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1. Explain the term Financial Services. 

Financial service is part of financial system that provides different types of finance through 

various credit instruments, financial products and services. In financial instruments, we come 

across cheques, bills, promissory notes, debt instruments, letter of credit, etc. In financial 

products, we come across different types of mutual funds. Extending various types of investment 

opportunities. In addition, there are also products such as credit cards, debit cards, etc. In 

services we have leasing, factoring, hire purchase finance etc., through which various types of 

assets can be acquired either for ownership or on lease. There are different types of leases as well 

as factoring too. Thus, financial services enable the user to obtain any asset on credit, according 

to his convenience and at a reasonable interest rate. 

2. Define the Concept of Depository system 

A depository is an organization where the securities of a shareholder are held in the electronic 

form at the request of the shareholder through the medium of a depository participant. A 

depository is like a bank for securities. If an investor wishes to avail the services offered by a 

depository, he/she has to open an account with the depository, through a depository participant. 

This is very similar to opening of an account with any of the branches of a bank so as to utilize 

the services of that bank. The depository can legally transfer the beneficial ownership of 

securities. The term depository can be defined as follows: 

as a central location for keeping securities on deposit. 

as a facility for holding securities either in certificated or uncertificated form to enable book 

entry transfer of securities. 

as an institution which transfers the ownership of securities in electronic form on behalf of its 

members. 

3. Differentiate Dematerialization and Rematerialization. 
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Investments in shares and debentures can be held in electronic or dematerialised form in a 

depository. Depository is an entity which holds securities (shares, debentures, bonds, 

government securities, mutual fund units etc.) of investors in electronic form at the request of 

the investors.National Securities Depository Ltd (NSDL) and Central Depository Services 

(India) Ltd (CDSL) are the depositories that are licensed to operate in India and are registered 

with SEBI (Securities and Exchange Board of India). 

4. What do you understand by NAV & AMC? 

Net Asset Value, or NAV, is the sum total of the market value of all the shares held in the 

portfolio including cash, less the liabilities, divided by the total number of units outstanding. 

Thus, NAV of a mutual fund unit is nothing but the 'book value.'  NAV is often associated with 

mutual funds, and helps an investor determine if the fund is overvalued or undervalued. When 

we talk of open-end funds, NAV is crucial. NAV gives the fund's value that an investor will be 

entitled to at the time of withdrawal of investment. In case of a close-end fund, which is a mutual 

fund with fixed number of units, price per unit is determined by market and is either below or 

above the NAVAMC An asset management company (AMC) is a company that invests its 

clients' pooled funds into securities that match declared financial objectives. Asset 

management companies provide investors with more diversification and investing options than 

they would have by themselves. AMCs manage mutual funds, hedge funds and pension plans, 

and these companies earn income by charging service fees or commissions to their clients. 

How financial lease is different from operating lease? 

Finance Lease Operating Lease 

1. The asset is exclusively 

for the use of a particular 

lessee. 

The asset is meant for a number of lessees. 

2. The lease period may 

stretch over the entire 

economic life of the asset. 

The lease period is shorter than the useful life of the asset. 
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3. The lessee has option to 

purchase the equipment at 

the end. 

The lessee had no such option. 

4. The lease period is non-

cancellable. 

The lessor is free to cancel the lease at any time. 

5. The liability for repair, 

maintenance and insurance 

of equipment rest with the 

lessee. 

The lessor maintains the leased asset and provides service such 

as insurance, support staff, fuel and so on. 

6. Rentals are sufficient to 

amortise the capital outlay 

of the lessor and leave 

some profit. 

Lease rentals are not sufficient to totally amortise the cost of the 

asset. 

7. Assets leased include 

ships, aircraft, raihvay 

wagons, lands, building, 

heavy machinery etc. 

Assets leased include mobile cranes with operators, chartering of 

aircraft including the provision of crew, fuel and support 

services, hiring of computers with operators, hiring a taxi for a 

particular travel which includes services of driver, provision for 

maintenance, fuel, immediate repairs, and soon. 

8. The lessor is only a 

financier. Usually he is not 

interested in the asset. 

The lessor has ultimate interest in the residual value of the asset. 

 

5. Discuss the stages of investment of venture capital. 

The venture capital funding process typically involves four phases in the company’s 

development: 

 Idea generation 



 Start-up 

 Ramp up 

 Exit 

Idea generation and submission of the Business Plan. 

The initial step in approaching a Venture Capital is to submit a business plan. The plan should 

include the below points: 

 There should be an executive summary of the business proposal 

 Description of the opportunity and the market potential and size 

 Review on the existing and expected competitive scenario 

 Detailed financial projections 

 Details of the management of the company 

Introductory Meeting 

Once the preliminary study is done by the VC and they find the project as per their preferences, 

there is a one-to-one meeting that is called for discussing the project in detail. After the meeting 

the VC finally decides whether or not to move forward to the due diligence stage of the process. 

Due Diligence 

The due diligence phase varies depending upon the nature of the business proposal. This process 

involves solving of queries related to customer references, product and business strategy 

evaluations, management interviews, and other such exchanges of information during this time 

period. 

Term Sheets and Funding 

If the due diligence phase is satisfactory, the VC offers a term sheet, which is a non-binding 

document explaining the basic terms and conditions of the investment agreement. The term sheet 

is generally negotiable and must be agreed upon by all parties, after which on completion of 

legal documents and legal due diligence, funds are made available. 

Exit route 

There are various exit options for Venture Capital to cash out their investment: 



 IPO 

 Promoter buyback 

 Mergers and Acquisitions 

 Sale to other strategic investor 

6. Explain the pros & cons of plastic money. 

There are several advantages of plastic money as seen in the above illustration. The advantages 

include 

1. Eliminates the need for carrying huge cash: This eliminates the need for carrying huge load of 

cash which is risky and inconvenient too. 

2. Risk of Loss or Theft minimized: In case of cash there is a high risk of losing cash and a 

chance of cash getting stolen. However, in case of debit/credit card you can report the matter 

to the bank and block the card to avoid misuse. 

3. Anytime/Anywhere Access Using cards you have the unique advantage and convenience of 

using it anywhere in the country or even abroad. 

4. Credit Facility: In case of credit card you have the option of buying on credit or paying later. 

Although the charges are high, it helps you in case of emergencies and contingencies. 

5. Online Payments: You can use cards for online payments, fund transfers and various other 

transactions. 

