The repurchase price cannot be lower than 93 per cent of
the Net Asset Value and the sale price not higher than 107 per cent of the Net
Asset Value. Further the difference between the repurchase price and the sale
price of the unit cannot exceed 7 per cent calculated on the sale price. NAV
only decides how many units an investor will get on invested amount. It is
opined that higher or lower NAV is irrelevant to the investors. Appreciation
in NAV is more important than the NAV itself.

7.7 REAL ESTATE MUTUAL FUND SCHEMES

Real estate asset means an identifiable immovable legal property (not under
construction nor deserted or attached legally) which is located within India in
such city as may be specified by the Board from time to time, on which
construction is complete and which is usable. All the provisions of Mutual
Funds Regulations apply to real estate mutual fund schemes and trustees and
asset management companies in relation to such scheme. A Certificate of
registration is granted to an applicant proposing to launch only real estate
mutual fund schemes if he has been carrying on business in real estate for a
period of not less than five years and fulfills eligibility criteria provided in
regulations.

Peculiar features of real estate mutual fund schemes

Every real estate mutual fund scheme shall be close-ended and its units shall
be listed on a recognized stock exchange, but the redemption of a real estate
mutual fund scheme may be done in a staggered manner. The units issued by
a real estate mutual fund scheme shall not confer any right on the unit holders
to use the real estate assets held by the scheme. A real estate mutual fund
scheme cannot undertake lending or housing finance activities.



Real estate mutual fund is to invest at least thirty five per cent of the net
assets of the scheme directly in real estate assets. Under all its real estate
mutual fund schemes, it cannot invest more than thirty per cent of its net
assets in a single city and not more than fifteen per cent of its net assets in the
real estate assets of any single real estate project, within a city. It cannot
invest more than fifteen per cent of the net assets in the equity shares or
debentures of any unlisted company. Mutual fund shall not transfer real
estate assets amongst its schemes. It cannot invest in any real estate asset
which was owned by the sponsor etc.

The real estate assets held by a real estate mutual fund scheme are to be
valued with help of an approved valuer at cost price on the date of
acquisition; and at fair price on every ninetieth day from the day of its
purchase. The net asset value of every real estate mutual fund scheme shall
be calculated and declared at the close of each business day.

A mutual fund having real estate mutual fund schemes shall appoint suitable
number of qualified key personnel with relevant experience in its AMC
before undertaking investment management of real estate assets of a real
estate mutual fund scheme. It is to exercise due diligence in maintenance of
the assets of a real estate mutual fund scheme and to ensure that there is no
avoidable deterioration in estate assets held by a real estate. Mutual fund
schemes are adequately insured against impair, damage or destruction. The
asset management company is to ensure that no funds of the scheme are
utilized towards development of such assets.

The asset management company may let out or lease out the real estate assets
held by the real estate mutual fund scheme if the term of such lease or letting
does not extend beyond the period of maturity of the scheme. Where real
estate assets are let out or leased out, the asset management company shall
diligently collect the rents or other income in a timely manner. Real estate
assets held by a real estate mutual fund scheme may be let out to the sponsor,
asset management company or any of their associates, at market price or
otherwise on commercial terms but not more than 25% of the total rental
income of the scheme derived from assets so let out.

The trustees shall ensure that the asset management company has the
necessary expertise, internal control systems and risk management
mechanism to invest in and manage investments in real estate assets on a
continuous basis. They are to review the market price of the units during the
year and recommend proportionate buy back of units from unit holders, if
the units are traded at steep discount to the net asset value. The trustees shall
lay down the criteria for empanelment of real estate brokers. Broad
procedure to be followed by the asset management company while
transacting in real estate assets are to be laid down.
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7.8 INFRASTRUCTURE DEBT FUND SCHEME

Infrastructure debt fund scheme means a mutual fund scheme that invests
primarily (minimum 90% of scheme assets) in the debt securities or
securitized debt instrument of infrastructure companies or infrastructure
capital companies or infrastructure projects or special purpose vehicles
which are created for the purpose of facilitating or promoting
investment in infrastructure, and other permissible assets in accordance
with these regulations or bank loans in respect of completed and
revenue generating projects of infrastructure companies or projects or
special purpose vehicles. All provisions of SEBI MF regulations are also
applicable to infrastructure debt fund schemes, trustees and asset
management companies in relation to such schemes except specifically
mentioned.

Some peculiar features

e An existing mutual fund may launch an infrastructure debt fund schemes
if it has an adequate number of key personnel having adequate experience
in infrastructure sector and if the sponsor or the parent company of the
sponsor has been carrying on business in infrastructure financing sector
for a period of not less than five years.

e Scheme of an infrastructure debt fund, in the case of a public offer, shall
be open for subscription for not more than forty five days. An
infrastructure debt fund scheme shall be launched either as close ended
scheme or interval scheme with lock-in of five years.

e An infrastructure debt fund scheme shall have minimum five investors
and no single investor shall hold more than fifty percent of net assets of
the scheme. The minimum size of the unit shall be Rupees ten lakhs and
investment from any investor cannot be less than Rupees one crore.

e Every infrastructure debt fund scheme shall invest at least ninety percent
of the net assets of the scheme in the debt securities or securitized debt
instruments of infrastructure companies. The balance amount can be
invested in equity shares, convertibles including mezzanine financing
instruments of companies engaged in infrastructure.

e A mutual fund, under all its infrastructure debt fund schemes cannot
invest more than thirty per cent of its net assets in the debt securities or
assets of any single infrastructure company. The overall investments by
an infrastructure debt fund scheme in debt instruments or assets of
infrastructure companies which are rated below investment grade or are
unrated, shall not exceed 30% of the net assets of the scheme.

The net asset value of every infrastructure debt fund scheme shall be
calculated and declared at least once in each quarter based on its assets
valuation. The assets held by an infrastructure debt fund scheme shall be
valued “in good faith” by the asset management company on the basis of



appropriate valuation methods based on principles approved by the trustees.
The valuation policy approved by the board of asset management company
shall be disclosed in the scheme information document. Besides the normal
duties of an AMC, for every infrastructure debt fund scheme it is to lay down
an adequate system of internal controls and risk management. It shall
exercise due diligence in maintenance of the assets of an infrastructure debt
fund scheme and shall ensure that there is no avoidable deterioration in their
value. Details of its decision making process in buying or selling
infrastructure companies’ assets together with the justifications for such
decisions is to be kept in writing and the same is forwarded periodically to
trustees.

7.9 BENCH MARKING IN INDIAN MUTUAL
FUNDS

A benchmark is a standard against which the performance of a mutual fund
can be measured. SEBI made it mandatory for fund houses to declare a
benchmark index. This benchmark is independent and is based on the
objectives of a fund. Most large-cap oriented equity funds benchmark
themselves against the Sensex or the Nifty. Other benchmarks are CNX
Midcap, CNX Small Cap, S&P BSE 200, etc—

A fund which generates more returns than the benchmark index out performs
and vice versa. A neck to neck performance with the benchmark index is
actually an underperformance for the fund manager. When comparing a
scheme with its benchmark, one is to consider the performance of the fund
over longer time frames, that is returns for one, three, five and even 10-years.
When a fund consistently outperforms its benchmark indices, it indicates
consistency in performance.

TAX AND MUTUAL FUND UNITS

Mutual funds offer investors returns in two forms; dividends and capital
gains. Dividends are paid out of the profits of the company if any. Investors
receive dividends proportional to the number of mutual fund units held by
them. Where as a capital gain is the profit realised due to the appreciation in
the price of the mutual fund units. Both dividends and capital gains are
taxable in the hands of investors of mutual funds.

Capital Gains can be a Short Term Capital Gain (STCG) or a Long Term
Capital Gain (LTCG) depending upon the Time of Holding and Nature of
Units. Mutual Fund schemes that invest at least 65% of its corpus fund into
equity and equity related instruments are known as equity mutual funds.
Whereas Mutual Funds Schemes that hold less than 65% of their portfolio in
equities and equity related instruments are known as Non-Equity Funds.

Long Term Capital Gains: If one hold’s in an Equity Fund for more than 1
year and sells, then the benefit will be considered as Long Term Capital
Gain. long-term capital gains tax is at the rate of 10% without indexation. In
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the event that one makes a gain on a Non-Equity Mutual Fund plan (or in a
Debt Fund) that one has held for more than 3 years, it will be named Long
Term Capital Gain. These gains are taxed at a flat rate of 20% after
indexation.

Short Term Capital Gains: In the event that one is holding in an Equity Fund
less than 1 year and sells, then the benefit will be considered as Short Term
Capital Gain. These gains are taxed at a flat rate of 15%, irrespective of your
income tax bracket. On the other hand if one makes a gain on Non equity
Fund that one holds for less than 3 years, it will be dealt with as Short Term
Capital Gain and are added to one’s taxable income and taxed at ones income
tax slab rate.

Besides the tax on dividends and capital gains TDS is also charged on
dividend distribution by mutual funds. The standard rate of TDS is 10% on
dividend income paid in excess of Rs 5,000 from mutual fund. Another tax
called the Securities transaction Tax at the rate of 0.001% is levied on buying
or selling mutual fund units of an equity fund. There is no such tax on the
sale of Non-equity fund units.

RISK MANAGEMENT SYSTEM

Risk management can be defined as the "overall process of identifying and
understanding the full spectrum of an organization risk and taking informed
actions to hold it achieve its strategic objectives, reduce the likelihood of
failure and decrease the uncertainty of overall business performance."

SEBI (Mutual Funds) Regulations, prescribe the duties and obligations of
asset management companies (AMCs) and trustees, the code of conduct
requiring that mutual funds should render at all times high standards of
service and exercise due diligence and ensure proper care in their operations.
In furtherance of the above objectives and to protect the interests of investors,
certain systems. procedures and practices are to be followed by all the mutual
funds. In this respect, SEBI has designed a risk management framework for a
Mutual Fund. The framework manual serves as a model which will help
Mutual Funds monitor and mitigate all the risks faced by them, and also use
risk management to increase value for investors. The risk management
practices described are based on exemplary practices and international best
practice. The risk management framework covers all aspects of a Mutual
Fund's operations. Risks have been broadly categorized into five areas: Fund
Management, Operations, Customer Service, Sales and Marketing and Other
Business Risks. Risk management measures have been described for each of
these areas across three dimensions; policies and procedures, systems and
organization. The responsibility of understanding the risks run by the Mutual
Fund and ensuring that they are appropriately introduced ultimately rests with
the Board of Trustees. The Board of Trustees must approve all the risk
management and should delegate to the AMC the responsibility of the day
today execution of these policies.



ASSOCIATION OF MUTUAL FUNDS IN INDIA (AMFI)

It is the regulatory body for mutual funds sector in India. It is a division of
the Securities and Exchange Board of India, Ministry of Finance,
Government of India. It was formed in 1995. All mutual funds firms in India
are its members. AMFI is dedicated to develop the Indian Mutual Fund
Industry on professional, healthy and ethical lines and to enhance and
maintain standards in all areas with a view to protecting and promoting the
interests of mutual funds and their unit holders. It recommends and promotes
best business practices and code of conduct to be followed by members and
others engaged in the activities of mutual fund and asset management
including agencies connected or involved in the field of capital markets and
financial services. AMFI interacts with the Securities and Exchange Board of
India (SEBI) and represents to SEBI besides representing to the Government,
Reserve Bank of India and other bodies on all matters relating to the Mutual
Fund Industry. AMFI compiles and distributes plethora of data to be used by
those who have interest in mutual funds. It strives to protect the interest of
investors/unit holders and undertakes nation wide investor awareness
programme.

7.10 TECHNOLOGY AND MUTUAL FUNDS

The investment choices of previous generations were more relationship
driven and risk averse. The main reason for this was that the sources of
financial literacy were not readily available. Technology has radically
changed every sector and the financial sector is not an exception. It helps
investors take an informed decision. Nowadays, millennial are already
investing or seriously considering investing, and their expectations are
different from that of the previous generation. Millennial are more
progressive, ambitious, and cautious and want to be in control of their
money. The rapid spread of digital technology and smart phone boom has
helped to trade online in mutual fund schemes. All brokers have mobile
applications and this has made investing even more convenient. Today
technology is providing easy access to reviews, ratings, product information,
and multiple choices for investors to weigh, understand and ascertain a good
option of investment available to them. One can be more confident when one
gets ones concerns addressed, and technology helps fulfill this gap. Mutual
funds are striving to exploit fully the potential of emerging technology. They
are using electronic clearing system to directly credit, bank account of their
investor with return on their investment. Funds accounting is totally
computerized. Concept of call centres is gaining popularity. Investors sitting
at their places can track performance of their investment in mutual fund
through internet. AMFI has almost made compulsory to provide specified
information about scheme and AMCs of respective mutual funds on AMFI
website. SEBI gets proposal for new schemes of mutual funds as a soft copy
also which is put on SEBI website for the convenience of investors.
Technology has made it possible for the asset management companies to
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expand their territory to places, where it doesn’t have any physical presence.
People are now able to get information, suggestion and even they can invest
in mutual funds without visiting the representative offices of the AMC. With
next generation technology, entire investment process is now paperless,
efficient and easy to invest. It has helped the fund houses to increase its
efficiency in distribution channel. And it has seen a positive response from
the investors. Investors can now even get the e-KYC done online, without
even the physical contact with any of the representatives of the mutual fund
industry. SEBI, has also made necessary changes in the regulations, so that it
can take proper advantage of the new technologies into the mutual fund
industry. With e-commerce platforms, mutual funds would be under the reach
of vast majority of the investors. Technology is transforming the asset
management companies, it is now being reorganized and more centralized
than before. Investors can now make direct investments, without involvement
of any broker or distributor, soon ecommerce platform will make it even
more easier for the investors to invest in mutual funds. New technologies can
help all the stakeholders in the mutual funds industry with its transparency,
decentralization, tamper-resistance, accountability and privacy. With
increased transparency, the confidence level among the investors will
increase. It will lead to increased efficiency of work, with lesser paper-work
through digitalization to increase their efficiency and performance in future.
Distribution channels will utilize more of advanced technologies to make
their work efficient and investor friendly. SEBI has launched Saathi SEBI’s
Mobile App on Investor Education. Mobile App is initiative of SEBI with
a view to empowering investors with knowledge about securities market.
With the recent surge in individual investors entering the market, and more
importantly a large proportion of trading being mobile phone based, this App
is helpful in easily accessing the relevant information. Technology has made
it possible to take this industry to the next level.

Activity 7.5
Write down at least four limits prescribed for making investment by:

a) Infrastructure debt fund scheme



7.11 STATISTICS ABOUT MUTUAL FUNDS IN

INDIA

Association of Mutual Funds in India (AMFI), the mutual fund industry trade
body has an important role in compiling reliable data about industry. It comes
out with plethora of data at regular intervals. The data given here is just to

familiarize you about this industry.

Schemes till 31°* March 2021

Schemes No. of No. of AUM
Schemes Folios (Rs. Crore)

Open ended Schemes

Debt schemes 318 82,46,129 | 13,28,225.68
Equity Scheme 344 65744364 979367.20
Hybrid Schemes 139 94,21,805 3,42,957.23
Solution oriented Schemes 35 55,10,065 24,376.83
Other Schemes 182 72,66,463 3,21,625.62
Total Open ended 1,018 9,61,88,826 | 29,96,552.56
Close Ended Schemes

Debt Oriented Scheme 620 5,93,763 1,24,335.87
Equity Oriented Schemes 76 10,79,533 21,753.56
Total Close ended 696 16,73,296 1,46,089.43
Interval Scheme

Debt schemes 21 3,407 121.52
Total Interval Schemes 21 3,407 121.52
GRAND TOTAL 1,735 9,78,65,529 | 31,42,763.50

TOTAL OF ALL SCHEMES AS ON MARCH. 31, 2021

Schemes Open Close Interval | Total
End End Fund

INCOME 318 620 21

EQUITY 344 76 -

HYBRID 139 - -

SOLUTION ORIENTED | 35 - - 35

OTHER 182 - -

TOTAL 1018 696 21

Source : AMFI

In December 2021 public sector had 9 mutual funds whereas in private sector
the number was 35. The Industry’s AUM had crossed the milestone of Rs.10
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Trillion (Rs.10 Lakh Crore) for the first time in May 2014 and in a short
span of about three years, the AUM size had increased more than two folds
and crossed Rs. 20 trillion (Rs. 20 Lakh Crore) for the first time in August
2017. The AUM size crossed Rs. 30 trillion (Rs. 30 Lakh Crore) for the first
time in November 2020. In December 2021 it was Rs. 37.92 trillion. Open
ended scheme are more popular since these contribute more than 95 percent
of total Net Assets Under Management. The value of assets held by
individual investors in mutual funds increased from Rs.17.18 lac cr in
February 2021 to Rs. 21.02 lac cr in February 2022, an increase of 22.32%.
The value of Institutional assets has increased from Rs.15.11 lac cr in
February 2021 to Rs.17.54 lac cr in February 2022 an increase of 16.08%.
Individual investors primarily held equity-oriented schemes while institutions
held liquid and debt oriented schemes. 77% of individual investor assets were
held in equity-oriented schemes. 66% of institutions assets were held in
liquid / money market schemes and debt-oriented schemes. Individual
investors held a relatively higher share of industry assets, i.e. 55% where as
institutional investors ( Indian and foreign institutions) accounted for 45% of
the assets. The value of assets held by individual investors in mutual funds
was Rs. 20.86 lac cr where as the value of Institutional assets was Rs.17.06
lac cr. Equity-oriented schemes derived 88% of their assets from individual
investors (Retail + HNI). Institutional investors dominated liquid and money
market schemes (87%), debt oriented schemes (63%) and ETFs, FOFs (89%).
The proportionate share of equity-oriented schemes was 48.2%, of debt-
oriented schemes was 25.4% and in ETF market share was 11% of industry
assets. Because of the large number of new first-time investors entering the
market and the simplicity of registering SIPs through online fintech portals,
the number of SIPs and monthly collections have increased. According to
AMFI monthly SIP Contribution collected is an all-time high at Rs12,327.91
crore owing to investor faith in the SIP as an instrument and the resilience to
stay invested in current market conditions. This also reflects that investor
have been renewing and investing in new SIP in for the next financial year.
SIP contribution for Feb 28, 2022, was Rs11,437.70 crore. This also reflects
that investor have been renewing and investing in new SIP for the next
financial year. SIP contribution for Feb 28, 2022, was Rs. 11,437.70
crore. The number of SIP accounts stood all-time high in March 2022 at
5,27,72,521 and SIP AUM at the end of March 2022 was Rs5,76,358.30
crore.