Disadvantages of plastic money 

1. Non-Acceptance at Small Retail Outlets 

Unless you are a person who shops only in supermarkets and hypermarkets you will be forced to 

use cash 

2. Cannot be used for all daily needs-You cannot pay your milkman, servant, paper wala 

(newspaper guy), etc by card. 



3. Loss & Misuse-Once a card is lost you have to immediately report it and get the card blocked 

to avoid misuse. Sometimes when you are not aware that you lost the card….the chances of 

misuse is higher. 

4. Low Value Transactions-As discussed above already there are cases where small and medium 

sized retailers don’t accept cards for low value transactions (say less than Rs.200 or other 

criteria). You may have noticed this even in case of outlets like petrol bunks or restaurants. 

5. Service Charges-In some cases the outlets charge additional service charges for cards. So this 

can be another burden on your pocket. 

6. Damage to Card-Sometimes the card’s magnetic strip gets damaged or scratches or cuts can 

render the card unusable. So keeping it safe and secure is very important. 

7. What do you mean by financial services? Discuss in detail types and importance in India. 

Importance of Financial services 

It is the presence of financial services that enables a country to improve its economic condition 

whereby there is more production in all the sectors leading to economic growth. The benefit of 

economic growth is reflected on the people in the form of economic prosperity wherein the 

individual enjoys higher standard of living. It is here the financial services enable an individual 

to acquire or obtain various consumer products through hire purchase. In the process, there are a 

number of financial institutions which also earn profits. The presence of these financial 

institutions promote investment, production, saving etc. Hence, we can bring out the importance 

of financial services in the following points: 

Importance of Financial Services 

 Vibrant Capital Market. 

 Expands activities of financial markets. 

 Benefits of Government. 

 Economic Development. 



 Economic Growth. 

 Ensures Greater Yield. 

 Maximizes Returns. 

 Minimizes Risks. 

 Promotes Savings. 

 Promotes Investments. 

 Balanced Regional Development. 

 Promotion of Domestic & Foreign Trade. 

Types of financial services 

 Factoring. 

 Leasing. 

 Hire Purchase Finance. 

 Credit card. 

 Merchant Banking. 

 Asset Liability Management. 

 Housing Finance. 

 Portfolio Finance. 

 Underwriting. 

 Credit Rating. 

 Interest & Credit Swap. 
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 Mutual Fund. 

 

8. What is the process of switching over to depository system? Discuss in detail SEBI regulations 

of depository system in India. 

The introduction of depository system will result in the elimination of all the problems connected 

with ownership, trading and transfer of securities. It plays a crucial role in Indian capital market. 

Depository system enables the capital market to achieve the following objectives: 

1. It eliminates the occurrence of bad deliveries, forgery and duplicate share certificates. 

2. It avoids delay in transfer of securities. 

3. It enhances liquidity of securities by facilitating their easy transfer. 

4. It substantially reduces the cost of transactions for the investor. 

5. It enables surrender and withdrawal of securities from it with ease. 

6. It maintains an accurate record of investors’ holdings by keeping the details in electronic form. 

7. It attracts foreign investors by complying with global standards. 

8. It provides service infrastructure in a capital market. 

Institutions involved in Depository process 

The central depository, 

share registrar and transfer agent; and 

clearing and settlement corporations are the three institutions participating in the depository 

process. 



1. Central depository: The central depository keeps securities on behalf of the investor and 

maintains records in electronic form. The statement given by the depository is the evidence of 

the ownership of shares. 

2. Share registrar and transfer agent: The ‘registrar’ is an institution which controls the issuance 

of securities. The transfer agent retains the names and addresses of the owners of registered 

securities. 

3. Clearing house: The depository interacts with the clearing house during the share transfer 

process. When the clearing house confirms that all funds have been received, the depository will 

then transfer securities from the delivering person to the receiver. 

Process involved in Depository System 

Having understood the role played by the interacting institutions, the depository processes may 

further be explained as follows: Under the provisions of Depository Ordinance, depositories 

facilitate scrip-less trading in capital market through dematerialisation of securities. Equity 

shares, debentures, warrants, bonds, units of mutual funds, venture capital funds, commercial 

paper, certificates of deposit, secured debt, money market instruments and unlisted securities are 

eligible to be admitted to the depository for dematerialisation. 

A depository holds all the securities in the electronic form. It can be regarded as a ‘Bank’ for 

securities. It converts physical securities into book entry securities, the process of which is called 

dematerialisation. In this process, certificates in physical form are eliminated altogether. When 

an investor deposits his physical securities with the depository, his account with the depository is 

credited for the deposit made. The transfer is affected electronically whenever he buys and sells 

his shares and his account is credited or debited accordingly. The institution which acts as a 

depository is the registered owner of the shares and the members owning the shares in a 

company will be beneficial owners. A beneficial owner is entitled to all the benefits like 

dividend, right shares, bonus shares and the voting rights. 

A depository interacts with the investors with the help of a depository participant. He is similar 

to the broker who trades on behalf of the customers in the stock exchanges. As per the SEBI 

guidelines, financial institutions, banks, custodians, stock brokers etc., can become participants 

in the depository system. According to the Depository Ordinance, the holder of securities has an 



option, whether to remain in non-depository mode or shift to depository mode. Investors who 

wish to remain in non-depository mode will hold the physical possession of certificate of 

securities. On the other hand, the investors who opt to hold securities in depository mode shall 

open an account with a depository participant. The investor who has opened such an account gets 

an identification number which he will refer to in all his transactions. The complete process of 

dematerialisation is as follows: 

1. Surrender of certificates by the investor for dematerialisation to the depository participant. 

2. Depository participant intimates Depository of the request through the system. 

3. Depository participant submits the certificates to the registrar of the Issuer Company. 

4. Registrar confirms the dematerialisation request from depository. 

5. After dematerialising the certificates, Registrar updates accounts and informs depository of the 

completion of dematerialisation. 

6. Depository updates its accounts and informs the depository participant. 

7. Depository participant updates the demat account of the investor. 

9. Discuss in detail concept, origin, constitution and growth of mutual funds in India. What are 

the latest schemes commonly used in the current scenario? 

In India mutual funds are organized in trust form. The instrument of trust has to be in the form of 

a deed, duly registered under the provisions of the Indian Registration Act, 1908 executed by the 

sponsor in favour of the trustees named in such an instrument. Trust is a notional entity. It cannot 

enter into a contract in its own name. It enters into a contract in the name of its trustees.Two 

organizational choices were available to setup the mutual funds as trusts. The first was to 

establish a board of trustees. The members of the board were individual trustees. The other was 

to set up a company that would function as a trustee company. The company had a board 

consisting of individual directors. There were differences in these two organizational forms in 

respect of individual and collective liabilities of the trustees. Many private sector sponsors 



preferred the trustee company structure to the board of trustee as the former had some 

advantages. The Indian Trusts Act, 1882 prohibits the limiting or extinguishing the obligations 

and liabilities of the trustees. It further prohibits indemnifying the trustees for the loss or 

damages faced by the investments. If the trust is formed as a board of trustees, the liabilities of 

the individuals become more onerous. Clearly, the liability of the individual directors in a trustee 

company (formed under the Companies Act, 1956) could be limited. It was noticed that many 

companies refused registration of investments made by mutual funds in the company shares 

taking advantage of section 158 of the Companies Act, 1956. Setting up a trust company 

circumvented this difficulty faced by the mutual funds. The rights of the investors vis-a-vis the 

trustees were different in these two structures. While a shareholder had control over the board of 

directors of a trustee company, a unit holder did not have significant control on the board of 

trustees. 

10. Who Appoints the Trustees? 

The fund sponsor will form the trust and appoints a board of trustees. As per the regulations, for 

a person to qualify as a sponsor, he must contribute at least 40 per cent of the net worth of the 

asset management company (AMC) and posses a sound financial record over five years period 

prior to registration. 

Who can become trustees? 

a. A person of ability, integrity and standing; and 

b. Who has not been found guilty of moral turpitude; and 

c. Who has not been convicted of any economic offence or violation of any securities laws; and 

d. Who has furnished the particulars required under regulation? 

An asset management company or any of its officers or employees are not eligible to act as a 

trustee of any mutual fund. Further, no person who is appointed as a trustee of a mutual fund can 

be appointed as a trustee of any other mutual fund unless such a person is an independent trustee 

and he/she has taken prior approval of the mutual fund of which he is a trustee. Like Investment 



Company Act, 1940, SEBI (Mutual Funds) Regulations has also made the provision for 

independent trustees. Two thirds of the trustees shall be independent persons. They shall not be 

associated with the sponsors in any manner. 

Rights and Obligations of the Trustees: 

The trustees are accountable for the funds and property of the respective schemes. They should 

hold the same in trust for the benefit of the unit holders in accordance with SEBI regulations and 

the provisions of trust deed. The trustees should take steps to ensure that the transactions of the 

mutual fund are in accordance with the provisions of the trust deed. 

Other than this the regulation details the rights and obligations of trustees: 

i. The trustees enter into an investment management agreement with the asset management 

company. 

ii. The 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: 

a. Systems in place for its back office, dealing room and accounting; appointed all key personnel 

including fund manager(s) for the scheme(s); 

b. Appointed auditors to audit its accounts; 

c. Appointed a compliance officer who is responsible for monitoring the compliance of the Act, 

rules and regulations, notifications, guidelines instructions etc. issued by SEBI or the Central 

Government and for redressed of investors’ grievances; 

d. Appointed registrars and laid down parameters for their supervision; 

e. Prepared a compliance manual and designed internal control mechanisms including internal 

audit systems; 

f. Specified norms for empanelment of brokers and marketing agents. 

Trustees watch that the AMC Acts in the Interest of the Unit holders: 

a. 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. 



b. 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. 

c. The trustees shall ensure that the transactions entered into by the asset management company 

are in accordance with these regulations and the scheme. 

d. 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. 

e. The trustees shall ensure that all the activities of the asset management company are in 

accordance with the provisions of these regulations. 

f. 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 SEBI of the violation and the action 

taken by them. 

g. Each trustee shall file the details of his transactions of dealing in securities with the mutual 

fund on a quarterly basis. 

h. 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 SEBI in the interest of the unit-holders; or 

b. Whenever required to do so on the requisition made by three-fourths 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 affect the 

interest of unit holders 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 the 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. 

Regular Monitoring: 

a. 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 SEBI, as and when required. 

b. The trustees shall quarterly review all transactions carried out between the mutual funds, asset 

Management Company and its associates. 

c. 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. 

Unit holders Grievances: 

a. The trustees shall periodically review all service contracts such as custody arrangements, 

transfer agency of the securities and satisfy it that such contracts are executed in the interest of 

the unit holders. 

b. 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. 

c. The trustees shall periodically review the investor complaints received and the redressed of the 

same by the asset management company. 

d. The trustees shall abide by the Code of Conduct as specified in the regulations. 

Reporting to SEBI: 



The trustees shall furnish to SEBI on a half yearly basis, – 

i. A report on the activities of the mutual fund; 

ii. 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; 

iii. A certificate to the effect that the asset management company has been managing the 

schemes independently of any other activities. 

 

11. What do you mean by credit rating? What are the factors affecting the quality of credit rating 

in India? 

Meaning: Credit rating is a mechanism by which the reliability and viability of a credit 

instrument is brought out. Credit rating reveals the soundness of any credit instruments issued by 

various business concerns for the purpose of financing their business. When a company borrows 

or when a businessman raises loan, the lenders are interested in knowing the credit worthiness of 

the borrower not only in the present conditions but also in future. In credit rating, the investor is 

not only able to know the soundness of the credit instrument, but he is also able to analyze 

between different credit instruments and he can make a trade off. 

Benefits of Credit rating: 

Credit rating offers various benefits from the point of view of investors, companies, regulating 

authorities and public. Credit score of a company matters a lot when it comes to boost 

confidence in investors. Good credit rating reflects how much a company is financially strong 

and secure. 

Benefits of credit ratings from the point of view of investors: 

1. The investors can choose their investments on the basis of good credit ratings. 



2. As the credit rating is done by professionals, the investors can rely on the credit rating. 

3. It gives scope for the investors to forecast about the future of their investments. 

4. A comparative study between different credit instruments enables the investors to choose their 

investments. 

5. Even unknown securities could be purchased based on credit rating. It also enables the 

investors to go for a diversified investment. 

6. As there is periodical review of the companies by credit rating agencies, the investors have the 

opportunity of swapping their weaker investment with a stronger investment, based on the credit 

rating. 

6. The investors can minimize their existing loss by choosing effective future investment. Thus, 

credit ratings acts as hedge for the investors. 