7.12 SUMMARY

The basic purpose of mutual fund is to facilitate the investment process,
specially of small investors besides acting as a mobilizing agent. To meet the
varied needs of investors, different products/ schemes are offered. At initial
stage mutual fund industry took the investors for granted but as investors
became disillusioned, mutual funds started mending their ways. Their day-
today working is regulated by SEBI regulations which have been revised as
and when need was felt to ensure better service and protection to investors.



NAYV is the basic parameter to comment on efficiency of mutual funds.
Primarily mutual funds should strive for better performance as an
institutional investor as compared to performance what one average
individual can attain. Benchmark in mutual funds helps the investors to
understand how well their funds have been managed over a time period.
Efforts should be made by them to minimise the operating expenses to
maximise the returns. This is all the more important viewing the fact that
main beneficiaries are individual investors. Individual investors hold a
relatively higher share of industry assets. Investor’s faith in the SIP as an
instrument is on increase. One of the reasons for sudden rise in mutual fund
contribution is technology and mutual fund industry has adapted itself to the
changing technological environment in and around itself. Role of AMFI is
very proactive. Governance of mutual funds is a continuous challenge for the
industry and SEBI is concerned about it.

7.13 SELF-ASSESSMENT

1) What is mutual fund? Explain different types of schemes of mutual funds.
2) Write notes on: (a) AMC (b) Trustees (c) Designing a scheme.

3) How NAYV has been made more dependable by SEBI?

4) List the features of code of conduct of mutual funds.

5) Write a detailed note on mutual funds in India.
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UNIT 8 DEPOSITORY SYSTEM

Objectives
The main objectives of this unit are to:

e Understand the concept of depository services
e Appreciate the benefits of depository system
e Explain the process involved in depository services

e Comprehend the regulatory aspects of depository services
Structure

8.1 Introduction

8.2 Depository System

8.3 Depository System Functionaries

8.4 Functioning of A Depository

8.5 Need of Depository System

8.6 Depositories In India

8.7 Legal Framework

8.8 Depository System Is Technology Driven
8.9 Summary

8.10 Self-Assessment Questions

8.1 INTRODUCTION

World over, in last four decades, there has been a tremendous growth in
financial sector in terms of globalization, technology, innovations and
increasing trade volume. India has not been an exception with probably
largest number of listed companies with a very large investor population and
ever increasing volumes of trades. The continuous growth in activities
increased problems associated with stock trading. Most of these problems
arose due to physical scrip trading, as this system required handling of huge
volumes of paper leading to increased costs and inefficiencies. The process
beginning with buying of shares through the stock exchanges till getting the
certificates duly endorsed in the buyer’s name was indeed quite complex and
time-consuming and was riddled with a variety of problems. Growing
number of investors participating in the capital market increased the
possibility of being hit by a bad delivery, The cost and time spent by the
broker’s for rectification of these bad deliveries tends to be higher with the
geographical spread of the clients. The increase in trade volumes lead to
exponential rise in the backoffice operations thus limiting the growth potential
of the broking members. The inconvenience faced by investors (in areas that
are far flung and away from the main metros) in settlement of trade also



confined the opportunity for such investors, especially in participating in
auction trading. The physical form of holding and trading in securities also
acted as a bottleneck for broking community in capital market operations.
Risk exposure of the investor also increased due to this physical trading in
paper. Some of these associated risks were: delay in transfer of shares,
possibility of forgery on various documents leading to bad deliveries, legal
disputes, possibility of theft of share certificates, prevalence of fake
certificates in the market, mutilation or loss of share certificates in transit
etc.. Thus, the system of security transactions was not as investor-friendly as
it ought to be. In this scenario dematerialized trading under depository system
is certainly a welcome move. This popular financial service emerged for the
first time in Germany.

8.2 DEPOSITORY SYSTEM

Depository system essentially aims at eliminating the voluminous and
cumbersome paper work involved in the scrip-based system and offers
scope for ‘paperless’ trading through state-of-the-art technology.
Depository is defined as a central location for keeping securities in deposit, it
is an organisation which maintains an electronic record of ownership of
securities. It provides a facility for holding securities either in certificated or
uncertificated form to enable book entry transfer of securities. The storage
and handling of certificates is hence immediately eliminated which
generates a reduction in costs like back office cost for handling,
transporting and storing certificates. It is an institution akin to bank for
securities.

When an investor hands over securities to a depository, investor’s account
is credited. The investors depository system account will show their
holdings. Investors account is updated for his/her transactions of sale and
purchase but without physical movement of scrips or transfer deeds. In
depository system, share certificates belonging to the investors are
dematerialised (Demat) i.e. the former loosing physical existence.
Investors’ names are entered in the records of depository as beneficial
owners. The beneficial ownership will be with investor but legal
ownership will be with the depository. Consequently, benefits like
interest, dividends, rights, bonus and voting rights will still be with
investors.

Since depository is to get securities transferred in its name, the depository
name will be registered in the ownership register maintained by the
company. Thus, instead of name of several owners, the name of
depository figures in the register of company. Since transfer will be
affected only in depository, register of company need not be updated on
every transaction of sale or purchase of company’s share. It also offers
option for converting the shares from electronic to physical or paper from
through a process of Rematerialisation (Remat). Depository system is,
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indeed, time tested and long prevalent in many advance countries and has
been playing a significant role in stock markets around the world.

8.3 DEPOSITORY SYSTEM FUNCTIONARIES

i)

Depository: A depository is a facility or institution, such as a building,
office or warehouse, where something is deposited for storage or
safeguarding. Depositories in financial sector may be organizations,
banks, or institutions that hold securities and assist in the trading of
securities. A depository works as a link between the listed companies
which issue shares and shareholders. A depository system enables
surrender and withdrawal of securities to and from the depository
through the process of demat, maintains investors’ holdings in
electronic form, effects settlement of securities traded in depository
mode on the stock exchanges and carries out settlement of trades not
done on the stock exchanges (off-market trades).

It performs all its functions through agents associated with it called
depository participants (DPs). A DP is responsible for the final transfer of
shares from the depository to investors. The investor, at the end of a
transaction receives a confirmation from the depository.

In India a depository is promoted as a corporate body under
Companies Act, 1956, registered as a depository with SEBI. It starts
operations after obtaining a certificate of commencement of business
from SEBI. It has to develop automatic data processing systems to
protect against unauthorised access and create a network to link up
with depository participants, issuers and issuer’s agent. Depositories
operating in India, are to have a net worth of rupees one hundred crore.
Instruments for which depository mode is open is as defined in the
Securities Contract (Regulations) Act 1956, i.e shares, scrips, stocks,
bonds, debentures, debenture stock, mutual fund units or other marketable
securities of a like nature in or of any incorporated company or other
body corporate including government. The depository holding securities
shall maintain ownership records in the name of each participant.
Despite the fact that legal ownership is with depository, it does not
have any voting right against the securities held by it.

Beneficial owner: As per the Securities and Exchange Board of India
Depositories Act, 1996 "beneficial owner" means a person whose name is
recorded as such with a depository. It’s isa person who enjoys the
benefits of ownership though the property's title is in another name.
Beneficial ownership is distinguished from legal ownership, though in
most cases, the legal and beneficial owners are one and the same. His/her
name is recorded as such with the depository. Though the securities are
registered in the name of the depository actually holding them, the rights,
benefits and liabilities in respect of the securities held by the depository
vest in the beneficial owner. Depository is deemed to be the registered



owner for the purposes of effecting transfer of ownership of security on
behalf of a beneficial owner. The depository as a registered owner shall
not have any voting rights or any other rights in respect of securities held
by it. Every depository is to maintain a register and an index of beneficial
owners in the manner provided in provisions of the Companies Act. A
beneficial owner can with the previous approval of the depository create a
pledge or hypothecation in respect of a security owned by him through a
depository. Beneficial owner is to give intimation of such pledge or
hypothecation to the depository and such depository shall thereupon
make entries in its records accordingly. Any loss caused to the beneficial
owner due to the negligence of the depository or the participant, the
depository shall indemnify such beneficial owner.

iii) Issuer: Issuer is any person making an issue of securities. Every

depository shall furnish to the issuer information about the transfer of
securities in the name of beneficial owners at such intervals and in such
manner as may be specified. Either on the issuer or on the investor
exercising an option to hold his securities with a depository in
dematerialised form, the issuer shall enter into an agreement with the
depository to enable the investor to dematerialise the securities. No
agreement shall be required to be entered into where the depository itself
is an issuer of securities, or the Central Government is the issuer of
Government securities. Where the issuer has appointed a Registrar to the
Issue or Share Transfer Agent, the depository shall enter into a tripartite
agreement with the issuer and the Registrar to the Issue or Share Transfer
Agent, in respect of the securities to be declared by the depository as
eligible to be held in dematerialised form.

iv) Clearing Members (CMs): They are members of the Clearing

Houses/Clearing Corporations who facilitate settlement of trades done on
stock exchanges. While beneficial owners may have their demat accounts
with any one of the depositories, it is mandatory on the part of CM to
have a demat account with both the depositories. A CM's main activity is
to facilitate pay-in/pay-out of securities to/from Clearing House/Clearing
Corporations either on their own behalf or on behalf of their clients. The
securities which are due for delivery can be delivered directly from
client's account or through CM's account to the Clearing House/Clearing
Corporation's Account. Similarly, pay-out of securities can be delivered
directly to client's account on the basis of information given to Clearing
House by the CM or through CM's A/c. A CM can submit transactions on
the Internet "anytime-anywhere" in an efficient and convenient manner,
all in a state-of-the-art secure environment. A CM can also obtain regular
reports from depositories which enables close monitoring of settlements.

Depository Participants (DP): A DP is investors’ representative in
the depository system and as per the SEBI guidelines, financial
institutions/banks/ custodians/ stock brokers etc. can become DPs,
provided they meet the necessary requirements prescribed by SEBI. It
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is also an agent of depository. It functions as a link between the
depository and the beneficial owner of these ties. DP has to get itself
registered as such under the SEBI Act. The relationship between the
depository and the DP will be of a principal and agent and their
relation will be governed by the bye-laws of the depository and the
agreement between them. Application for registration as DP is to be
submitted through a depository with which it wants to be associated.
The registration granted is valid for five years and can be renewed. As
depository holding the securities shall maintain ownership records in
the name of each DP, DP in return as an agent of depository, shall
maintain ownership records of every beneficial owner (investor) in
book entry form.

A DP is the first point of contact with the investor and serves as a link
between the investor and the company through depository in
dematerialisation of shares and other electronic transactions.

Depository verses Commercial banks.

The depository system functions very much like banking system. The
Depository Act defines Depository as an organisation where securities of
share holders are held in the form of electronic accounts in the same way as
bank hold money, but their working and peculiarities differ. Banks function
through branches whereas depositories function through depository
participants. Banks allocate Account Numbers whereas depositories allocate
client ID numbers. Banks issue Account Settlement whereas depositories
issue Statement of holdings & transactions. In banks minimum balance is
required whereas depositories do not require any minimum balance. Banks
charge commission on services rendered whereas depositories charge fee for
account opening & closing, Demat and Remat, Transfer and custody charges.

In view of the above we can summaries that a depository enables the capital
market to achieve the following objectives;

e Reduce the time for transfer of Securities.

e Avoid the risk of settlement of Securities.

e Enhance liquidity and efficiency.

e Reduce cost of transaction for the investor.

e (Create a system for the central handling of all Securities.

e Promote the country's competitiveness by complying global standards.

e Provide service infrastructure in capital market.
Activity 8.1
i) What is a depository system?



ii) Give four points on account of which Depository system is better than
physical scrip method.

8.4 FUNCTIONING OF A DEPOSITORY

Any depository is not allowed to entertain a demat request from investors
directly, and investors have to necessarily initiate the process through a
DP. To avail of the various services offered by a depository, an investor/ a
broker/ an approved intermediary (for lending & borrowing) has to open a
depository account with any of its DPs. Depository accounts are of three
types as mentioned below:-

Beneficiary account: An investor who wants to hold securities in
dematerialised (demat) form and receive or deliver securities by inter-account
transfers must have a depository account called beneficiary account with a
DP of his choice.

Clearing member account: Member brokers of those stock exchanges which
have established electronic connectivity with depository need to open a
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clearing member account, with a DP of his choice, to clear and settle trades in
the demat form. This account is popularly known as Settlement account or
"Pool account". This account is meant only to transfer securities to and
receive securities from the clearing corporation/ house and hence, the
member broker does not have any ownership (beneficiary) rights over the
shares held in such an account.

Intermediary account: Any person choosing to act as an approved
'intermediary’ for stock lending and borrowing needs to open an intermediary
account with any DP of his choice. An intermediary account may be opened
with the DP only after the intermediary has obtained registration from the
Securities & Exchange Board of India and with the prior approval of NSDL.
This account is meant only to deposit the securities received from the lender
and lend them to the borrower under stock lending and borrowing scheme.
The intermediary does not have any ownership (beneficiary) rights over the
shares held in such an account.

Various services offered by DPs with respect to these accounts are as
follows:

Facility of standing instruction: DP enters the advise for the transfer of
securities to or from a beneficial owner's account only on receipt of
instructions from the client. The clients need to give delivery instruction to
transfer securities from their account & receipt instruction to get credit into
their account. However, for ease of operation, a facility of standing
instruction is provided to the clients for receiving securities to the credit of
their accounts without any further instruction from them.

Changing address: The client can change his address by submitting the
changes in writing to the DP along with proof of identity, proof of new
address with original document of new address for verification and latest
transaction statement received from the DP of the client. The changes
conveyed to the DP will be automatically communicated to the companies in
which he is holding shares in dematerialised form.

Bank account details: Details of bank account of the client, including the 9-
digit code of the bank and branch appearing on the MICR cheques issued by
the bank have to be given to the DP at the time of account opening.
Companies use this information for printing them on dividend/interest
warrants to prevent its misuse. In case the client wishes to change this bank
account details, he can do so by submitting the changes in writing to the DP.

Nomination: A client can make a nomination of his account in favour of any
person by filing the nomination form with his DP. Such nomination is
considered to be conclusive evidence of the account holder/s disposition in
respect of all the securities in the account for which the nomination is made.
The nomination can be changed/deleted anytime by the account holder/s by
simply filling the nomination form and submitting it to the DP.



Transposition cum Demat: This is a facility whereby securities held jointly
can be dematerialised in an account of same joint holders but having different
sequence of names. e.g. securities held in joint names of X and Y can also be
dematerialised in an account opened in the names of Y and X by submitting
an additional form called Transposition Form along with Dematerialisation
Request Form (DRF) to the DP.

Consolidation of Account: Some clients could have opened multiple
accounts to dematerialise their shares held in multiple combinations &
sequence of names. However, they may not need so many accounts after they
have dematerialised their securities and may want to bring all their
shareholdings into one or fewer accounts. Using off-market account transfer
instruction such consolidation can be done.