7. Liquidity, safety and profitability are duly considered through credit rating mechanism by 

investors. 

Benefits of good credit ratings from the point of view of companies: 

1. Companies will be able to raise funds from the market as their debt instruments are backed by 

good credit rating. 

2. Credit rating acts as a motivation for companies to either improve their position or maintain 

their existing position, if they are in a higher level of credit rating. 

3. When companies of equal standing are issuing their credit instruments, better placed 

companies are identified with a positive signal on the credit rating such as A+. 

4. In the market, companies with a higher rating will be in a position to provide better liquidity 

for their credit instruments. 
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5. When companies are raising funds in the overseas market, credit rating enables them to 

mobilize more funds. 

6. Good Credit rating will provide better security from the lenders’ point of view. This will 

enable the companies to sell their credit instruments easily. 

12. Discuss in detail international & national credit rating agencies & SEBI guidelines for the 

same. 

ICRA is an independent company limited by shares with an authorized share capital of Rs.10 

crores against which Rs.5 crores is paid up. 

Services of ICRA 

ICRA was established to provide the following service— 

1. Providing information and guidance to institutional and individual investors and creditors; 

2. to enhance the ability of borrower to gain access to money and capital markets for tapping a 

large volume of resources from a wide range of investing public; 

3. to assist the regulators in promoting transparency in the financial markets; 

4. to help intermediaries with a tool to improve efficiency in the fund raising process. 

Rating Methodology of ICRA 

All relevant factors that have a bearing on the future cash generation of the issuers are considered 

in the rating methodology of ICRA. The following are the key areas considered in its rating 

analysis. 

1. Business risk 



The rating analysis considers business risks which include— Industry characteristics, 

performance and outlook, operating position. (capacity, market share, distribution system, 

marketing networks etc.), technological aspects, business cycles, size and capital intensity. 

2. Financial risk 

The financial risks considered in the rating analysis include— Financial management (capital 

structure, liquidity position, financial flexibility and cash flow adequacy, profitability, leverage, 

interest coverage), projection of cash flow and claims thereon, accounting policies and practices 

with regard to depreciation, income recognition, inventory valuation, off balance sheet liabilities 

and claims, amortization of intangible assets, foreign currency transactions etc. 

3. Management 

The management of the issuer company is assessed in terms of background and history of issuer, 

corporate strategy and philosophy, organizational structure, quality of management, personnel 

policies including succession planning. 

4. Environment analysis 

Under environment analysis the following factors are considered — Regulatory environment, 

operating environment, prospects of the economy, areas of special importance to the company, 

pending litigation, tax status, etc. 

Rating process of ICRA 

The rating process of ICRA is as follows: 

1. Request for rating 

ICRA initiates the rating process on the basis of request made by the prospective issuer. The 

terms of rating assignment relate to some important issues such as — commitment of the credit 

rating agency to maintain confidentiality of the crucial information submitted by the issuer 

company, the right to the issuer to accept or not to accept the rating, issuer furnishing the 

information as required by the credit rating agency for rating. 
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2. Rating experts 

Rating is conducted by a team which is comprised of two members. The members will have 

expert knowledge in evaluating the business of the issuer. 

3. Information needs 

The issuers are required to provide a list of information and a broad framework for discussion. 

As rating process involves a detailed analysis of the financial competence and operating 

efficiency of the issuer company, various factors are required to be furnished by the issuer. 

4. Secondary information 

Apart from the information furnished by the issuer, the rating firm gets some secondary 

information from its own research division. Such secondary information relates to the general 

background and trend in the industry. Moreover, the credit rating agency is guided by its panel of 

experts in dealing with specific issues relating to rating. 

5. Meetings and discussions with the management 

Rating involves assessment of not only quantitative factors but qualitative factors as well. An 

analysis of qualitative factors is intended to estimate the future earnings of the issuer. This calls 

for intensive discussions with the management of the issuer company regarding plans, future 

outlook, competitive position and funding policies. 

In addition to this, plants of the issuer are visited to have a thorough understanding of the 

production processes, assets, equipment and related facilities, quality of technical personnel, and 

cost of production, etc. 

6. Preview meeting 

After the analysis is over, the findings are thoroughly discussed by an internal committee 

comprising senior analysts of the credit rating agency. All the issues having a bearing on rating 

are carefully identified. Then an opinion on the rating is formed. 



7. Meeting of the rating committee 

Rating committee is vested with the final authority for assigning ratings. The rating committee 

presents a brief picture about the business and management of the issuer. Moreover, the issues 

identified by the internal committee are also discussed in detail. Finally, on the basis the 

recommendations of the internal committee, rating is assigned by the rating committee. 

8. Communication of rating 

The rating assigned is communicated to the top management of the issuer. The top management 

in turn, may or may not accept ratings. If the ratings are not accepted, they may be rejected or 

requested to be reviewed again. The rejected ratings are not disclosed and complete 

confidentiality is maintained in the interest of the issuer company. 

9. Review of ratings 

When the ratings are not acceptable to the issuer, he can appeal for a review of ratings. Such 

review is made on the basis of further information furnished by the issuer relating to the factors 

that were considered for assigning the rating. If the results of the review are satisfactory, the 

committee can revise its initial rating decision. 

10. Revision of Ratings 

The credit rating agency monitors the accepted ratings over a period of time. As per the terms of 

the rating assignment, the issuer is bound to provide information to the credit rating agency for 

the periodical review of the ratings. On the basis of the review, the initial rating can be retained 

or revised. 

Rating Scale of ICRA 

The rating scale of ICRA relates to long-term securities (debentures, bonds, preference 

shares etc.), medium-term deposits and short-term instruments including commercial paper. The 

following chart presents the ICRA rating scale: 
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ICRA RATING SCALE 

Long-term including 

debentures, bonds and 

preference shares 

Medium-term including certificates 

of deposits and fixed deposits 

programme 

Short-term including 

commercial papers 

LAAA Highest Safety MAAA Highest Safety A-1 Highest Safety 

LAA High Safety MAA High Safety A-2 High Safety 

LA Adequate Safety MA Adequate Safety A-3 Adequate 

Safety 

LBBB Moderate safety MB Inadequate safety A-4 Risk prone 

LBB Inadequate safety MC Risk prone A-5 Default 

LB Risk prone MD Default  

LC Substantial Risk  

LD Default, Extremely 

speculative 

 

Origin of CRISIL 

The need for starting credit rating agencies was felt during the 1980s in India as a number of non 

banking financial companies were accepting deposits by offering competitive interest rates. RBI 

felt the need for protecting the interests of depositors in these NBFCs and so it made credit 

rating mandatory for the instruments of NBFCs. 