Freezing of Account: Account freezing means suspending any further
transaction from the depository account till the account is de-frozen. A
depository account maintained with a DP can be frozen if the DP receives
a written instruction in prescribed form from the client. A frozen account
can be de-frozen or re-activated if the client submits written instruction in
prescribed form to the DP.

As mentioned earlier, depository system operates through beneficiary
account, commonly known as depository account. Let us see what it is.

Depository Account

An investor desiring to dematerialize his holdings has to open a depository
account where in all details of investors’ transactions are recorded. Opening
such account is as simple as opening a bank account. Investor can open a
depository account with any DP convenient to him. There is no restriction on
the number of depository accounts a person can open. However, if existing
physical shares are in joint names, one has to open a joint account submitting
share certificates for dematerialisation. A sole holder of the share certificates
cannot add more names as joint holders at the time of dematerializing his
share certificates.

A client can choose to open more than one account with the same DP. In
addition to this, he has a choice of opening accounts with more than one DP.
However a broker can open just one Clearing Member (CM) account per
card/stock exchange for clearing purpose, but he can still open multiple
beneficiary accounts. Beneficiary is the personal account wherein brokers can
keep their personal holdings.

A clearing member cannot hold his personal holdings in his clearing member
account. A broker may deal in the depository system as a clearing member
only through a special account, known as the Clearing Member account. This
account can be used only for clearing purposes and not for holding his own
securities in it. As this is a transitory account, the securities held in this
account are not eligible for corporate actions. Therefore the broker will have
to open a separate beneficiary owner account to hold his investments.
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There is no compulsion for the client to open his account with the same DP
as that of his broker. Even if he has an account with another DP, he can carry
out normal business with his broker. There is no loss in operational
efficiency. But it is possible that opening account with his broker’s DP may
work out to his advantage, as some DPs may offer special charge structure if
the broker and his clients are dealing through them.

To open an account one has to:
i)  Fill up the account opening form, which is available with the DP.

ii) Sign the DP-client agreement, which defines the rights and duties of the
DP andthe person wishing to open the account.

iii) Receive client account number (client ID).

This client ID along with his DP ID gives investor a unique identification in
the depository system. In depository account, transactions are through demat
and remat.Let us discuss these two along with other relevant concepts.

8.4.1 Dematerialisation (Demat)

‘Demat’ is a process by which investors’ share certificates are taken back by
company through DP, verified and if found in order, demat is confirmed by
the company and then an equivalent number of shares are credited by the DP
to investors account as electronic holding. Chart 8.1 explains demat in clear
terms. The entire process of dematerialisation, as required by SEBI, has to be
completed within a period of 15 days. Dematerialisation is also known as
immobilisation of securities. Dematerialisation can be done only on the
request made by the investor through participant in a Dematerialisation
Request Form (DRF). Thus, ‘Dematerialisation’ is a process where by
physical existence of security certificates is made extinct and converted into
electronic holdings.

Chart 8.1: Switching from Scrip-based System to Depository System
(Dematerialization Process)
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1. Investor surrenders certificates for dematerialization to DP.
DP intimates depository of the request through the system.
DP submits the certificates to the registrar.

Registrar confirms the dematerialization request from depository.
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After dematerializing, registrar updates accounts and informs depository



of the completion of dematerialization.
6. Depository updates its accounts and informs the DP.

7. DP updates its accounts and informs investor.

8.4.2 Rematerialisation (Remat)

Rematerialisation is a process (Chart 8.2) of converting electronic holdings of
investor back into share certificates in paper form. The process of
rematerialisation is also carried out through DP and the process has to be
completed within a period of 30 days. Thus, once security is dematerialised it
is not necessary that investor is to continue in depository mode for all times
to come. He can switch over to remat whereby he gets back physical
possession of security scrips. The client of DP has to submit a request for
remat. This request is forwarded for necessary action to depository. The
depository confirms the rematerialisation request to the Registrar and Transfer
Agents. The Registrar updates the accounts and prints the desired certificate.
The depository is informed by Registrar and certificate is sent to the investor.
The depository updates its records and communicates to DP to incorporate
necessary changes in the account of the client.

Chart 8.2: Switching from Depository System to Scrip-based System
(Dematerialisation Process)
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1) Beneficial owner requests for rematerialisation.
2) DP intimates of the Depository request through the system.

3) Depository confirm Rematerialisation request to the registrar. Who
updates accounts and prints certificates.

4) Depository updates accounts and sents details to DP.

5) Registrar dispatches certificates to investor.

If a person wishes to sell electronic share (Chart 8.3), he should place order
with the broker and instruct the DP by way of a Delivery instruction (which
is similar to a cheque) to debit the account with the number of shares sold by
him. When any person buys electronic shares (Chart 8.4) he must inform the
broker about the depository account number so that the electronic shares
bought by the investor can be credited into the account also, instruction
should be given to the DP by way of Receipt instruction to receive the same
in ones account.
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Chart 8.3: Selling of electronic share
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Investor gets order executed.

Investor instructs his DP to debit his account with immediate effect. The
shares move from investors account to the brokers CM account via NSDL
The brokers CM account is credit.

Before settlement day, the broker transfers shares from his CM account to
the CC/CH (Clearing Corporation/Clearing House) via, NSDL. His
account is debited.

On settlement day, the broker receives payment from the CC/CH which
he passes on to the investor.

Chart 8.4: Buying of electronic share
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Investor gets order executed and makes payment to broker.

Investor instructs his DP to expect credit on settlement day. This is not
required if the DP offers an automatic credit facility. Broker instructs his
DP to debit his clearing member (CM) account on settlement day.



3. Before settlement day, the broker makes payment to the CC/CH via the
clearing bank.

4. On settlement day, the CC/CH release shares to the broker's CM account
which is then transferred to the investors account, via NSDL. Investor
gets a credit in his account.

8.4.3 Fungibility

In the depository system, since the physical form of security loses its
relevance, the securities are to be ‘fungible’. Prior to amendment in 1996, the
Companies Act 1956 required every specific physical scrip of security as
shares or debentures to have distinctive number for each security when
issued or transferred. Securities have been made fungible by deleting section
83 of the Companies Act, 1956. Now the certificates will not carry a distinct
number and will form a part of a ‘fungible mass’. Dematerialized shares do
not have any distinctive or certificate numbers. These shares are fungible -
which means that 100 shares of a security are the same as any other 100
shares of that security. All the certificate of the same security will become
interchangeable in the sense that the owner of the security will lose the right
to obtain the exact certificate. The situation of certificate is now that of
currency note and the number of currency note has no association with
ownership of currency note. Each security held in dematerialized form is
given an identity and it is in form of a  distinctive ISIN (International
Securities Identification Number). ISIN is a 12 character long identification
mark.

Delivery vs. Payment

It is just not sufficient to have a depository for securities. The concept of
Delivery versus Payment (DVP) also needs to be looked into. DVP involves
exchange of securities for funds to take place simultaneously between the
parties to a trade. While the depository system would be able to handle the
accounting of securities by book entry, the funds part would have to be
handled by the banking system. Therefore the two systems have to be
integrated in order to have DVP. It is too simplistic to think that DVP would
be possible without having an efficient electronic funds transfer systems
because in India, the payment systems are still not upgraded. A quantum
jump is required in the level and mode of interaction among the various
banking institutions.

8.4.4 Process of Switching Over to Depository System

After discussing in brief about the system and players of depository
system we will discuss the stages involved in the process of switching
over to depository system from scrip based system.

i) Choosing DP: Any investor who intends to transact through
depository system has to engage one depository participant (DP). He
can approach a DP of his choice and open an account with him just
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Fee Based Services like one opens an account with a bank. Investor gets an identification
number called Client ID which serves as a reference point for all his
transaction with DP.

i) Agreement with depository: Every investor before getting his
holdings dematerialised has to enter into an agreement with the
depository through a participant. This step is necessary whether
investor already has securities or are yet to own these. The decision
on whether or not to hold securities within the depository mode and if
in depository mode, with which depository or participants, would be
entirely with the investor.

iii) Request for Demat: After an agreement is entered for getting
securities dematerialised and his account is opened, the investor
makes an application to depository participants in form called
‘Dematerialisation Request Form’ (DRF) to be provided by the DP
and hands over his share certificates duly cancelled by writing
‘surrendered for dematerialisation’ to them for demat. The DP will
accept certificates registered only in investor’s name.

iv) Approach depository: The request for dematerialisation with the
depository participants is sent to the depository through depository
network with which DP is connected. Simultaneously DP submits the
securities certificates to the issuer or his Registrar of transfer.

v) Approach the Company or Registrar of Transfer: The depository
will electronically intimate the issuer or its 'Registrar and transfer
agent' of the dematerialisation request. The issuer or the 'Registrar
and transfer agent' has to verify the validity of the security certificates
as well as the fact that the DRF has been made by the person recorded
as a member in its Register of Members. If the issuer or its Registrar
is satisfied, it dematerialises the scrip and updates its record.

vi) Confirmation of demating: The Registrar to transfer or the concerned
company when satisfied with the case of demat has to inform the
depository of the completion of dematerialisation authorising an
electronic credit for that security in favour of the investor.

vii) Crediting the client’s account: DP credits investor’s account with the
number of shares so dematerialised and thereafter investor hold the
securities in electronic form. If there is rejection of demat request
then such credit is not given. After crediting the account, the client is
sent the necessary information in form of a statement like we get bank
statement after bank transactions.

viii) Option of Rematerialisation: Investor also has the option of
converting his electronic holding into share certificates by requesting
DP for a remat through a similar process, company will issue new
certificates to investor for the shares so rematerialised.
206



Corporate Benefits: When a company announces dividend, depository
will provide the details of all persons having electronic holding of
company shares with reference to the record date/book closure and
company will disburse the dividend to such holders by sending dividend
warrants directly to them as per the practice presently followed in scrip-
based system. In case of rights/bonus issues, the distribution of share
entitlements will be done in electronic form by depository based on the
information provided by company. For any discrepancy with regard to
corporate benefits, investor can always approach his DP/company for any
assistance or clarification.

New Public Issues: Earlier it was also possible for the investors to get
allotment of shares in a fresh public issue in physical form. The
Application Forms now allows allotment in electronic mode only and the
applicants have to mention their ‘Client ID’ Number and the name of the
DP in the form.

Freezing Account with DP: 1f at any time as a security measure one
wishes that no transaction should be effected in one’s account, one may
advise one’s DP accordingly. DP will ensure that account of such investor
is totally frozen until further instructions from him.

8.5 NEED OF DEPOSITORY SYSTEM

The emergence of depository system is a sign of prosperity of financial
market system. Depository makes the market more systematic and
disciplined. Depositories pass on the benefits and rights to the transferee
quickly since the whole system is efficient and automated. Time lost in
communication is reduced considerably. Fraudulent encashment of
dividend warrants and loss of bonus or rights can be avoided. Since
depository is to have a scrip-less capital market, exchange of physical
scrips is not desired. Thus, the risk of loss, mutilation, theft and forgery of
security certificates is nil. Financial loss owing to loss of physical scrip
will no longer haunt the investors. A depository system would provide real
and substantial benefits to all the four main constituents of the capital
markets viz. the country, investors, intermediaries and the issuers.

To the Economy: Growing and more liquid capital markets to aid
financing and development is available. Inflow of international capital to
the Indian markets has increased. Transaction costs to the investors has
reduced due to automated settlement system. Perception of risk due to
elimination of frauds and other malpractices has reduced. Clearing and
settlement processes are simplified. International competitiveness has
increased, raising Indian market to global standards. It has improved
prospects for privatisation of Public Sector Undertakings.

To the Investors: Enhanced liquidity will enable investors to have access
to greater reinvestment opportunities due to speedier transfer of funds and
securities. They enjoy greater safety as compared to physical handling of
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securities, as the investor will not be exposed to benami shares,
objections, shortages, bad deliveries. Reduced instances of fraud, theft and
also counterfeiting of securities. There is elimination of financial loss due
to misplacement or loss of physical scrips. Faster realisation of benefits on
securities to the investors, as risk inherent from long delays in trading,
settling and registering is eliminated.

To the Issuers: This system provides up-to-date knowledge of
shareholders’ names and addresses which would enable them to keep in
touch with the investors. Large savings in costs involved at the time of
public issues. It has reduced the cost of registry and transfer functions.

To the Intermediaries: Risk in settlement is less as it would involve
Delivery versus Payment (DVP). Settlement is faster and risk of bad
delivery, instance of forgery, counterfeit certificates and losses in transit,
theft etc. is reduced.

The perceptions about safe keeping, risk taking, liquidity and credibility
of the market has undergone a sea change with the full scale operation of
depository system and electronic funds payment coupled with the
automated trading systems.

Activity 8.2
a) List four services offered by depositories



8.6 DEPOSITORIES IN INDIA

In May 1996, SEBI (Depositories and Participants) Regulations 1996 were
promulgated enabling conversion of Equity shares, Debt instruments
including debentures, bonds, Government securities, certificates of deposits,
commercial paper, pass through certificates and others besides Mutual fund
units in electronic mode. Two depositories have been established in India.
One is National Securities Depositories Ltd. (NSDL) and the other is
Central Depository Services Limited (CDSL). These both work in the same
way and offer equivalent services governed by SEBI to its customers.

8.6.1 National Securities Depositories Ltd. (NSDL)

It was promoted by Industrial Development Bank of India, Unit Trust of
India and National Stock Exchange. NSDL emerged as the first depository
to be registered in India. 29th November, 1996 was a red letter day for
Indian capital market as in more than 100 year history of stock exchanges
in India, for the first time National Stock Exchange witnessed trade in
dematerialised scrips.

NSDL, one of the largest Depositories in the World, established a state-of-
the-art infrastructure that handles most of the securities held and settled in
dematerialized form in the Indian capital market. The enactment of
Depositories Act in August 1996 paved the way for establishment of NSDL,
oldest of the two depositories in India. In exercise of the rights conferred by
the Depositories Act, NSDL framed its byelaws and business rules. The
byelaws are approved by SEBI. While the byelaws define the scope of the
functioning of NSDL and its business partners; the Business Rules outline the
operational procedures to be followed by NSDL and its "Business Partners’.

In view of the SEBI (Depositories and Participants) Amendment Regulations,
2012, NSDL adopted Code of Conduct and Code of Ethics for its Directors
and Key Management Personnel. The Code of Ethics for Directors and Key
Management Personnel of NSDL, aimed at improving the professional and
ethical standards in the functioning of the company thereby creating better
investor confidence in the integrity of the market.

Using innovative and flexible technology systems, NSDL works to support
the investors and brokers in the capital market of the country. NSDL ensures
the safety and soundness of Indian marketplaces by developing settlement
solutions that increase efficiency, minimize risk and reduce costs. NSDL
plays a central role in developing products and services that will continue to
nurture the growing needs of the financial services industry. NSDL provides
bouquet of services to investors, stock brokers, custodians, issuer companies
etc. through its nation wide network of Depository Partners.

In addition to the core services of electronic custody and trade settlement
services, NSDL provides special services like pledge, hypothecation of
securities, automatic delivery of securities to clearing corporations,

Depository System

209



Fee Based Services

210

distribution of cash and non-cash corporate benefits (Bonus, Rights, IPOs
etc.), stock lending, demat of NSC / KVP, demat of warehouse receipts and
Internet-based services such as SPEED-e and IDeAS discussed herein after.

NSDL Speede: With mobile being omnipresent in today’s life, NSDL has
developed a Mobile App named ‘NSDL Speede’ for investors to -

e View balances in NSDL demat account.
e  Give confirmation of e-DIS.
e Participate in e-Voting.

e Register for IDeAS.

SPEED-e: NSDL launched SPEED-e (pronounced as speedy) in September,
2001. It enables demat account holders (including Clearing Members) to
submit instructions directly on the Internet through SPEED-e
website https://eservices.nsdl.com, without the need to use paper. SPEED-¢ is
available to those demat account holders whose Participants have subscribed
to it. List of these DPs is available at https://www.nsdl.co.in/speed-e.php.

IDeAS: IDeAS (Internet-based Demat Account Statement) is the facility for
viewing balances and transactions in the demat account updated on an online
basis with a delay of maximum 30 minutes. This facility is available to the
Users of SPEED-e, Clearing Members who have subscribed to IDeAS and to
those clients whose Participants are registered for IDeAS. NSDL has
launched a facility called IDeAS from January 1, 2004 for investors to view
balances and transactions in demat accounts updated on an online but not real
time basis. This facility is available to all the clients including Clearing
Members (CMs) who have opened an account with any of the Participants
under NSDL system.

e-Voting: e-Voting is voting through an electronic system on resolutions of
company. NSDL has set up an electronic platform to facilitate members /
shareholders to cast vote in electronic form. In addition to providing remote
based evoting option, NSDL also facilitates companies to provide electronic
voting option at meeting venue using portable devices like Tablets. Further,
NSDL helps companies to conduct virtual meetings and live streaming of
meeting proceedings.

NSDL Demat Gateway e-DIS (Electronic Delivery Instruction Slip): Under
this facility, based on the mandate submitted by the Client, Clearing
Members submits the instruction to the Depository Participant of the Client
to debit the securities from the demat account of the Clients to the extent of
obligation at exchange(s) arising out of trades. NSDL validates the details of
debit instruction with obligation details uploaded by CCs. Upon debit of
securities from the Client account, as a risk mitigation mechanism, NSDL
sends SMS to concerned clients at the mobile number registered in their
demat account.



STEADY: NSDL has set-up a facility that enables brokers to deliver
contract notes to custodians and/or fund managers electronically. This facility
called STEADY (Securities Trading - information Easy Access and Delivery)
was launched by NSDL on November 30, 2002. STEADY is a means of
transmitting digitally signed trade information with encryption across market
participants electronically, through Internet. It is a facility which enables the
brokers to deliver/submit contract notes to custodians/ fund managers
electronically by transmitting digitally signed trade information with
encryption. It further enables fund managers to enrich the contract note and
convert it into instructions for the custodian.

SPICE (Submission of Power of attorney based Instructions for Clients
Electronically): Clearing Members (Clients who have given Power of
Attorney (POA) in favour of the Clearing Member) can submit auto pay-in
instructions to Participants (where Clients maintain demat accounts) on
SPEED-¢ facility to debit the demat accounts of the Clients and credit their
Clearing Member (CM) Pool Accounts. Thus, eliminating the need to give
paper based delivery instructions to the Participants.

NSDL provides depository services to investors and clearing members
through market intermediaries Depository Participants (DPs). NSDL charges
to DPs are uniform for all DPs. Some charges are payable by Issuers and
other users also. NSDL does not charge the investors directly but charges its
DPs, who are free to have their own charge structure for their clients. The
DPs to render services to investors make different charges like for opening
accounts, closing the account, Demat, Remat, custody, market transfers
(sale or purchase).

NSDL Demat account numbers are alphanumeric and start with ‘IN’ and then
14 digit numeric digits. There are 278 Depository participants of NSDL who
have 2.25 crore investor accounts with Demat Custody Quantity (Crore
securities) 265304, Demat Custody Value (Rs. Lakh Crore) 301.21and DP
Service Centres 36184.

8.6.2 Central Depository Services Limited (CDSL)

Central Depository Services Limited is India’s second securities depository
institution. CDSL was founded in 1999 and it holds various securities like
shares, bonds and more in an electronic form. It is primarily a depository for
the Bombay Stock Exchange (BSE). Major banks of India such as State Bank
of India, Union Bank of India and Axis Bank are their promoters. Other
popular banks like HDFC Bank, Bank of Baroda, and Standard Chartered
Bank also hold shares in it. Over two decades later, everything it has done —
the values it has built on, dematerialisation of various asset classes, e-services
— have all been in support of that singular goal, at an affordable cost. It is a
Market Infrastructure Institution (MII) and a crucial part of the Capital
market structure, providing services to all Market participants - Exchanges,
Clearing Corporations, Depository Participants (DPs), Issuers and Investors.
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1.

To meet the fast changing needs of the industry and its investors, CDSL
innovates in technology.

Few services it has launched are:

“easi” (electronic access to securities information), an internet based facility,
allows Beneficial Owners (BOs) to monitor their CDSL Demat account at a
place and time of their choose. easi also provides details of corporate
announcements for ISINs held in their account as well as 25 additional ISIN.

“easiest” (electronic access to securities information & execution of secure
transactions), an internet based facility, allows BOs to submit debit
instructions through the internet, thus obviating the need of visiting their DP
offices to submit instruction slips.

SMS alert facility SMART (SMS Alerts Related to Transactions) enables
BOs registered for this facility to receive SMS alerts in case of any debits or
credits related to corporate actions or any change in demographic details in
their accounts.

“e-Voting” is an internet based system through which shareholders can login
and register their votes on company resolutions. The system processes and
records votes automatically, which facilitates faster processing of voting
results.

M-Voting is a mobile application for e-Voting. The mobile app can be
downloaded by shareholders on their android and iOS based mobile devices.

Myeasi Mobile App for BOs registered for easi or easiest. Myeasi Mobile
App is designed with adaptive technology such that it fits in all
Smartphones/tab screen size. Investors can log-in to the App using their
easi/easiest log-in credentials. CDSL’s Myeasi app can be downloaded by
Android and 10S based mobile devices

e-Locker is an online document storage facility to store important documents
in electronic form at one central secure location. This facility is available for
easi/easiest users.

CDSL has four subsidiaries rendering specialised services:

CDSL Venture Limited (CVL) has in place a stringent policy and systems
to ensure confidentiality of data. Strong electronic and physical security
measures ensure security of confidential data without compromising
ethics and values.

CDSL Insurance Repository limited (CIRL) provides policyholders a
facility to keep insurance policies in electronic form in ‘e-Insurance
account’ (elA) and to undertake changes, modifications and revisions in
the elA account/ insurance policy with speed and accuracy in order to
bring about efficiency, transparency and cost reduction in the issuance
and maintenance of insurance policies.



1il.

1v.

CDSL Commodities Repository Limited (CCRL) provides convenient,
dependable and secure depository services at affordable cost to all market
participants for Commodity Market Stakeholders.

CDSL IFSC Limited, (CDSL IFSC) operates a depository in the
International financial Services Centre (IFSC) at Gujarat International
Financial Tec City (GIFT City). CDSL IFSC is a foreign depository and
caters to a global audience of investors.

CDSL Demat account numbers are of 16 numeric digits. CDSL has 599
registered DPs. It has 3.96 crore active investor accounts as on 30th June
2021. It became first depository to cross 50 million active demat accounts in
India with number of securities in million 533,022 with value (INR in
million) 3,69,39,752.

8.7 LEGAL FRAMEWORK

There are mainly two statues which are followed by Indian depository
system (Chart 8.5). One is Depository Act 1996 and the other is SEBI
(Depositories and Participants) Regulations 1996 along with SEBI Act.
Besides these The Companies Act 1956, Business rules of depository, Bye—
laws of depository also influence working and managing its affairs.
Protecting the interest of investors is of paramount importance to SEBI and in
this direction it regulates the provisions of Depositories Act, 1996. It is the
statute which gives directions to depository business in India. As per the Act
a depository should be a corporate body and should get certificate of
Commencement of Business from SEBI.

Chart 8.5: Legal Framework Of Depository System In India

Regulation of Depositories
Daposilorisf Act, 1996

SEBI
|
SEBI Act, SEBI (Depositories &
1992 Particpants) Requlation, 1996

=
: : }

Business Rules Bye-Laws Agreements Applicability of Our Acts/
Regulations

Depository Act 1996 specifies Rights and Obligations of depositories,
participants, issuers and beneficial owners. Some of the important provisions
are: —

e Depository shall enter into an agreement with one or more participants as
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its agent.
e All securities held by a depository shall be in a fungible form.

e A depository shall be registered owner of securities for the purposes of
effecting transfers of ownership on behalf of a beneficial owner.
Beneficial owners shall be entitled to all the rights and benefits in respect
of his securities held by a depository.

e Beneficial owner with prior information can pledge or hypothecate
securities held in depository.

e Depository shall furnish needed information to beneficial owners and
Issuers.

e Depository is to indemnify beneficial owners for any loss incurred due to
negligence of participants.

e Depositories have powers to make byelaws for related matters with prior
approval of SEBI.

SEBI (Depositories and Participants) Regulations 1996, cover various
operational aspects like: the recognition of depositories who are to submit
application in specified forms along with prescribed information and
registration fee. Certificate of registration is granted subject to some
conditions laid down. On getting certificate of registration, SEBI issues
Certificate of Commencement of Business. Before issuing it, SEBI
considers all matters which are relevant to the efficient and orderly
functioning of depository. Participants are also to get a 'Certificate of
Registration. This certificate of Registration is renewable.

There are regulations regarding rights and obligations of depositories,
participants and issuers. Regulations specify mode of communication for
the system. Provisions have also been made to facilitate creation of pledge
and hypothecation of securities of investor held in depository mode. SEBI
has right to appoint its officers to undertake inspection of the books of
accounts, records, documents and infrastructure systems and procedure of
a DP, a beneficial owner, an issuer or its agent.

Some of the important regulations for depositories are given here.

e The sponsor shall, at all times, hold at least fifty one per cent of the
equity capital of the depository and the balance of the equity capital of
the depository shall be held by its participants.

e No participant shall at any time, hold more than five per cent of the
equity capital of the depository.

e [f any information previously submitted by the depository or the sponsor
to the Board is found to be false or misleading in any material particular,
or if there is any change in such information, the depository shall
forthwith inform the Board in writing.

e The depository shall redress the grievances of the participants and the



beneficial owners within thirty days of the date of receipt of any
complaint from a participant or a beneficial owner and keep the Board
informed about the number and the nature of redressals.

e The depository shall make an application for commencement of business
within one year from the date of grant of certificate of registration under
this regulation and

e The depository shall amend its bye-laws as directed by SEBI.

8.7.1 Certificate of Commencement of Business

The Board, before granting a certificate of commencement of business
makes a physical verification of the infrastructure facilities and systems
established by the depository. The Board takes into account for
considering grant of certificate of commencement of business, all matters
which are relevant to the efficient and orderly functioning of the
depository and in particular, the following:-

- whether the depository has a net worth of not less than rupees one
hundred crore;

- the bye-laws of the depository have been approved by the Board;

- the automatic data processing systems of the depository have been
protected against unauthorised access, alteration, destruction,
disclosure or dissemination of records and data;

- the network through which continuous -electronic means of
communications are established between the depository, participants,
issuers and issuer’s agents is secure against unauthorised entry or
access;

- the depository has established standard transmission and encryption
formats for electronic communications of data between the depository,
participants and issuers;

- the depository has a detailed operations manual explaining all aspects
of its functioning, including the interface and method of transmission
of information between the depository,- issuers’ agents, participants
and beneficial owners;

- the depository has made adequate arrangements including insurance
for indemnifying the beneficial owners for any loss that may be caused
to such beneficial owners by the wrongful act, negligence or default of
the depository or its parts or of any employee of the depository or
participant; and

- the grant of certificate of commencement of business is in the interest
of investors in the securities market.
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8.7.2 Record of Services by Depository Participant (DP)

i) Types of records: Every participant shall maintain the records of all
the transactions entered into with a depository and with a beneficial
owner; details of securities dematerialised, rematerialised on behalf of
beneficial owners with whom it has entered into an agreement; records
of instructions received from beneficial owners and statements of
account provided to beneficial owners; and records of approval, notice,
entry and cancellation of pledge or hypothecation, as the case may be.
Every participant shall make available for the inspection of the
depository in which it is a participant all records referred above. Every
participant shall allow persons authorised by the depository in which it
i1s a participant to enter its premises during normal office hours and
inspect its records. Every participant shall intimate the Board the place
where the records and documents are maintained. The participant shall
preserve records and documents for a minimum period of five years.

ii) Manner of keeping records: For electronically kept records, the
participant shall ensure that the integrity of the data processing
systems is maintained at all times and take all precautions necessary to
ensure that the records are not lost, destroyed or tampered with and in
the event of loss or destruction, ensure that sufficient back up of
records is available at all times at a different place.

iii) Records to be maintained depository-wise: If a participant enters
into an agreement with more than one depository, it shall maintain the
specified records separately in respect of each depository.

iv) Prohibition of assignment: No participant shall assign or delegate its
functions as participant to any other person, without the prior approval
of the depository.

How to surrender certificate of security

Any beneficial owner, who has entered into an agreement with a
participant, shall inform the participant of the details of the ‘certificate of
security’ which is to be dematerialised, and shall surrender such certificate
to the participant. Where a beneficial owner has appointed a custodian of
securities, then he may surrender the certificates of security to the
participant through his custodian of securities. The participant shall, on
receipt of this information, forward such details of the certificate of
security to the depository and shall confirm to the depository that an
agreement has been entered into between the participant and the beneficial
owner. The participant shall maintain records indicating the names of
beneficial owners of the securities surrendered, the number of securities
and other details of the certificate of security received. The participant
shall, furnish to the issuer details specified in regulations. The issuer shall
on receipt of the certificate of security from the participant immediately
mutilate and cancel it and substitute in its records the name of the



depository as the registered owner and shall send a certificate to this effect
to the depository and to every stock exchange where the security is listed.
Immediately upon receipt of information from the issuer, the depository
shall enter in its records the name of the person who has surrendered the
certificate of security as the beneficial owner, as well as the name of the
participant from whom it has received intimation and shall send an
intimation of the same to the participant. The issuer shall maintain a
record of certificate of securities which have been dematerialised.

8.7.5 Records to be Maintained by Depository

Every depository shall maintain the records of securities dematerialised
and rematerialised; the names of the transferor, transferee, and the dates of
transfer of securities; a register and an index of beneficial owners; records
of instructions received from and sent to participants, issuers, issuers’
agents and beneficial owners; records of approval, notice, entry and
cancellation or pledge or hypothecation, as the case may be; details of
participants; details of securities declared to be eligible for
dematerialisation in the depository; and any other record required by
SEBI. Every depository shall intimate the Board the place where the
records and documents are maintained. Depository shall preserve records
and documents for minimum period of five years.

Every depository shall extend such co-operation to the beneficial owners,
issuers, issuers’ agents, custodians of securities, other depositories and
clearing organizations as is necessary for the effective, prompt and
accurate clearance and settlement of securities transactions and conduct of
business. No depository shall assign or delegate to any other person its
functions as a depository, without the prior approval of the Board.

Every participant shall enter into an agreement with a beneficial owner
before acting as a participant on his behalf, in a manner specified by the
depository in its bye-laws.

Separate accounts shall be opened by every participant in the name of
each of the beneficial owners and the securities of each beneficial owner
shall be segregated, and shall not be mixed up with the securities of other
beneficial owners. A participant shall register the transfer of securities to
or from a beneficial owner’s account only on receipt of instructions from
the beneficial owner and thereafter confirm the same to the beneficial
owner in a manner as specified by the depository in its bye-laws. Every
entry in the beneficial owner’s account shall be supported by electronic
instructions or any other mode of instruction received from the beneficial
owner in accordance with the agreement with the beneficial owner.

Monitoring, reviewing and evaluating internal systems and controls:
Every participant shall have adequate mechanism for the purposes of
reviewing, monitoring and evaluating the participant’s internal accounting
controls and systems.
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Creating Pledge or Hypothecation: If a beneficial owner intends to
create a pledge or hypothecation on a security owned by him, he shall
make an application and the participant will proceed in the manner
specified in the regulations.

Income Tax Aspect: In case of dematerialized holdings cost of acquisition
and period of holding for calculation of capital gains tax is determined on the
basis of First In First Out (FIFO)method. This is as per the amendment to the
Income Tax Act. The proof of the cost of acquisition will remain to be the
contract note or the value on 31* January 2018, which ever is later.

8.8 DEPOSITORY SYSTEM IS TECHNOLOGY
DRIVEN

The whole discussion on depository system revolves around use of
technology in its working. Depositories carry out their activities through
various functionaries as DPs, Issuing corporates and their Registrars and
Transfer agents, clearing houses etc. Depositories are electronically linked to
each of these partners via a satellite link. The norms laid down by SEBI for
Depositories are also technology oriented. In order to facilitate transfers
between investors having accounts in the two existing depositories in the
country the Securities and Exchange Board of India has asked all stock
exchanges to link up with the depositories. SEBI has also directed the
companies’ registrar and transfer agents to effect change of registered
ownership in its books within two hours of receiving a transfer request from
the depositories. To ensure safety to investors SEBI desires that where
records are kept electronically by the participant, it shall ensure that the
integrity of the data processing systems is maintained at all times and take all
precautions necessary to ensure that the records are not lost, destroyed or
tampered with and in the event of loss or destruction, ensure that sufficient
back up of records is available at all times at a different place. Both Indian
depositories, NSDL and CDSL, are striving hard to update their technology
strengths. Some of their initiatives have been discussed earlier in this unit.