The first credit rating agency in India was set up in the year 1988. The Credit Rating Information 

Services of India Ltd (CRISIL) was started as as a subsidiary of ICICI and later it was followed 
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by ICRA (Investment information and Credit Rating Agency of lndia – 1990) and CARE (Credit 

Analysis and Research Ltd – 1993). 

Main Objectives of CRISIL 

CRISIL has to rate the debt instruments of Indian companies and act as a guiding agent to Indian 

investors for providing them with proper advice on investment. It also reveals the risks involved 

in various debt instruments. Thus, CRISIL acts as a catalyst for channelizing investment in 

proper debt instruments. 

There are 5 branches of CRISIL functioning at Delhi, Mumbai, Kolkatta, Chennai and 

Bengaluru. The Head office is located at Mumbai. 

Rating Symbols of CRISIL 

Debt Category Debt Instrument Rating 

Symbols 

Remarks 

Long Term Instruments Debentures, Bonds AAA Highest Safety 

*AA High Safety 

*A Adequate Safety 

*BBB Moderate Safety 

*BB Inadequate Safety 

*B Risk Prone 

*C Substantial Risk 

D Default 

Medium Term 

Instrument 

Fixed Deposits FAAA Highest Safety 

*FAA High Safety 



*FA Adequate Safety 

*FB Inadequate Safety 

Short Term Instrument Commercial Paper *FC Risk Prone 

FD Default 

*P1 High Safety 

*P2 Highest Safety 

*P3 Adequate Safety 

*P4 Risk Prone 

P5 Default 

The suffix of '+' (plus) or '-' (minus) signs are used with the rating symbols to indicate the 

comparative positions of the instrument within the group covered by the symbol. 

Modus Operandi of CRISIL 

When a company applies for credit rating, CRISIL adopts certain procedure. It applies the 

SWOT Analysis, taking into account the Strength, Weakness, Opportunity and Threat in 

prospect for the company. 

In order to study these aspects, there are different types of staff employed by CRISIL. There are 

two teams which undertake the study of the company’s future prospects. The first team will 

assess the company’s rating on the basis of the benchmark of the industry. 

A bench-mark company in an industry is one which denotes the standard company of the 

industry. Companies above the benchmark are considered to be performing very well. While 

companies below the benchmark are considered good. 



The second team will also take into account the condition of the industry. Both these teams will 

interact with each other through internal committees. The internal committee will have senior 

analysts and they undertake an in-depth analysis of the data provided. Finally, the 

recommendations are referred to the rating committee  which consist of six directors of the 

company. 

The members of the rating committee will have no connection with the industry or investment 

agencies. So, an impartial opinion will be formed while finalizing the credit rating. This is kept 

confidential. Thus, the credit rating system of CRISIL is considered to be a multi-layered 

process. 

Performance of CRISIL 

Among the credit rating companies, CRISIL has the enviable position of rating maximum 

number of credit instruments, which is around 380 instruments touching around Rs. 34,500 

crores. By 1995; it has doubled the value of instruments covered. 

To assist the investors, CRISIL has come out with a Bond Yield Table which will give a fair idea 

on various debentures. 

Publications of CRISIL 

CRISIL Ratings Scan is a quarterly publication which gives details on the rating reports of 

instruments of various companies. ‘CRISIL Card‘is a service provided by CRISIL which gives 

details about companies’ performance from various angles. It is a cull-out of information from 

the balance sheet of the companies in the past 4 years. 

Conclusion 

The reputation of CRISIL can be seen from the fact that even international agencies like Asian 

Development Bank has considered CRISIL for setting up credit rating agency in Thailand. 

CRISIL has also set up an information company in collaboration with Extel Financial Ltd., of 

U.K. called CRISIL Information Ltd. 



The international rating company called Standard and Poor has also entered into collaboration 

with CRISIL for analytical and business development. Thus, at the international level, CRISIL 

has rated more than 1500 debt instruments which have a value of 30 billion dollars and it has 

rated more than 1,000 international companies. 

14. What are the functions of credit rating agencies? Discuss in detail procedure used by credit 

rating agencies for rating debt instruments. 

Credit rating serves following functions: 

(1) Provides superior Information: 

Provides superior information on credit risk for three reasons: (i) An independent rating agency, 

unlike brokers, financial intermediatories, underwriters who have vested interest in an issue, is 

likely to provide an unbiased opinion; (ii) Due to professional and highly trained staff, their 

ability to assess risk is better, and finally, (iii) the rating firm has access to a lot of information 

which may not be publically available. 

(2) Low cost information: 

Rating firm gathers, analyses, interprets and summarizes complex information in a simple and 

readily understood formal manner. It is highly welcome by most investors who find it 

prohibitively expensive and simply impossible to do such credit evaluation of their own. 

(3) Basis for a proper risk and return: 

If an instrument is rated by a credit rating agency, then such instrument enjoys higher confidence 

from investors. Investors have some idea as to what is the risk associated with the instrument in 

which he/she is likely to take, if investment is done in that security. 

(4) Healthy discipline on corporate borrowers: 

Higher credit rating to any credit investment tends to enhance the corporate image and visibility 

and hence it induces a healthy discipline on corporate. 



(5) Greater credence to financial and other representation: 

When credit rating agency rates a security, its own reputation is at stake. So it seeks financial and 

other information, the quality of which is acceptable to it. As the issue complies with the 

demands of a credit rating agency on a continuing basis, its financial and other representations 

acquire greater credibility. 

(6) Formation of public policy: 

Public policy guidelines on what kinds of securities are eligible for inclusions in different kinds 

of institutional portfolios can be developed with greater confidence if debt securities are rated 

professionally. 

APPLICATION 

At this stage client’s authorized representatives need to register the application officially and to 

sign an agreement on implementation of rating procedure. At this time company and client’s 

representatives discuss all the questions concerning rating assignment and main aspects of future 

cooperation. 

Analytic group 

After all the questions are discussed, Credit-Rating agency begins preparation procedure and 

forms analytic group. Analytic group consists of two or three analysts and group manager 

(leading analyst) who controls the whole work. 

Information requirements 

To get all the information necessary for analysis, ‘Credit-Rating’ agency sends a client the letter 

with information requirements: a list of all the information and documents necessary for credit 

rating analysis. ‘Credit-Rating’ guarantees that your confidential information will be kept safe. 

Meetings with client company managers 



Meetings and consultations with client company managers and officials are very important in the 

process of credit rating assignment. As a rule, we need two or three meetings. In the first meeting 

analysts would ask questions about financial plans and further development prospects. This 

information helps us to remain objective in assessment of client’s financial position for the long-

term period. 

Analysis 

All the information obtained from a client or other reliable sources is processed with a help of 

special methodologies, worked out by our agency. 

Analysis consists of the following components: 

Qualitative analysis – our specialists study management system of the issuer, financial and 

development plans, conduct SWAT-analysis, pay special attention to documentation, market 

niche, economic activity. 

Quantitative analysis – analysts study accounts coefficients that determine financial activity and 

financial position of the issuer. We use both standard methods (analysis of internal and external 

factors, profitability) and special methods worked out by out analysts to determine financial 

position and development tendencies of the issuer. 

Legal analysis – we study financial and economic activity of the issuer to be sure it corresponds 

to Ukrainian Legislation; analysis also includes studying of management, labor and business 

relations and legal field of cooperation between central office and affiliates. 

After all types of analysis have been conducted, the results are brought together and analytic 

group sums up pilot analysis. Final meeting with client company managers serves for completing 

missing information or clearing up some questionable situations. It is necessary for qualified 

analysis and procession of final analysis results. Final results represent characteristics of client’s 

business, assessment of its market niche, financial and strategic situation and development 

trends. 



Rating committee Analytic group prepares presentation based on results of analysis and suggests 

assigning one or another credit rating. The presentation is submitted to rating committee 

consisting of four or five members. All committee members are qualified in the sphere of client 

company’s activity. Having studied all the materials, rating committee takes a decision about 

credit rating assignment. A client receives written notice and rating report with detailed 

grounding of assigned rating. 

Rating publication -Decision about rating publication is taken by a client individually. Client 

may decide not to publish assigned rating. Even if rating is not published the procedure of credit 

rating assignment remains useful as conclusions of agency analysts written in the rating report 

may help to determine factors influencing client’s credibility. Their improvement in the future 

may lead to credit rating upgrade. Agency may not submit publication of upgrades/downgrades 

of once published rating to client’s approval. 

Appeal- If a client thinks that in the process of rating assignment some important factors have 

not been taken into consideration, client’s authorized representatives may appeal to rating 

committee within the next ten days after rating assignment. The appeal will be accepted only if a 

client can bring new data and documents that are important for rating procedure. After 

examination of these documents, credit rating committee will take a decision which cannot be 

appealed. Appeal procedure does not influence on client’s rights on rating publication. 

What do you understand by merchant banking? Discuss scope & regulatory framework of 

merchant banking. 

Introduction : Merchant banking is the direct, negotiated investment of private money into 

privately or publicly held companies by financial institutions or professional investors. The 

investors make private placements of equity and, in return, receive private stock that is not 

registered with financial regulators for trading on an exchange. In a way, they are becoming 

financial partners of the companies. Merchant banking has been statutorily brought within the 

framework of the "Securities and Exchange Board of India". A merchant banker underwrites 

corporate securities and provides guidelines to clients on issues like corporate mergers. The 

merchant banker may be in the form of a bank, a firm, company or even a proprietary concern. It 

is basically service banking which provides non-financial services such as arranging for funds 



rather than providing them. The merchant banker understands the requirements of the business 

concerns and arranges finance with the help of financial institutions, banks, stock exchanges, and 

money market. 

Definition : Any person who is engaged is the business of the issue management either by 

making arrangements selling, buying or subscribing to the securities of manager, consult adviser, 

or one rendering  corporate advisory service in the relation to such activities to the management. 

Guidelines for  merchant  banking : 

A merchant banker will require authorization by SEBI to carry out the business. 

SEBI has classified the merchant bankers into four categories based on the nature and range of 

the activities and the responsibilities. 

Category I:  It consists of  merchant bankers who carry on the business of issue management 

which consists of preparation of issue management which consists of preparation of prospectus, 

determining the financial structure, tie-up of the financiers and final allotment/refund of 

subscription and  to act in the capacity of managers, advisors or consultants to an issue, portfolio 

manager and underwriter. 

Minimum networth required is  Rs. 1 crore. 

Category II: It consists of those authorized  to act in the capacity of co-manger/advisor, 

consultant underwriter to an issue. 

The Minimum networth required is Rs. 50 Lakhs. 

Category III: It consists of those authorized to act  as underwriter, advisor or consultant to an 

issue. 

The Minimum net worth  required is Rs. 20 Lakhs. 

Category IV: It consists of Merchant Banker who act as advisor or consultant to an issue. 

There is no Minimum net worth required. 



Every merchant banker should maintain copies of balance sheet, Profit and loss account, 

statement of financial position 

Half-yearly unaudited result should be submitted to SEBI 

SEBI has been vested with the power to suspend or cancel the authorization in case of violation 

of the guidelines 

Every merchant banker shall appoint a ‘Compliance Officer‘ to monitor compliance of the Act 

SEBI has the right to send inspecting authority to inspect books of accounts,records etc… of 

merchant bankers 

Inspections will be conducted by SEBI to ensure that provisions of the regulations are properly 

complied. 

An initial authorization fee,an annual fee and renewal fee may be collected by SEBI. 

A lead manager holding a certificate under category I shall accept a minimum underwriting 

obligation of 5% of size of issue or Rs.25 lakhs whichever is less. 

What do you mean by leasing? How leasing is different from Hire purchase? Discuss in detail 

tax & legal aspect of leasing. Discuss its advantages to lessor and lessee. 

A contract in which one party (lessor) permits to use the asset for a specified period to another 

party (lessee) in exchange for periodic payments for a specified time is known as Leasing. 

Accounting standard – 19 deals with leases which apply to all the enterprises, subject to certain 

exemption. At regular intervals, the lessee pays a sum to the lessor which is known as Lease 

Rents, as a consideration for using the asset owned by the lessor. In addition to this, the lessor 

also gets a terminal payment known as Guaranteed Residual Value (GRV). The aggregate of the 

lease rent and guaranteed residual value is known as Minimum Lease Payments (MLP). If the 

Lessor receives, the amount more than the guaranteed residual value is known as Unguaranteed 

Residual Value. There are two ways of leasing the asset, which is as under: 



 Operating Lease: The lease which covers only a small part of the useful life of the asset is 

Operating Lease. In this kind of lease, there is no transfer of risk and rewards. 