8.9 SUMMARY

Depository is an institution which maintains an electronic record of
ownership of securities essentially aiming at eliminating the voluminous and
cumbersome paper work involved in the scrip-based system and offers scope
for ‘paperless’ trading through state-of-the-art technology, where the
dematerialized physical securities are traded and held in custody. It is a
general feeling that depository service has added to the efficiency of capital
market in India. This facilitates faster, risk free and low cost settlement.
Constituents of Depository System are: Depository, Depository Participants
(DPs), Companies/Registrars and Investors. Depositories in India are
regulated by Depository Act 1996 and to facilitate operations of the said Act
SEBI (Depositories & Participants) Regulations 1996 were issued. In the
depository system, since the physical form of security loses its relevance, the



securities are to be ‘fungible’. Each security held in dematerialized form is
given an identity and it is in form of a distinctive ISIN (International
Securities Identification Number). There are two depositories in India having
about 877 DPs. Their fee ‘charges for investors differ and are high for small
investors. Both the depositories have successfully harnessed technology to
the full advantage of the investors and investment culture in India. The
depository system has been gradually implemented in a planned and
systematic manner in India starting from voluntary acceptance for investors
towards a compulsory requirement prescribed by SEBI for trading in demat
securities only.

8.10 SELF-ASSESSMENT QUESTIONS

1) What is dematerialisation of financial assets? How it is useful for
investor, market and regulator.

2) Explain the whole depository process. Discuss the dematerialization of
securities in details.

3) Discuss the role of the National Securities Depository Ltd (NSDL) and
the services provided by it.

4) Describe the Regulations governing the depositories in India.
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UNIT9 CORPORATE ADVISORY SERVICES

Objectives
After reading this unit, you should be able to:

e explain the meaning and scope of corporate advisory services;

identify various corporate advisory services;
e understand the technicalities of main corporate advisory services; and

e appreciate the importance of corporate advisory services.
Structure:

9.1 Introduction

9.2 Need For Corporate Advisory Services

9.3 Fund Raising

9.4 Project Counselling, Pre-Investment Studies and Appraisal
9.5 Loan Syndication

9.6 Corporate Restructuring

9.7 Capital Structuring And Restructuring

9.8 Liasion With Foreign Collaborators And Making Preparation For Joint
Ventures

9.9 Raising External Commercial Borrowings and Trade Credit
9.10 Mergers And Acquisitions

9.11 Consultancy For Rehabilitation Of Sick Industrial Units
9.12 Fairness Opinion

9.13 Other Corporate Advisory Services

9.14 Summary

9.15 Key Words

9.16 Self-Assessment Questions

9.1 INTRODUCTION

Corporate Advisory Services is an umbrella term that encompasses
specialized advice’s rendered to corporate houses to ensure that a corporate
enterprise runs efficiently at its maximum potential through effective
management of financial and other resources. It also rejuvenates old-line
companies and ailing units and guides existing units in locating
areas/activities of growth and diversification. These services are administered
with a long-term aim to support undertakings and overcome weakness in
certain areas associated with finance, business and other legal aspects. When
a new company registration is done, the very next step is to consult
professional corporate advisors to urge to understand the business on a



holistic level and cover-up for the loopholes which will occur in future.
Corporate advisors are independent experts who support the working model
of a business with their techniques and practices. Usually, Merchant Bankers
provide these services. The corporate advisory services represent an
important component of the portfolio of the activities of merchant bankers.
Corporate advisory services can cover any matter worth the benefit for a
corporate unit involving financial aspects, governmental regulations, policy
changes and business environmental, reshuffles etc. Thus, the scope of the
corporate advisory services is very vast. Its coverage ranges from the subject
areas like economic policy, investment and financial management to
corporate laws and the related legal aspects.

9.2 NEED FOR CORPORATE ADVISORY
SERVICES

Since the world is growing at a rapid pace, the company would not want to
lose out on some vital opportunities. It may look out for expansion
opportunities, go in for strategic alliances, seek profitable mergers and
acquisitions etc, to improve upon its current standing. The transactions and
formalities involved in such a case need to be professionally handled and
there tends to be a need for a specialist intermediary to the proposed
transaction. Such specialists enable a hassle free service, which in turn will
enable the company to get the job done easily and effectively. A company
may have thousands of complex business processes to be handled and much
of it can even be on a daily basis. A majority of these transactions can have
several implications e.g. business and legal angles, and so as to arrive at an
effective structure that can further the interests of the company. The above
activities will be better done with someone with the requisite experience and
expertise. It is here that corporate advisory services find a place.

There may be several areas (which are of interest to the company) that may
need specialized advice before initiating a business plan. Activities involved
in such situation need specialized handling and may not be done very
efficiently by anyone and everyone and demand professionals with exposure
in such areas of service. To meet the challenges arising out of changing
scenario a company finds itself in the need of restructuring its operations.
Such advisors can be professional firms such as company secretaries,
chartered accounting firms, law firms, Investment banks and other financial
institutions with merchant banking licenses. The important advisory services
provided by these investment banks and merchant banks relate to numerous
services like business advisory, restructuring advisory, project advisory etc.
Companies do appreciate the expertise, which investment banks bring along
with them in dealing with such issues. Such services have always been the
domain of professional advisers. Nowadays, technology has made the job of
corporate advisory easier than ever before. The entire process is automated
and therefore, it has reduced the burden on human resources and increased
the efficiency of the entire process. Some of the main corporate advisory
services are discussed here.
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9.3 FUND RAISING

One of the main corporate services rendered by merchant banker is to
facilitate raising finances by issuing corporate securities like equity shares,
preferences shares and debentures or bonds of new as well as existing
companies including rights issues. There can be public issues, private
placement and bought out deals.

The public issues are managed by the involvement of various agencies i.e
under writers, brokers, bankers, advertising, agencies, printers, auditors, legal
advisers, registrar to the issue and merchant bankers providing specialized
services to make the issue a success. However, merchant bank is the agency
at the apex level who plans, coordinates and controls the entire issue activity
and directs different agencies to the successful marketing of securities. In
issue management, a decision on the size and timing of the public issue in the
light of the market conditions, procuring underwriting support from brokers,
institutional underwriters, i.e complete liaison with share market
functionaries, financial press, media coverage, arrangement of collection of
applications throughout the country through appointed banks to the issue, are
equally important tasks which a merchant banker traditionally performs. For
the successful issue marketing “Stock Exchange clearances and listing of the
securities are the necessary arrangements which are also assisted to by the
merchant banker. This service has already been discussed in detail in unit-4
on merchant banking.

The private placement is an issue of stock either to an individual person
or corporate entity, or to a small group of investors. Investors typically
involved in private placement issues are either institutional investors, such as
banks and pension funds, or high-net-worth individuals through prescribed
offer-cum-application form, which satisfies the conditions specified in
section 42 of the Companies Act, 2013. It states that the maximum allotment
that can be done in a year is 200, exceeding which the issue is considered
public and the company has to follow the procedure of public issue. In the
process of private placement, no prospectus is issued. The value of such offer
or invitation per person shall be with an investment size of not less than Rs
20,000 of face value of the securities. Allotment must be made within 60
days. If not made within 60 days, amount should be refunded within 15 days.
Otherwise, interest (@ 12% will be payable. The payment for subscription to
securities shall be made from the bank account of the person subscribing to
such securities only. The company shall maintain a complete record of
private placement offers, a copy of such record along with the private
placement offer letter shall be filed with the Registrar with prescribed fees,
within 30 days from date of the private placement offer letter. Appointing a
merchant banker is not mandatory in such case since it is a direct sale by a
company of its securities to a limited number of sophisticated investors who
do not need expertise of investors’ protection and more over legal formalities
are not that complex as those in public issues.



The promoter envisages that if public issue made to raise capital will not
clinch, bought out deal is an option. Promoter may approach merchant
bankers (bought out dealer or sponsor) and place the shares of the company
initially with him/her which are offered to public at a later stage. This route is
known as bought out deal. A bought out deal is a method of offering
securities to the public through a sponsor or underwriter. Many a time a
syndicate of merchant bankers jointly sponsor a bought out deal to spread the
risk involved. The general strategy of the bought deal calls for securing the
shares associated with the offering at a discounted price, then reselling the
acquired shares at the current market value, a move that provides the
underwriter/merchant banker with a significant opportunity to earn a return
on the deal. Such direct investment is being made with an understanding
between the company and the sponsor to go for public offering in a mutually
agreed time. The securities are listed in one or more stock exchanges within a
time frame mutually agreed upon by the company and the sponsor. Such
bought shares by sponsor can be disposed off at an opportune time on ‘over
the counter’ or other stock exchanges. The peculiar features of Brought-out
deal are as under

1) The parties to bought out sale are promoters of the company, sponsors
and co-sponsors.

i1) There is an outright sale of a chunk of equity shares to a single sponsor or
the lead sponsor.

ii1) Sponsors form a syndicate with other merchant bankers for meeting the
resource requirements and for distributing the risk.

iv) The sale of securities is influenced by factors such as project evaluation,
promoter’s image and reputation, current market sentiments, prospects of
offloading these shares at a future date, etc.

v) Bought out deals are in the nature of fund based activity where the funds
of the merchant bankers get locked in for at least the prescribed minimum
period.

vi) Investor can realize price when shares get listed and higher prices prevail.
Listing is done when the performance of the company improves and the
project generates larger cash inflows.

vii) The Securities and Exchange Board of India mandates that only private
companies can choose this method of issuing securities

Bought out deals offer a mechanism for speedier sales of security at a lower
cost relating to issue. Such deals offer freedom for promoters to set a realistic
price and convince the sponsor about the same. Bought out deals facilitate
better investor protection as sponsors are rigorously evaluated and appraised
by the promoters before offloading the issue. It helps to enhance the quality
of capital flotation and primary market offering. On the other hand bought
out deal gives rise to an apprehension in the mind of promoters particularly
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of the private or closely held companies that the sponsors may take control of
the company as they own large portion of the share of the company. Bought
out deals pose considerable difficulty in off-loading the shares in time of
unfavourable market conditions thus resulting in locking up of investments
and entailing losses to sponsor. Bought out deals have a big scope for
manipulation at the hands of sponsor through insider trading.

94 PROJECT COUNSELLING, PRE-
INVESTMENT STUDIES AND APPRAISAL

The first step to launch a business unit is selection of a viable project.
Merchant bankers undertake this assignment on a very large scale since they
have experts with them in diverse fields. Project counselling covers a variety
of sub assignments. Illustrative list of services which can be rendered under
this category are:

1) Identification of potential investment opportunities.

1) Guidance in relation to project viability i.e project identification and
counselling. It may be for setting up new units, expansion or
improvement of existing facilities.

iii) Selecting Technical Consultancy Organization for preparing project
reports and market surveys, review of the project reports or market
survey report. Sometimes merchant bankers are also engaged in
preparation of project reports or market surveys.

iv) Negotiating with foreign collaborators and making all necessary
arrangements.

v) Assisting clients in preparing the applications for financial assistance to
Financial Institutions/Banks.

vi) Assisting the clients in seeking approvals from the Government of India
for foreign technical and financial collaboration agreements.

vii) Specifying the procedural aspects of project implementation.

viii)Providing  assistance in obtaining government consent for
implementation of the project.

ix) Proposing a suitable capital structure laying broad as well as specific
features.

x) Techno- economic soundness of the project and marketing aspects.

xi) Preparing project report from financial angle including financial
engineering i.e. selection of right mix of financing pattern specifically
for short term requirements.

xii) Organisation and management set up for a strong base and efficient
working of the project.



However counseling is limited to only opinions and suggestions and any
detailed analysis would form part of a specific service. The scope of project
counseling is restricted to the explanations of concepts, procedures and laws
to be observed by the client company. Requirement of any action to be taken
or compliance of statutory formalities to be made for implementation of these
suggestions would mean the demand for a specific type of service other than
project counseling being offered by the merchant bankers.

Pre-investment studies are directed mainly for the prospective investor.
These are the objective and detailed feasibility explanations, of which the
principal aim is to arm the clients with the sound foundation of facts and
figures to evaluate the alternative avenues open for capital investments from
the point of view of growth and profit prospects. Some of the critical issues
that a study of this genre deals include an in-depth investigation of
environment and regulatory factors, location of raw material, supplies,
demand projections and financial requirements. Such a study would assess
the financial and economic viability of a given project and help the clients to
identify and short list those projects that are built upon its inherent strength
so as to accentuate corporate profitability and growth in long run.

Project appraisal is indispensable because resources are scarce and
alternative opportunities in terms of projects exist for commitment of
resources. Project selection can only be rational if it is superior to others in
terms of its commercial importance (net financial benefit accruing to
owners of project) or its importance to the nation as a whole. Various
appraisals that are carried out as a part of project appraisal are:

Financial Appraisal: Financial appraisal is concerned with assessing the
feasibility of a new proposal for investment, for setting a new project or
expansion of existing productive facilities. In appraising a project, the
project’s direct benefits and costs are estimated at the prevailing market
prices. This analysis is used to appraise the viability of a project, as well as
to match projects on the basis of their profitability. It may be noted that
financial appraisal is concerned with the measurement of profitability of
resources invested in the project without reference to their source.

An integral aspect of financial appraisal is financial analysis, which takes into
account the financial features of a project including sources of financing.
Financial analysis helps to determine smooth operation of the project over its
entire life cycle. The two major aspects of financial analysis are liquidity
analysis and capital structure analysis for which ratios are employed.
Liquidity ratios measure a project’s ability to meet its short-term obligations.
Capital Structure analysis is done to see long term solvency i.e the project’s
ability to meet long-term commitments to creditors.

Technical Appraisal: Technical appraisal is primarily concerned with the
project concept covering technology, design, scope and content of the plant
as well as inputs and infrastructure facilities envisaged for the project.
Technical appraisal is an in-depth study to ensure that a project is
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1) soundly designed ii) appropriately engineered and (iii) follows accepted
standards.

Therefore, which of the raw materials are economically available in the area
needs to be studied and machinery selection is done accordingly. While
selecting an appropriate technology, local conditions like heat, dust, rain or
cold also need to be kept in mind. The technology must be proven and well-
tried. If it is a new process, a performance bond should be obtained from the
machinery supplier which should be supported by a guarantee from a bank of
international repute. There should be flexibility in the plant for any change in
dimension or switch over to other varieties. Basically, the project should be
able to deliver to the market the product from the resources deployed at a cost
which would leave a margin adequate to service the investment and plough-
back a reasonable amount to enable the enterprise to consolidate its position.

Economic Appraisal: Economic appraisal of a project deals with the impact
of the project economic aggregates. It is a type of decision method applied to
a project that takes into account a wide range of costs and benefits,
denominated in monetary terms or for which a monetary equivalent can be
estimated. It is a systematic process for examining alternative uses of
resources, focusing on assessment of needs, objectives, options, costs,
benefits, risks, funding, affordability and other factors relevant to decisions.
The main types of economic appraisal are:

- Cost-benefit analysis
- Cost-effectiveness analysis

- Scoring and weighting.

Economic appraisal is a methodology designed to assist in defining problems
and finding solutions that offer the best value for money. The principles of
appraisal are applicable to all decisions, even those concerned with small
expenditures. However, the scope of appraisal can also be very wide. Good
economic appraisal leads to better decisions and value for money. It
facilitates good project management and project evaluation. Appraisal is an
essential part of good financial management, and it is vital to decision-
making and accountability.

9.5 LOAN SYNDICATION

Loan syndication is also known as loan procurement and project finance
service. Loan Syndication is the process where a consortium of banks and
lenders fund various fragments of a loan of an individual borrower, when a
borrower requires a loan amount which is too big for a single bank to
provide. Loan syndicates are created when a loan is too large for one bank or
falls outside the risk tolerance of a bank. Loan syndication service involves
making arrangement for financing a large borrower by a number of financial
institutions. Each lender in the syndicate contributes part of the loan amount,
and they all share in the lending risk. One of the lenders act as the manager



(arranging bank), which administers the loan on behalf of the other lenders in
the syndicate. The syndicate may be a combination of various types of loans,
each with different repayment terms that are agreed upon during negotiations
between the lenders and the borrower. Lenders then form a syndicate that
allows them to spread the risk and share in the financial opportunity. The
liability of each lender is limited to their share of the total loan. The
agreement for all members of the syndicate is contained in one loan
agreement. The main task involved in loan syndication is to raise the rupee
and foreign currency loans with the banks and financial institutions both in
India and abroad. It also arranges to bridge finance and the resources for cost
escalations or cost over-runs. Merchant bankers provide specialised services
in preparation of project, loan applications for raising short-term as well as
long-term credit from various banks and financial institutions for financing
the project or meeting the working capital requirements. They also manage
Euro-Issues and help in raising funds abroad.

The main advantage of a syndicated loan is that the borrower is not required
to meet all the lenders in the syndicate to negotiate the terms of the loan.
Rather, the borrower only needs to meet with the arranging bank to negotiate
and agree on the terms of the loan. The arranger then does the bigger work of
establishing the syndicate, bringing other lenders on board, and discussing
the loan terms with them to determine how much credit each lender will
contribute.