 Finance Lease: A lease agreement to finance the use of the asset for the maximum part of its 

economic life is known as Finance Lease. All the risk and rewards incidental to the ownership is 

transferred to the lessee with the transfer of the asset. 

Hire Purchasing is an agreement, in which the hire vendor transfers an asset to the hire 

purchaser, for consideration. The consideration is in the form of Hire Purchase Price (HPP) 

which includes cash down payment and installments. The hire purchase price is normally higher 

than the cash price of the article because interest charges are included in that price.  The 

installment paid by the hirer at periodical intervals up to a specified period. The instilment is a 

sum of finance charges i.e. interest and the capital payment i.e. principal. 

Under Hire Purchase transaction only the possession of the assets is transferred to the hirer. 

However, there is a condition of the transfer of ownership, i.e., hire-purchaser ought to pay all 

the instilments due on the asset transferred. By virtue of this, if the hire purchaser is unable to 

pay the outstanding installments, then the hire vendor can repossess the asset without paying any 

compensation to the hirer. 

The recording of accounting transactions in the books of hire vendor and hire purchaser is 

different. The method of accounting used by the parties is as under: 

 In the books of hire vendor: 

o Interest Suspense Method 

o Sales Method 

 In the books of hire-purchaser: 

o Interest Suspense Method 

o Cash Price Method 



Key Differences between Hire Purchasing and Leasing 

The difference between hire purchasing and lease financing are discussed in the points given 

below: 

1. An arrangement to finance the use of the asset, in which one party pays consideration to the other 

party in periodical installments is known as Hire Purchasing. Leasing is a business deal in which 

one party buys the asset and grants the other party to use it, in return for lease rentals. 

2. Leasing is governed by AS – 19 whereas there is no specific Accounting Standard for Hire 

Purchasing. 

3. Down Payment is a must, in hire-purchasing but not in leasing. 

4. The duration of leasing is longer than the hire purchasing. 

5. Leasing may cover asset like land and building, plant, and machinery, etc. Conversely, cars, 

trucks, tempos, vans, etc. are the kind of assets which are sold on hire purchasing. 

6. The installment paid in hire purchasing includes the principal amount and interest. In contrast to 

Leasing, in which the lessee has to pay the cost of using the asset only. 

7. In hire-purchasing, the ownership is transferred to the hirer only if he pays all the outstanding 

installments. On the other hand, in a finance lease, the lessee gets the option to buy the asset at 

the end of the term by paying a nominal amount, but in operating lease, there is no such option 

available to the lessee. 

Advantages or benefits of Leasing to lessee 

Lease financing gives the following advantages to the lessee. 

1. 100 percent financing 

Lease agreement finances assets which require huge investment. The lessee is able to avail of 

100 percent financing without resorting to any immediate down payment. Thus, the lessee 

experiences no hurdles in commencing his business without making any initial investment. 
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2. Alternative use of funds 

Leasing facilitates the acquisition of equipment, plant and machinery without the necessary 

capital outlay. So, the financial resources of the business may be spared for alternative use. 

Internal accruals from the exploitation of the leased equipment enhance the working capital 

position of the firm. 

3. Cheaper sources of finance 

l.easing costs less than other alternatives available. Moreover, leasing permits firms to acquire 

equipment without going through stringent formalities. So, lease financing is faster as well as 

cheaper. 

4. Use and control over assets 

Leasing involves divorce of ownership from the economic use of equipment. Though ownership 

of the property rests with ‘ the lessor, lessee has a full control over the leased equipment in his 

possession. The other modes of long-term finance for example, equity or debentures dilute the 

ownership of promoters of the business. 

5. Free from Restrictive covenants and conditions 

Lease finance is considered preferable to institutional finance. The lessee feels free from 

restrictive covenants and conditions such as representation on the board, conversion of debt into 

equity, payment of dividends so on. So, lease finance is not an invasion on the financial freedom 

of the lessee. 

6. Flexibility in structuring of rentals 

Lease rentals can be structured to accommodate the cash flow position of the lessee. The lessee 

is able to pay the lease rentals from the funds generated from operations. The lease period is also 

chosen to suit the lessee’s capacity to pay rentals. But in institutional finance repayment in 

earlier years is burdensome wherein the project may not actually generate cash flows sufficient 

to pay rentals. 
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7. Faster and simple documentation 

A lease finance arrangement is free from cumbersome procedures. It involves faster and simple 

documentation. But in institutional finance, compliance of covenants and formalities and bulk 

documentation cause procedural delays in getting loans. 

8. Tax concession 

A lot of tax advantages can be derived by the lessee through suitably structured rental payments. 

In case of heavy taxation, rentals may be increased to lower taxable income. Rental payments are 

deductible from income. If the lessor is liable to tax, the rentals may be lowered. Less incomes 

attract less tax. The lessor can pass on a part of tax benefit to the lessee. 

9. No risk of obsolescence 

The lessor being the owner of the asset bears the risks of obsolescence. Further., the lessee at any 

time can replace the asset with latest technology. 

Advantages or benefits of leasing to lessor 

The following advantages are available to the lessor 

1. Security: The lessor can repossess the leased equipment where the lessee defaults on 

payments. So, the lessor interest is fully secured. 

2. Tax benefits: The lessor can claim tax relief by way of depreciation. Depreciation is 

deductible from income. Less tax is charged for less income. Moreover, the lessor in high tax 

bracket can lease out assets with high depreciation rates. Resultantly, he can reduce his tax 

liability. 

3. Profitability: The lease rentals are received from the lessee. The lessor can cover the capital 

outlay and earn sufficient profit. The rate of return is more than what the lessor pays on his 

borrowings. 
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4. Capital Gearing: Trading on equity is possible for lessors. With low equity capital and 

substantial borrowings, lessors can earn high return on equity. 

5. Growth Potential: The leasing industry has a high growth potential. Even during recession 

where lessees are hard pressed for funds, they can acquire equipment for business use. This 

ultimately maintains growth pace even during recessionary period 

Limitations of Leasing 

The drawbacks of lease financing are given below. 