Since a syndicated loan is contributed to by multiple lenders, the loan can be
structured in different types of loans and securities. The varying loan types
offer different types of interest, such as fixed or floating interest rates, which
makes it more flexible for the borrower. Also, borrowing in different
currencies protects the borrower from currency risks resulting from external
factors such as inflation and government laws and policies.

Loan syndication allows borrowers to borrow large amounts to finance
capital-intensive projects. A large corporation or government can borrow a
huge loan to finance large equipment leasing, mergers, and financing
transactions in telecommunications, petrochemical, mining, energy,
transportation, etc. A single lender would be unable to raise funds to finance
such projects, and therefore, bringing several lenders to provide the finance
makes it easy to carry out such projects.

The participation of multiple lenders to finance a borrower’s project is a
reinforcement of the borrower’s good market image. Borrowers that have
successfully paid syndicated loans in the past elicit a positive reputation
among lenders, which makes it easier for them to access credit facilities from
financial institutions in the future.

Broadly, the loan syndication includes the following steps where corporate
advisors play their role:-

a) estimating the total costs,
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b) drawing a financing plan for the total project cost-conforming to the
requirements of the promoters and their collaborators, financial
institutions and banks, Government agencies and underwriters,

c) preparing loan application for financial assistance from term
lenders/financial institutions/banks and monitoring their- progress
including the pre-sanction negotiations,

d) selecting the institutions and banks for participation in financing,

e) follow-up of the term loan application with the financial institutions and
banks and obtaining the satisfaction for their respective share of
participation,

f) arranging bridge finance

g) assisting in completion of formalities for drawing of term- finance
sanctioned by institutions expediting legal documentation formalities,
drawing up inter-se agreements etc. prescribed by the participating
financial institutions and banks

h) assessing the working capital requirements, preparing the necessary
application for submission to the bankers and assisting in negotiating for
the sanction  of appropriate facilities.

Need of syndication arises due to the fact that, specially in big projects one
institution may hesitate to meet the whole debt requirement of the project.
They want to spread the risk. Further shortage of funds availability with one
lender also requires credit syndication. The merchant banker by rendering
credit syndication services saves the time of the borrower.

The modus operandi of syndication is quite simple. The borrower approaches
several banks which might be willing to syndicate a loan, specifying the
amount and the tenor for which the loan is to be syndicated. On receiving a
query, the syndicator scouts for banks who may be willing to participate in
the syndicate. Based on an informal survey, it communicates its desire to
syndicate the loan at an indicative price to the corporate borrower; all in a
matter of days. After reviewing the bids from various banks, the borrower
awards the mandate to the bank that offers him the best terms. The
syndicator, on his part, can underscore his willingness to syndicate the loan
on a firm commitment basis or on a best-efforts basis. The former is akin to
underwriting and will attract capital adequacy requirements. That may reduce
the bank’s flexibility. In India, given the fact that banks may not be willing
to maintain capital in the interim period, most syndicates the likely to be done
on a best-efforts basis. Best-efforts, as the name suggests, limits the
obligation of the syndicator, as he is not compelled to provide the loan on his
own, in case he fails to arrange the loan. However, more often than not, the
syndicator would try to fulfill his commitments for the inability to do so
would tarnish his reputation.



Once the syndicator has been awarded a mandate, the borrower has to sign a
‘clear market clause’ which stops him from seeking a syndicated loan from
any other bank, till such time as the documentation for the syndication is
drawn up by the syndicate manager. This may take about three-four weeks.

In the interim period, the syndicate manager gets the banks to agree to
syndicating the loan. It can do this on a ‘broadcast’ basis, by sending telexes
to the concerned banks inviting participation. If the company is well known,
the loan is not complicated and the market is liquid, such a method would
work well. However, if the corporate tends to keep a low profile and the loan
structure is complicated, the syndicate manager would have to woo the
participant banks with offer documents or an information memorandum on
the company. The document is similar to a prospectus but less detailed.
Nevertheless drawing up such a document does call for a lot of homework.
The syndicate manager has to be very careful because he can be held
responsible for any inaccuracy or omission of material facts.

The participants, after reviewing the prospects, decide whether or not to join
the syndicate. However, given the fact that most of the participants may be
smaller Indian banks, they may take weeks to give the final nod. Once the
bank decides to become a member of the syndicate, it indicates the amount
and the rate that it is likely to charge on the loan. Based on information
received from all participants, the syndicate manager prepares a common
document to be signed by all the members of the syndicate and the borrowing
company. The document usually lists out details of the agreement with regard
to tenor, interest prepayment clause, security, covenants, warranties and
agency clause.

9.6 CORPORATE RESTRUCTURING

Corporate restructuring is the process of redesigning one or more aspects
of a company. The process of reorganizing a company may be implemented
due to a number of different factors, such as positioning the company to be
more competitive, survive a currently adverse economic climate, or poise the
corporation to move in an entirely new direction. Restructuring a corporate
entity is often a necessity when the company has grown to the point that the
original structure can no longer efficiently manage the output and general
interests of the company. The merchant bankers provide their expert services
for corporate restructuring. When a company wants to grow or survive in a
competitive environment, it needs to restructure itself and focus on its
competitive advantage. This restructuring could be by way of internal
growth or external growth. In simple words, corporate restructuring is the
process by which a company can consolidate its business operations and
strengthen its position for achieving the desired objectives. Corporate
restructuring is done in three different areas. These are: restructuring
business portfolio, financial restructuring and organizational restructuring.
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9.6.1 Restructuring Business Portfolio

It refers to the modification or redefinition of a company’s scope in response
to internal and external difficulties with the aim to create value for the
shareholders. This strategy involves removing at least one business from the
portfolio, although it may sometimes involve complex combinations of
business entries and exits. It is a dimension of corporate restructuring and the
key aspect with in the field of strategic management. Large, diversified
organizations commonly use restructuring business portfolio. For example,
an organization may simultaneously seek growth through the acquisition of
new businesses, employing a stability strategy for some of its existing
businesses, and divest itself of other businesses. Clearly, formulating a
consistent organizational strategy in large, diversified companies is very
complicated, because a number of different business — level strategies need to
be coordinated to achieve overall organizational objectives. Business
portfolio models are designed to help managers deal with this problem.
Business portfolio models are tools for analyzing (1) the relative position of
each of an organization’s businesses in its industry and (2) the relationships
among all of the organization’s businesses. Business Portfolio Restructuring
could be done in a variety of ways like Business Alliances, Joint Ventures,
Mergers, Takeovers, Foreign Franchises, etc. There are three important
decisions to be made here - which businesses to retain, which ones to divest
and how, and which are the new ones, if at all, to enter, and how.

1) Business Retention Criteria: A variety of criteria for business retention
have emerged from experience and the literature. Some of these have
been known for a long time; tended to be neglected and brought back in a
modified, renewed form. An early criterion was that of distinctive
competence. Out of its various strengths, a firm should focus on those,
which gave it an edge over competition. Stay in those business where one
has a competitive edge over existing players and potential new entrants
and cannot cope with the bargaining powers of customers and suppliers;
the threat of substitutes and regulatory environment. It has been further
buttressed by the idea of core competence. This is made up of the core
skills of a firm, built up over a number of years.

i1) Divestment Strategies: The above decisions on retention will
automatically create a candid list of businesses for divestment. The
process of divestment has to be handled carefully especially in emerging
markets, like India, with many social concerns if:

a) the business to be divested is already profitable find a suitable buyer at an
attractive price, which can then, be invested in the core business it is
losing break even or low margin, but has the potential for higher
profitability, find a joint venture partner, hive off and give him equity and
management control, at reasonable price.



b) the profitability improves, divest more of the equity at better prices,

c) the prospects are bleak or will take too long to turn around, sell to a
willing buyer even at a loss,

d) a buyer cannot be found, close down, treating all past losses as such costs,
be guided by the differential, discounted cost benefit analysis.

In all the above cases, advisors suggest client to communicate with
employees and unions, keep sharing information and forecasts, and attempt a
consensus. Get the agreement of the buyer of the business to be divested, or
the Joint Venture partner, on taking over the necessary manpower. Absorb
the skilled surplus in the retained business, with necessary retaining. For the
absolute, irreducible surplus, pay appropriate compensation, with enlightened
self-interest.

i11) Diversification Choice: Corporate advisor can suggest an existing entity
branching out into a new business opportunity for growth in business
operations to maximize the use of potentially underutilized resources, and
this is diversification. This corporate restructuring strategy enables the
entity to enter into a new market segment which it does not already
operate in and provides movement away from activities which may be
declining.

The decision to diversify can prove to be a challenging decision for the entity
as it can lead to extraordinary rewards with risks. The firms may opt for
diversification, for growth in business operations, to ensure maximum
utilization of the existing resources and capabilities, to escape from
unattractive industry environments etc. But diversification is considered high
risk not only because of the inherent risks associated with developing new
products, but also because of the business’s lack of experience working
within the new market. When a company chooses to diversify, they
knowingly put themselves in a position of great uncertainty. So it is
recommended that a company should pursue diversification only when the
current product or current market no longer offers opportunities for further
growth. It’s critical for companies to thoroughly evaluate the risks and assess
the likelihood of achieving a profitable outcome before deciding to pursue
diversification. This is here corporate advisory services play a value added
role.

There can be different types of diversification. One is horizontal
diversification which refers to an entity offering new services or developing
new products that appeal to the firm’s current customer base. Another is
vertical diversification which takes place when a company goes back to the
previous or next stage of its production cycle. It may be forward integration
or backward integration. Still another is concentric diversification, In
a concentric diversification strategy, the entity introduces new products with
an aim to fully utilize the potential of the prevailing technologies and
marketing system. Yet another is conglomerate diversification, where an
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entity launches new products or services that have no relation to the current
products or distribution channels. A firm may adopt this strategy to appeal to
an all-new group of customers. The high growth scope and return on
investment in a new market segment may prompt a company to take this
option.

9.6.2 Financial Restructuring

Financial restructuring is the process of reshuffling or reorganizing the
financial structure, traditionally, financial restructuring was meant to
restructure debt-equity mix only. However, now, it includes issues like buy-
back of shares, preferential allotments and issue of warrants. Financial
restructuring aims at designing capital structure in such a way that it costs
least and leaves a major share of the revenue to equity holders. This also
includes planning the liquidity of the company without reducing the
profitability. Although companies can restructure for any reason, in most
cases it is done when there are serious problems with the business, and to
avoid bankruptcy liquidation. Financial restructuring can be done because of
either compulsion or as part of the financial strategy of the company.
Financial engineering can be used as a tool. Financial engineering
encompasses a broad, multidisciplinary field of study and practice that,
essentially, applies an engineering approach and methodology to the world of
finance. It integrates and utilizes information obtained from different fields,
such as economics, mathematics, computer science, and financial theory.
Three key aspects of the financial model of the firm need restructuring in the
face of the business environmental changes. These are - creating value for
shareholders; finding the appropriate mix of debt and equity; and ensuring a
competitive cost structure.

a) Shareholders’ Value Creation: Sharcholders’ value is the value that
shareholders of a company receive as dividends and share price
appreciation as a result of better decision making by the management that
ultimately results in a company’s growth in sales and profit. Maximizing
the shareholders’ value is one of the key appropriate decisions and the
way these decisions are implemented for driving in more sales and
leveraging the profits earned by the same. The interest in value creation
has been motivated by several developments.

1) Capital markets are becoming progressively global. Investors can
willingly shift investments to higher vyielding, often foreign,
opportunities.

i1) Institutional investors, which usually were inactive investors, have
begun exerting influence on corporate managements to create value
for shareholders.

iii) Corporate governance is unstable, with owners now demanding
liability from corporate managers. Manifestations of the increased
assertiveness of shareholders include the need for executives to justify



b)

their compensation levels, and well-publicized lists of
underperforming companies and overpaid officials.

iv) Business press 1is highlighting shareholder value creation in
performance rating exercises and v) more focus is to link top
management compensation to shareholder returns.

Creating value for shareholders is now extensively recognized corporate
objective. Value creation focuses not just on turnover, gross profits or net
profits, but on EPS — Earnings Per Share. This, in turn, requires
optimizing profit after tax, and the number of equity shares. Another
approach for value creation is, to increase the PE — Price Earnings ratio.
To some extent, a given industry tends to have a certain PE, for a given
period, depending on its prospects. So, management should choose to be
in the right industry. Further, within a given industry, it is possible for a
firm to enjoy higher PE. This depends on the quality of the earnings,
arising from the quality of products, processes, brands, organization and
leadership.

There is more pressure on corporate directors to measure, manage and
report the creation of shareholder value regularly. In the emergent field of
shareholder value analysis, various measures have been developed, that
claim to measure the creation of shareholder value and wealth. In creating
shareholder value, the critical step is implementing internal control
procedures to encourage managers to actually create value. This is what is
commonly referred to as changing the corporate culture by creating
“value managers.” Value can arise through operational improvements,
whose purpose range from optimizing production methods to managing
costs, ensuring quality control and more complex methods like process
re-engineering. Merchant bankers have very challenging role in this
scenario using their technical expertise. They can advise companies in
their strategy designing for better decision making by the management.

Debt-equity Mix: The proportion of equity and debt in the capital
structure of a company also plays a very important role while
restructuring. Debt instruments have committed cash flows in the form of
interest payments. Therefore, a firm with little cash inflows would reduce
their debt proportion in the capital structure. Similarly, equity instruments
have the facility of non-dilution of the controlling power. If a firm is
able to generate good returns, the firm may not go for equity as it dilutes
their returns and their control on the company. Therefore, Debt-equity
proportion is a very critical factor in corporate restructuring.

Competitive Cost Structure: Cost Structure refers to those costs or
expenses (fixed as well as variable costs) which a business will incur or
will have to incur to produce the desired objective of the business; such
costs include the cost of purchasing the raw material to the cost of
packaging the finished products. The cost structure plays a vital role in
the success of any product or business. It helps in the fixation of the price
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of a product that could be charged in an open market and competitive as
well. The analysis of such a cost structure would show us the areas where
the costs could be reduced by making some further efforts. Competitive
cost structure may also refer to a system to evaluate the cost of services or
goods of an organization with the goal of searching the way to compare
these costs of services or goods to similar type of offerings in a
competitive market. Such structure gives an organisation an edge over
other similar competitors to capture more market share in terms of rupees
and high profits.

9.6.3 Organizational Restructuring

This restructuring is needed in order to facilitate and implement the above
two restructurings. The whole restructuring programme goes waste, if the
suitable changes are not made in the organization. These changes need to
have the cooperation of all levels of employees, only then the restructuring
programme will be successful. There is need of organizational redesign. In
parlance, with the business and financial restructuring, the human
organization also needs to be recast. This is needed in both the hardware and
software aspects of the organization. Without the pressures of competition,
organizations tend to proliferate levels, designations, pay scales and
manpower. These imbalances reduce human productivity, creativity and
competitiveness. The structures and processes need change. The organization
structure should be critically examined from the point of view of its ability to
respond faster to emerging situations. The organizational processes need to
be strengthened for communication, information sharing, empowerment,
team play and problem solving. While the right structure, compensation and
career growth systems helps in a turbulent environment, healthy
organizational culture is required to stay competitive. The nucleus of culture
is the core values. These can be derived, for a particular organization from
the imperatives of meeting its multiple stakeholder’s expectations -
customers, dealers, vendors, shareholders, employees, government and
public. Some common core values are: customer satisfaction/delight; fair
dealings; value creation and innovation.

Activity 9.1

Why do you think that corporate advisory service be sought before a
corporate restructure’s its business portfolio?



9.7 CAPITAL STRUCTURING AND
RESTRUCTURING

Capital structure of a unit is financed by owned capital in the form of
promoter’s contribution and issue of shares and borrowed capital. Net worth
represents owned capital and consists of equity shares and retained profits.
Equity share capital, which is the core capital structure of a company,
represents risk capital. Equity shareholders are the owners of the company,
having voting rights, a say in the management of the company and possessing
residuary interest in the company. Equity shares, however, do not have any
right to dividend and the management can skip dividends. The main
questions on the capital structure decision are an appropriate debt equity ratio
and minimizing cost of capital.

1) Debt-Equity Ratio: The debt-equity ratio, is a type of leverage ratio that
is used to determine the financial leverage that a company uses. Debt to
equity ratio takes into account the company’s liabilities and the
shareholders equity. It establishes a relationship between the total
liabilities and shareholder’s equity of a company. It calculates to what
extent the company is utilising debt as compared to equity for running the
business. Increase in the levels of debt to equity ratio indicates that the
company is running on a debt fund, which can be risky in the long term.
A high debt equity ratio can be good because it shows that a company is
using the leverage to increase equity returns. It can be beneficial if the
cost of debt is lower than the cost of equity. Thus, increasing the debt
equity ratio can lower a firm's weighted average cost of capital (WACC).
Companies that have a higher debt to equity ratio find it difficult to obtain
additional funding from other sources. High debt to equity ratio presents a
financial risk for companies. A low debt to equity ratio shows that a
company has sufficient funds in the form of equity and there is no need
for the company to obtain debt for financing the business. The good debt
to equity ratio will depend on the company, the nature of its business, its
industry and other factors. Since debt is inherently risky, investors and
lenders consider that companies with too much debt on their books are
riskier than others. As a result, it’s important to ensure that you have a
healthy amount of debt to fund the growth of your business without
putting the company in financial jeopardy. The proportion of equity in
the capital structure of a company is determined by the debt-equity ratio
stipulated and the restrictions imposed by financial institutions.

i1) Financing Decisions and Cost of Capital: Cost of capital refers to the
benefits or returns that a business expects to generate from taking on a
specific project, such as building a new manufacturing facility. Capital
structure and cost of capital have a direct relationship in terms of the
financial well-being of a company. When in balance, both the capital
structure and the specific type of cost of capital employed can aid in
selecting the right type of investments to make, how to make the best use
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of long-term resources and even how to purchase equipment that provides
the most benefit over time to that core operation. Without relating the
capital structure and cost of capital to business activities in the most
productive manner, the potential for failure of the operation is increased.

9.7.1 Capital Restructuring

It refers to modification of a firm's capital structure either in response to
changing business conditions or as a means to procure funding for the
organization's growth initiatives. It is usually done in response to a crisis such
as changing market conditions, hostile takeover bid and bankruptcy. Before
capital restructuring is implemented, the company must carefully analyze its
liquidity and capital structure. This means that financial modeling, as well as
financial statement valuation and analysis, are essential. It works to improve
the finances and functions of a business in a bid to make it more appealing to
investors. If done properly, the restructuring can improve the business's
reputation in the market place, prompting prospective, current, and former
customers to consume more of its goods and services. Before undergoing
capital restructuring, the business should assess its current capital structure to
determine if there is truly a need for structural change. Once the reasons for
making the change have been identified, it will be easier to see what changes
should be made to reap the most benefits.

Generally, it may include examining capital structure of the client company
to determine the extent of capitalization. If capitalization is of the reserve by
issue of bonus shares then capital restructuring will include preparing a
comprehensive memorandum to conform to the legal requirements viz. extent
of capitalization of reserve. If the company has excess capital a proposal for
buy back of shares may be prepared. It may cover cases of suggesting
mergers, takeovers and amalgamations involving modernization and
diversification of the existing production systems and the units. In the capital
restructuring the main thrust remains on the analytical side so as to
reincarnate the capital structure ratios, assets restructuring ratios and the debt
service coverage with overall impact on fund generating capacity of the client
corporate unit.

Like other business processes, capital restructuring requires great attention to
detail the ability to predict and understand market movements, and the
capacity to use such information effectively. Services of merchant bankers
with wide experience can be requisitioned. A successful capital restructuring
can better position the business for growth effectively, supporting a company
through slow periods and help maintain productivity through extremely
adverse circumstances. The major aim of restructuring is to significantly
modify the current structure, operations, or debt of a company as a potential
way to improve the business as a whole and eliminate or reduce financial
harm.



9.8 LIAISON WITH FOREIGN COLLABORATORS

AND MAKING PREPARATION FOR JOINT
VENTURES

An agreement between two companies from different countries or two
countries for mutual help is foreign collaboration or Joint venture.
Foreign Collaboration is an agreement between two Countries or two or more
companies from different countries for mutual help and benefit. It is a type of
Partnership between countries at international level. Before entering a foreign
collaboration both entities must take prior permission from the government
authorities of the domestic country. Both the parties after seeking necessary
approvals come to an agreement in which all the parties to a collaboration
i.e., the resident company and the non-resident company join hands for an
alliance.

Collaborations can be in all aspects of the business where the collaborators
desire. It can be foreign investment collaboration. Finance can be lent by
foreign company in many ways- the foreign company can either buy shares in
the host country and in return receive dividend on the number of shares held.
The other way is by giving long term loans and getting Interest on the same.
The third way is by providing credit facility to the domestic company which
can be utilized by them in providing raw materials and other resources.
Collaboration can be technical collaboration leading to inflow of technology
in the host country to bridge the technological gap between two parties. The
foreign company provides technical expertise, know-how, professional
services etc. these kinds of collaborations are popular amongst developing
countries. Marketing Collaboration can be still another area where in inflow
of goods and services takes place in the host country leading to accelerate
exports. The foreign company trades in goods and services of the domestic
company. They sell goods either in their home country or/and worldwide
basis.

Merchant banks/advisors help to locate foreign collaboration and joint
venture partners abroad. They seek advise on local laws, product risk,
government regulations regarding shareholdings, exchange relation, taxation,
dividends, incentives and subsidies etc. They also provide guidance on
negotiating foreign financial and technical collaboration agreements with the
framework of government policies, rules and regulations, assistance in the
formation of corporate ventures in India in collaboration with suitable
foreign parties. For an Indian company to venture partnership with a foreign
company, a Joint Venture Agreement is to be entered into by both the parties.
Such an agreement also contains terms relating to confidentiality and non-
disclosure of information before the commencement of negotiation of the
Joint Venture.
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9.9 RAISING EXTERNAL COMMERCIAL
BORROWINGS AND TRADE CREDIT

External Commercial Borrowings (ECB) and Trade Credit (TC) are governed
by Foreign Exchange Management Act, 1999 (FEMA). Various provisions in
respect of these two types of borrowings are included in the Foreign
Exchange Management (Borrowing and Lending) Regulations, 2018, and
Foreign Exchange Management (Guarantees) Regulations, 2000. Reserve
Bank of India also issues directions to lay down the modalities as to how the
foreign exchange business has to be conducted by the Authorised Persons
with their customers/constituents with a view to implementing the
Regulations Framed.

ECB can be foreign currency (all freely convertible currencies) FCY
denominated or Indian rupee INR denominated. ECB (FCY) can be in form
of Loans including bank loans; floating/ fixed rate notes/ bonds/ debentures
(other than fully and compulsorily convertible instruments); Trade credits
beyond 3 years; FCCBs; FCEBs and Financial Lease. ECB (INR) can be
loans including bank loans; floating/ fixed rate notes/bonds/debentures/
preference shares (other than fully and compulsorily convertible
instruments); Trade credits beyond 3 years; and Financial Lease and also,
plain vanilla Rupee denominated bonds issued overseas, which can be either
placed privately or listed on exchanges as per host country regulations.

Eligible borrowers for ECB (FCY) are all entities eligible to receive FD
besides Port Trusts, Units in SEZ, SIDBI and EXIM Bank of India. Whereas
for INR, ECB eligible entities are all, to raise FCY ECB; and Registered
entities engaged in micro-finance activities. Resident only of Financial
Action Task Force (FATF) or International Organisation of Securities
Commission's (IOSCO) compliant country can be the lender.

Minimum Average Maturity Period (MAMP) in general for ECB is 3
years. The ECB proceeds cannot be utilized, for Real estate activities,
Investment in capital market, Equity investment, Working capital purposes,
except in certain cases, General corporate purposes, Repayment of Rupee
loans etc. The entities raising ECB are required to follow the guidelines for
hedging issued, if any, by the concerned sectoral or prudential regulator in
respect of foreign currency exposure. All eligible borrowers can raise ECB
up to USD 750 million or equivalent per financial year under the automatic
route. Further, in case of FCY denominated ECB raised from direct foreign
equity holder, ECB liability-equity ratio for ECB raised under the automatic
route cannot exceed 7:1. However, this ratio will not be applicable if the
outstanding amount of all ECB, including the proposed one, is up to USD 5
million or its equivalent.

An authorised dealer in India or his branch outside India may lend/borrow in
foreign currency in the circumstances and subject to the conditions laid down
under the Regulations, 2000. Persons other than authorised dealer can also



get into borrowing and lending in foreign exchange. An Indian entity may
lend in foreign exchange to its wholly owned subsidiary or joint venture
abroad constituted in accordance with the provisions of Foreign Exchange
Management (Transfer or Issue of Foreign Security) Regulations, 2000. A
person resident in India may borrow, whether by way of loan or overdraft or
any other credit facility, from a bank situated outside India, for execution
outside India of a turnkey project of civil construction contract or in
connection with exports on deferred payment terms, provided the terms and
conditions stipulated by the authority which has granted the approval to the
project or contract or export in accordance with the Foreign Exchange
Management (Export of Goods and Services) Regulations, 2000. An
importer in India may, for import of goods into India, avail of foreign
currency credit for a period not exceeding six months extended by the
overseas supplier of goods, provided the import is in compliance with the
Export Import Policy of the Government of India in force.

Foreign exchange borrowings can be under automatic route or with prior
approval of the Reserve Bank of India under the approval route or as
trade credit.

Under automatic route scheme any registered company other than a financial
intermediary (such as a bank, financial institution, housing finance company
and a non-banking finance company) is eligible to borrow in accordance with
the provisions specified in Schedule I of the said regulations. Such borrowing
in foreign exchange, under the automatic route whether raised in tranches or
otherwise, shall not exceed US § 500 million or equivalent in anyone
financial year (April-March). The borrowings in foreign currency by way of
issue of bonds, floating rate notes or other debt instruments may be made
from:

a) International Bank or Export Credit Agency or International Capital
Market, or

b) Multilateral Financial Institutions, namely, IFC, ADB, CDC etc., or

c) Foreign Collaborator or Foreign Equity Holder as specified by the
Reserve Bank, or

d) Supplier of Equipment’s provided the amount of loan raised does not
exceed the total cost of the equipment being supplied by the lender, or

e) Any other eligible entity as prescribed by the Reserve Bank in
consultation with Government of India.

Such borrowing may be used for investment (such as import of capital goods,
new projects, modernisation / expansion of existing production units) in real
sector, industrial sector including small and medium enterprises (SME) and
infrastructure sector in India or permitted for such permissible end-uses as
indicated by Reserve Bank from time to time. These borrowings shall not be
utilized for any other purpose including on-lending, investment in capital
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stock-market, investment in real estate business, working capital
requirements, general corporate purpose, and repayment of rupee loans.
Maturity period depends on the amount raised. The loan agreement entered
into by the borrower with the overseas lender shall strictly conform with
these Regulations. The procedure for obtaining loan registration number is
prescribed by the Reserve Bank.

Under the Approval Route the borrowing in foreign exchange can be raised
subject to the terms and conditions set out in Schedule II. The borrowers may
approach the RBI with an application in prescribed format for examination
through their AD Category I bank. Such cases shall be considered keeping in
view the overall guidelines, macroeconomic situation and merits of the
specific proposals. ECB proposals received in the Reserve Bank above
certain threshold limit (re fixed from time to time) would be placed before
the Empowered Committee set up by the Reserve Bank. The Empowered
Committee will have external as well as internal members and the Reserve
Bank will take a final decision in the cases taking into account
recommendation of the Empowered Committee. The following entities shall
be eligible to apply for foreign currency borrowings under the Approval
Route -

a) Any corporate registered under the Indian Companies Act,

b) Financial Institutions dealing exclusively with infrastructure or Export
Finance such as IDFC, IL & FS, Power Finance Corporation, Power
Trading Corporation, IRCON and Exim Bank,

c) Banks and Financial Institutions which had participated in the textile or
steel sector restructuring package as approved by the Central
Government,

d) Entities falling outside the purview of the Automatic Route as per
Schedule I,

e) any other entity as specified by the Reserve Bank.
Such borrowings may be made from -

a) International Bank or Export Credit Agency or International Capital
Market or

b) Multilateral Financial Institutions, namely, IFC, ADB, CDC etc., or

c) Foreign Collaborator or Foreign Equity holder as specified by the
Reserve Bank, or

d) Supplier of equipment’s provided the amount of loan raised does not
exceed the total cost of the equipment being supplied by the lender, or

e) Any other eligible entity as prescribed by the Reserve Bank in
consultation with Government of India.



Trade Credit: 'Trade Credit' is foreign currency credit/loan extended for
imports into India by the overseas supplier bank and financial institution.
Amount under automatic route is up to USD 150 million or equivalent per
import transaction for oil/gas refining & marketing, airline and shipping
companies where as for others, up to USD 50 million or equivalent per
import transaction. Recognized lenders for suppliers’ credit are Supplier of
goods located outside India whereas for buyers’ credit are Banks, Financial
Institutions, Foreign Equity holder(s) located outside India and Financial
Institutions in IFSCs located in India. The period of Trade Credit (TC),
reckoned from the date of shipment, shall be up to three years for import of
capital goods, for non-capital goods this period shall be up to one year or the
operating cycle whichever is less and for shipyards/shipbuilders, the period
of TC for import of non-capital goods can be up to three years. The entities
raising TC are required to follow the guidelines for hedging, if any, issued by
the concerned sectoral or prudential regulator in respect of foreign currency
exposure. Such entities shall have a board approved risk management policy.
Change of currency of TC from one freely convertible foreign currency to
any other freely convertible foreign currency as well as to INR is freely
permitted. While the primary responsibility of ensuring adherence to the TC
policy lies with the importer, the ADs are also expected to ensure compliance
with applicable parameters of the trade credit policy/provisions of Foreign
Exchange Management Act, 1999 by their constituents. As the Reserve Bank
has not prescribed any format or manner in which TC arrangements/loan
agreements are to be documented, ADs may consider any document to satisfy
themselves with the underlying TC arrangement.

Merchant Bankers in India also under take the job of arranging foreign
currency finance in the form of Export-Import Trade Finance, Eurocurrency-
loans, Indian Joint Ventures abroad, and Foreign Collaborations. The main
areas covered under export finance are- assistance in study of the turnkey and
construction contract projects, assistance in formulation of the application for
working group, liaison with RBI. ECGC and other institutions, syndication of
various types of guarantees, letters of credit, pre-shipment credit, deferred
post-shipment credit, bridge loans and other credit facilities, and assistance in
opening and operating bank accounts abroad. The main areas of import
finance are- arranging foreign currency loans under buyer’s credit scheme
for importing goods, and arranging deferred payment guarantees under
suppliers credit scheme for importing capital goods.

Major areas pertaining to the foreign currency financing, which are carried
out by the merchant bankers are:

a. Providing support for undertaking the study of turn-key and construction
contract projects.

b. Helping out the working groups with various Government agencies
including Reserve Bank of India (RBI) and Exchange Credit and
Guarantee Department (ECGD).
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c. Facilitating their clients in opening and operating banks accounts
overseas.

d. Arranging export credit facilities from the Export and Import Bank
(EXIM Bank) for the export of capital goods.

e. They also facilitate required authorizations from Government
departments.

f. They manage the exchange risks, their clients are exposed to, by guiding
them in respect of getting forward cover.

g. Making arrangements of foreign currency guarantees' and 'performance
bonds for their exporter-clients.

Foreign banks operating in India through their merchant banking departments
or corporate advisors are rendering significant services in respect of foreign
currency loans having a worldwide specialization in foreign currency finance
covering supplier/buyer credit.

9.10 MERGERS AND ACQUISITIONS

These are specialized services, which the merchant banks have to provide
according to the individual requirement of their clients. These services
includes advice and assistance in negotiating acquisitions and mergers where
confidentiality is of the utmost essence, expert valuation to determine the
quantum and nature of consideration and assistance on related legal
documentation, official approval, tax matters, etc. management audits to
identify areas of corporate strength and weaknesses to help formulate
guidelines and directions for future growth plans, and exploratory studies on
a global basis, to locate overseas markets, foreign collaborations and
prospective joint venture associates.

Steps Involved in Merger are:

a) Formulation of Scheme: Once the ‘prospecting phase’ is over, the
companies seek the help of legal and financial consultants to finalize the
details of proposed scheme of merger.

b) Memorandum of Association: The objective’ clause of amalgamated
(transferee) company should be examined to see if it permits continuation
of the business of amalgamating (transferor) company by it.

c) Intimation to Stock Exchange and Notification: As soon as the offer of
merger is made, the stock exchanges where these companies are listed
should be notified and the fact of the offer should be announced in the
newspapers. To ensure proper disclosure, the announcement is made in
the form approved by the regional stock exchange.

d) Director’s Approval of the Proposed Scheme: The proposed scheme of
merger should be submitted to the Board of Directors of each company
for their approval.



)

h)

)

Shareholders’ Approval: The scheme, once approved by the Board of
Directors, should be placed before shareholders at a general meeting for
their approval. It is not a legal necessity but the companies, in practice,
get the scheme approved by their shareholders before they file an
application for the sanction of the Court.

Application to the Court: Now, each company files an application with
the High Court of the State in which registered office of the company is
located. The court on receipt of the application convenes a meeting of the
creditors and members of the company.

Meeting Ordered by the Court: The Chairman of such a meeting or any
other person directed by the Court sends individual notices to creditors
and members. The proposed merger scheme is taken as approved if it is
passed by a majority in number, representing three-fourth in value of the
members (creditors at creditor’s meeting), present and voting in person or

proxy.

Petition for Confirmation of Amalgamation: Once creditors and members
pass the merger scheme, the company within 7 days of the filing of the
report by the Chairman presents a petition for confirmation of the scheme
and appropriate orders and directions under Section 394 of the
Companies Act.

Order of the Court: The Court, after receiving a report from the Registrar
of Companies and the Official Liquidator, that the affairs of the company
have not been conducted in a manner prejudicial to the interest of its
members or of the public, ensuring that the requisite approvals from the
Company Law Board (for altering its Memorandum of Association),
Central Government (under MRTP Act), the Reserve Bank of India
(pursuant to the provisions of FERA) have been obtained and hearing all
the parties shall satisfy itself that the proposed amalgamation is fair and
‘reasonable’.

Transfer of Assets and Liabilities, Issue of Shares etc.: Finally, the
companies can implement the scheme by transferring assets and liabilities
by issuing shares and giving any other consideration to the members of
the amalgamating company, as per the scheme of merger.

Services of the corporate advisors/merchant banks in the context of mergers

cover the areas, viz. (1) examining pros and cons of proposals for financial

reconstruction, merger and amalgamation, (2) preparing and formulating

scheme of financial restructuring, mergers etc., (3) Obtaining approvals from
shareholders, depositors, creditors, Govt. and other authorities, and (4)
monitoring implementation of schemes of merger and amalgamation.

Mergers and amalgamations inter-alia seek to carry capital reorganization of

the business enterprises. Merchant bankers’ help, is generally sought on the

capital reorganizations and mergers, guidance on and assessment of the

financial factors. Merchant Banks advise on acquisition propositions after
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careful examination of all aspects namely balance sheet, articles of
associations, provision of company laws, rules and guidance of trade
chambers, the issuing house associations etc. besides accountants estimates
of total assets and legal assistance in drafting.

The merchant bankers/corporate advisors usually guide takeover bids, where
the offer is made to the shareholders of different classes of shares and loan
capital of the company involved in such transaction who have their legal
rights requiring legal consideration. Making them aware of their legal rights
and interests becomes the central point of focus for the merchant banker to
advice the client company.

Motives for Mergers and Acquisitions:

Any acquisition takes place with a number of motivations, culminating in a
positive synergy (2 + 2 = 5 relationship). This means that the performance of
the combined company is more than the sum of the two independent
companies. A study conducted in USA, identified 12 motives that promote
M&A activity. These are given below in the order of their priority:

- Take advantage of awareness that a company is undervalued.

- Achieve growth more rapidly than by internal effort.

- Satisfy market demand for additional product services.

- Avoid risks of internal start-ups of expansion.

- Increase earnings per share.

- Reduce dependence on a single product/service.

- Acquire market share or position.

- Off set seasonal or cyclical fluctuations in the present business.

- Enhance the power and prestige of the owner, CEO, or Management.

- Increase utilization of present resources-for example Physical plant and
individual skills.

- Acquire outstanding management or technical personnel.

- Open new markets for present products/services.

One of the problems, faced by advisors, in analyzing a potential merger
involves determining the value of, to be acquired firm. The value of a firm
depends not only upon its earnings but also upon the operating and financial
characteristics of the acquiring firm. It is, therefore, not possible to place a
single value for the firm. Instead a range of values is determined that would
be economically justifiable to the prospective acquirer. The two firms
negotiate the final price within this range. To determine an acceptable price
for a corporation, a number of factors, quantitative as well as qualitative, are
relevant. However, placing a value on qualitative factors is difficult such as
managerial talent, strong sales staff, excellent production department, and so
on. Therefore, the focus of determining the firm’s value is on several



quantitative variables. The quantitative factors relate to - the value of the
assets and the earnings of the firm. Based on the assets value and earnings,
these factors include book value, appraisal value, market value and earnings
per share.

1) Book Value: The book value of a firm is based on the balance sheet value
of the owner’s equity. The book value, as the basis of determining a
firm’s value, suffers from a serious limitation as it is based on the
historical costs of the assets of the firm. Historical costs do not bear a
relationship either to the value of the firm or to its ability to generate
earnings. Nevertheless, it is relevant to the determination of a firm’s
value for several reasons such as - it can be used as a starting point to be
compared and complemented by other analyses, in industries where the
ability to generate earnings require large investments in fixed assets, the
book value could be a critical factor where especially plant and
equipment are new.

1) Appraisal Value: Appraisal value is another measure of determining a
firm’s value. Such a value is acquired from an independent appraisal
agency. This value is normally based on the replacement cost of assets.
The appraisal value has several merits. In the first place, it is an important
factor in special situations such as financial companies, natural resources
enterprises, organizations that have been operating at a loss. A company
operating at a loss may only be worth its liquidation value, which would
approximate the appraisal value. Secondly, the appraisal by independent
appraisers may permit the reduction in accounting goodwill by increasing
the recognized worth of specific assets. Third, appraisal by an
independent agency provides a test of reasonableness of results obtained
through methods based upon the going concern concept. On the other
hand, this method of analysis is not adequate by itself since the value of
individual assets may have little relation to the firm’s overall ability to
generate earnings and thus the going concern value of the firm.

iii) Market Value: The market value as reflected in the stock market
quotations comprises another approach for estimating the value of a
business. The justification of market value as’ an approximation of true
worth of a firm is derived from the fact that the market quotations by and
large indicate the consensus of investors as to the firm’s earning
potentials and corresponding risk. However, the market value of a firm is
determined ‘by ‘investment as well as speculative factors. This value can
change, abruptly as a result of change not only in the analytical factors
but also purely speculative influences and is subject to market sentiments
and personal decisions. Nevertheless, the market value provides a close
approximation of the true value of a firm. In actual practice, a certain
percentage of premiums above the market price is often offered as an
inducement for the current owners to sell their shares.
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earnings per share (EPS). According to this approach, the value of a
prospective acquisition is considered to be a function of the impact of the
merger on the EPS. In other words, the analysis would focus on whether
the acquisition will have a positive impact on the EPS after merger or it
will have the effect of diluting it. The future EPS will affect the firm’s
share prices which is a function of price-earnings ratio and EPS.

9.11 CONSULTANCY FOR REHABILITATION
OF SICK INDUSTRIAL UNITS

Industrial sickness can be defined as a steady imbalance in the debt-equity
ratio and distortion in the financial position of the unit. A sick unit is one
which is unable to support itself through the operation of internal resources.
According to the criteria accepted by the Reserve Bank of India, “a sick unit
is one which has reported cash loss for the year of its operation and in the
judgment of the financing bank is likely to incur cash loss for the current year
as also in the following year.” A company that is incurring losses on
annual basis and whose accumulated losses are equal to or exceeds its entire
net worth and the company is not able to generate cash flows from its
operations. Reasons for sickness can be both internal as well as external
e.g. bad initial planning, lack of resources / financing, mismanagement, lack
of owners interest / commitment, change in Government policies,
technological change, intense competition, production inability.

A unit once declared sick would have already consumed huge scarce
resources. In order to utilize the assets and infrastructure already created for
the unit, the unit is to be revived from sickness. The unit must have had some
weak areas which could have been these cause for sickness. In spite of this,
rehabilitating a sick unit is worth considering since the cost of setting up a
new unit might be substantially higher as compared to the cost of
rehabilitating a viable sick unit. Rehabilitation process can be termed as
measures taken for recovery / retrieval of industrial unit / enterprise enabling
it to meet its expenses / liabilities and become profitable.

Different steps are involved in this process. The first step for any
rehabilitation process is the operational study. This includes review of all
operations / functions of the company / unit / enterprise and to
identify critical areas in each process thereafter all critical areas require
evaluation (evaluation with targets / budgets, external best performers,
industry standards etc. ) to identify areas where improvement is required.
Once key areas where improvement is required are identified next step is to
bring improvement and enable industrial unit / enterprise to meet desired
results. To achieve desired result of revamping, an implementation strategy
shall be developed and communicated at all levels along with clarity of roles
and responsibilities to achieve desired results. Next step is control
measures. Post revival strict monitoring is critical to sustain and further
improve company performance. Corporate advisory services for all this
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1)  Preparing turnaround strategies for ailing or sick units.

i1) Appraising the technology and processes of ailing or sick units and
assessing their requirements and restructuring their capital base.

ii1) Restructuring the capital base of ailing or sick units.

iv) Evolving rehabilitation programmes/packages, which can be acceptable
to Financial Institutions and Banks.

v) Exploring possibilities for mergers/amalgamations, wherever called for.

vi) Assisting in obtaining approvals from Board for Industrial and Financial
Reconstruction (BIFR) and other authorities under the Sick Industrial
Companies (Special Provisions) Act, 1985.

vii) Monitoring implementation of schemes of rehabilitation, mergers and/or
amalgamations.

9.12 FAIRNESS OPINION

A fairness opinion is a written determination that a proposed transaction is
substantially fair from a financial point of view. A typical fairness opinion
addresses whether the sale of a company is fair to the selling shareholders. A
fairness opinion is a financial advisor’s perspective as to whether the price to
be paid or received in a transaction is fair to the client’s shareholders. It is
considered best practice to obtain a fairness opinion for any significant
transaction that could affect shareholder value, especially if the deal will
receive more scrutiny, such as in material transactions, related party
transactions, transactions involving noncash consideration such as stock,
seller financing and options, cross-border transactions, transactions with a
target in early development stage or different industry, deals that involve
significant synergies. Essentially in case of fairness opinions the merchant
banker has to ensure that the public shareholders are not affected due to this
valuation. As market price for listed companies which are frequently traded is
considered fair price, real challenge lies in value assessment for transferor
companies which are unlisted companies. It needs to be verified that valuer
has applied valuation methods on relative basis and the valuation is not
biased in favour of shareholders of transferor companies. The opinion is to be
based on rigorous financial analysis, including a comparison of the target’s
value to the purchase price, to assess whether the transaction’s economics are
fair to the company’s shareholders.

The main reason a company or other agency may opt for a fairness opinion is
for proper negotiation and can be required by both buyer and the seller. This
is determined when the stakeholders on both sides of the deal differ among
themselves. A fairness opinion is required when the owners, large
stakeholders, and small investors differ on the price. This protects small
investors who may suffer if the top management lacks proper decision
making or is working with the buyer for personal gains. Due to lack of
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information such as financial reports for a private holding, a fairness opinion
becomes necessary to assess the operations and valuation of the firm. A
fairness opinion may be deemed necessary when there is significant
misinformation about the deal, as an independent third party restores
confidence to stakeholders. This may be necessary before a vote on a deal. A
fairness opinion can also be used to defend against a hostile takeover or to
increase the price offered to the stockholders. Fairness opinions are regularly
obtained by boards, special committees and other fiduciaries to gain a
comprehensive understanding of the financial aspects of a transaction and to
demonstrate they have made their decision with due care.

As per SEBI norms, only a SEBI Registered Merchant Banker can issue a
fairness opinion. Fairness opinion from a merchant banker is required by
SEBI on valuation reports of valuer which are made for determination of
share swap (exchange) ratio under a scheme of merger/arrangement, pursuant
to orders of the Court/NCLT. In case of M&A, focus is on Comparative
Valuation of Companies and thus apart from adhering to the general
valuation principles, the Valuation needs to be fair from the point of view of
shareholders of the tansferor and transferee companies. In accordance with
SEBI Circular no CFD/DIL3/CIR/2017/21 dated 10th March, 2017 and SEBI
(Listing Obligations and Disclosure Requirements) Regulations, 2015 the
listed as well as the unlisted company getting merged shall each be required
to obtain a “Fairness Opinion” on the valuation of assets / equity shares done
by the valuers from an independent Merchant Banker.

9.13 OTHER CORPORATE ADVISORY
SERVICES

The corporate advisory services as explained above do not cover all the
services rendered by merchant banks to the corporate world. Corporate
advisors also provide tax and regulatory services and help optimise
business’s taxes. Effective tax planning requires technical resources and an
in-depth knowledge of a business’s economic conditions. For this, business
unit needs knowledgeable corporate advisor who can efficiently manage tax
complexities. They also make sure maintaining tax compliance. Financial
advisors also lookout of services like investment advisory services,
accounting advisory services and other financial related services. Corporate
advisors have the power to restructure business and rework on business
strategies to increase ROI. Consulting knowledgeable corporate advisor can
assist to address the problem of how to effectively make business plans. A
reliable corporate advisor can help business with formulating strategies to
beat market difficulties. Technology is moving at such a quick pace that each
sector is experiencing a technology revolution. Businesses that fail to grab
the benefits of technology start to lose their customers to businesses that are
more technologically advanced. A corporate advisor will understand the
needs of a business and suggest to the simplest technological advancements
which can assist gain popularity within the market. These are also some of



the prominent activities being undertaken by merchant bankers world over.
The practices may differ from country to country depending on maturity of
financial sector of their economy. The multifarious activities of the corporate
sector and spectacular growth of industry gives new dimensions to such
services. As new problems come up there would be a need for a new kind of
corporate advice, which would solve those problems. Some merchant banks
would take up the challenge and gear up their activities for providing the
needed corporate advice. In the phase of globalisation of economies new
challenges are emerging. The changing international financing environment
has rather pushed such services providers to operate at international level
creating more opportunities to serve the world business community in diverse
ways.

9.14 SUMMARY

Corporate advisory services are needed to ensure a corporate enterprise to run
efficiently at its maximum potential through effective management of finance
and other resources. Fund raising through corporate securities viz. equity
shares, preference shares and debentures or bonds is an act involving
mobilization of money resources from the capital market by way of public
issues/offers for sale of equity shares, preference share, debenture or bond
etc. Project counseling services relate to project finance and broadly cover
the study of the project and offering advisory assistance on the project
viability and procedural steps for its implementation. Corporate restructuring
is the process by which a company can consolidate its business operations
and strengthen its position for achieving the desired objectives. Corporate
restructuring is done in three different areas namely: Restructuring of
Business Portfolio, Financial Restructuring and Organizational Restructuring.
The basic objective behind the capital restructuring services is to “enable
projects to achieve their maximum potential through effective capital
structures and reduce cost of capital. Loan syndication service involves
making arrangement for financing a large borrower by a number of financial
institutions. The service of Liaison with Foreign Collaborators and making
preparation for Joint Ventures involves providing guidance on negotiating
foreign financial and technical collaboration agreements within the
framework of government policies, rules and regulations, assistance in the
formation of corporate ventures in India in collaboration with suitable foreign
parties. In the context of mergers and acquisitions the corporate advisory
services includes advice and assistance in negotiating acquisitions and
mergers, the quantum and nature of consideration and assistance on related
legal documentation, official approval, tax matters, etc, management audits to
identify areas of corporate strength and weaknesses to help formulate
guidelines and directions for future growth plans, and exploratory studies on
a global basis, to locate overseas markets, foreign collaborations and
prospective joint venture associates. Corporate advisory services also include
providing help and guidance to the sick units, foreign collaborations and
prospective joint venture associates. Corporate advisory services also include
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providing help and guidance to the sick industrial units to overcome their
problems through turnaround and rehabilitation strategies.

9.15 KEY WORDS

Loan Syndication: Loan Syndication is the process where a consortium of
banks and lenders fund various fragments of a loan of an individual
borrower.

Capital Restructuring: It refers to modification of a firm's capital structure
either in response to changing business conditions or as a means to procure
funding for the organization's growth initiatives. It is usually done in
response to a crisis such as changing market conditions, hostile takeover bid
and bankruptcy.

Financial Restructuring: It is the process of reshuffling or reorganizing
the financial structure, traditionally, financial restructuring was meant to
restructure debt-equity mix only. However, now, it includes issues like buy-
back of shares, preferential allotments and issue of warrants.

Corporate Restructuring: Corporate restructuringis the process of
redesigning one or more aspects of a company. The process of reorganizing a
company may be implemented due to a number of different factors, such as
positioning the company to be more competitive, survive a currently adverse
economic climate, or poise the corporation to move in an entirely new
direction.

Rehabilitation process: It can be termed as measures taken for recovery /
retrieval of industrial unit / enterprise enabling it to meet its expenses /
liabilities and become profitable.

9.16 SELF-ASSESSMENT QUESTIONS

1. Discuss the need for Corporate Advisory Services. List these services.

2. What are Corporate Advisory Services? Explain the main Corporate
Advisory Services provided by any such agency of your choice.

3. Discuss factors which are considered in determining a firm’s value before
taking a merger decision?

4. Why there is a need of Corporate Restructuring? Explain the major areas
of Restructuring.

5. Write short notes on: a) Loan syndication and 2) Project appraisal