1. The lessee is not free to make additions or alterations to the leased equipment. 

2. A financial lease entails a higher payout obligations. The lease is non cancellable. If the 

equipment is not suitable, the lessee will suffer. Cancellation of lease is possible only at a very 

heavy cost. 

3. The lessee is not the owner of the leased asset He is thus deprived of the residual value of 

assets. He is not even entitled to any improvement done by him. On the expiry of the lease 

period, the leased equipment reverts to the lessor. 

4. Serious consequences of default: It the lessee defaults in paying lease rentals, the 

consequences for him are far more serious. The lessor may terminate the lease and repossess the 

equipment. In case of finance lease, the lessee has to pay for damages and accelerated rental 

payments. 

5. Leased assets do not figure in balance sheet. So there is an effective understatement of assets 

value. However, leased assets are disclosed by way of footnote to the balance sheet 

6. Lease financing costs more than debt financing. 

7. Benefits of appreciation in the value of real assets like land and buildings are not available to 

lessee. 
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15. Describe the concept & features of venture capital. What are the guidelines of SEBI for 

venture capitalists? 

This is a very important source of financing for a new business. Here money is provided by 

investors to start a business that has strong potentiality of high growth and profitability. The 

provider of venture capital also provides managerial and technical support. Venture capital is 

also known as risk capital. 

Features of Venture Capital: 

Venture capital has the following features: 

1. Venture capital investments are made in innovative projects. 

2. Benefits from such investments may be realized in the long run. 

3. Suppliers of venture capital invest money in the form of equity capital. 

4. As investment is made through equity capital, the suppliers of venture capital participate in the 

management of the company 

Methods of Venture capital financing 

 Equity 

 participating debentures 

 conditional loan 

(i) VCF is a fund established in the form of a trust/a company including a body corporate and 

registered with SEBI. It has a dedicated pool of capital, raised in the specified manner and 

invested in VCUs in accordance with the regulations. VCU is a domestic company whose shares 

are not listed on a stock exchange and is engaged in specified business. 

(ii) The minimum investment in a VCF from any investor would not be less than Rs. 5 lakh and 

the minimum corpus of the fund before it could start activities should be at least Rs. 5 crore. 



(iii) The norms of investment were modified. A VCF seeking to avail benefit under the relevant 

provisions of the Income Tax Act will be required to divest from the investment within a period 

of one year from the listing of the VCU. 

(iv) The VCF will be eligible to participate i the IPO through book building route as Qualified 

Institutional Buyer. 

(v) The mandatory exit requirement by VCF from the investment within one year of the listing of 

the shares of VCUs to seek tax pass-through was removed under the SEBI (VCF) Regulation to 

provide for flexibility in exit to VCFs. 

(vi) The VCFs were directed to provide with the information pertaining to their venture capital 

activity for every quarter starting form the quarter ending December 31, 2000. 

(viii) Automatic exemption was granted from applicability of open offer requirements in case of 

transfer of shares form VCFs in Foreign Venture Capital Investors (FVCIs) to promoters of a 

VCU. 

 

16. Define debt securitization. Discuss types, Process & current scenario of securitization in 

India. 

Meaning of Debt Securitization: 

It is the process of converting mortgage loans together with future receivables into negotiable 

securities or assignable debt is called ‘securitization’. The Securitization process involves 

packaging designated pool of mortgages and receivables and selling these packages to the 

various investors in the form of securities which are collateralized by the underlying assets and 

their associated income streams. Securitization is an off-balance sheet financing technique with 

the objective of mobilizing resources at a comparatively lower cost through a wider investor 

base, by removing loan assets from the balance sheet of the loan originator. Securitization 

actually involves conversion of mortgages into securities which are tradable debt instruments. 

The securities, which are backed by the mortgages, are then freely traded in the market thereby 



giving rise to a secondary market. In this process, saver’s surpluses are channelized to meet 

borrower’s deficits. This also facilitates interregional and inter-sectorial flow of funds. 

Debt Securitization Process: 

The steps involved in Securitization process are the following: 

(a) A company that wants to mobilize finance through securitization begins by identifying assets 

that can be used to raise funds. 

(b) These assets typically represent rights to payment at future dates and are usually referred to 

as ‘receivables’. 

(c) The company that owns the receivables is usually called the ‘originator’. 

(d) The originator identifies the assets out of its portfolio for Securitization. 

(e) The identification of assets will have to be done in a manner so that an optimum mix of 

homogeneous assets having almost same maturity forms the portfolio. 

(f) Assets originated through trade receivables, lease rentals, housing loans, automobile loans, 

etc. according to their maturity pattern and interest rate risk are formed into a pool. 

(g) The aforementioned identified and pooled assets are then transferred to a newly formed 

another institution called a ‘special purpose vehicle’ usually by way of a trust. 

(h) Such trust usually, an investment banker, issues the securities to an investor. 

(i) Once the assets are transferred, they are no longer held in the originator’s portfolio. 

(j) After acquisition of the assets from originator, the SPV splits the pool into individual shares 

or securities and reimburse itself by selling these to investors. 

(k) The securities, so issued, are known as ‘pay or pass through certificates’. 



(l) The securities are normally without recourse to the originator, thus investor can hold only 

SPV for the principal repayment and interest recovery. 

(m) In order to make the issue attractive, the SPV enters into credit enhancement procedures 

either by obtaining an insurance policy to cover the credit losses or by arranging a credit facility 

from a third party lender to cover the delayed payments. 

(n) To increase marketability of the securitized assets in the form of securities, these may be 

rated by some reputed credit rating agencies. 

(o) Credit rating increases the trading potentials of the certificate, thus its liquidity is enhanced. 

(p) A merchant banker or syndicate of merchant bankers will be appointed for underwriting the 

whole issue. 

(q) The securities have to be sold to the investors either by a public issue or by private 

placement. 

(r) The pass through certificates before maturity are tradable in a secondary market to ensure 

liquidity for the investors. 

(s) Once the end investor gets hold of these instruments created out of Securitization, he is to 

hold it for a specific maturity period which is well defined with all other related terms and 

conditions. 

(t) On maturity, at the end, investors get redemption amount from the issuer along with interest 

due on the amount. 

Parties involves in securitization: 

 Originator: This is the party which initiates the entire debt securitization transaction. It 

holds the financial assets that need to be securitized. 

 Special Purpose Entity (SPE): The party which acquires the asset in debt 

securitization is known as a SPE. It is also responsible for holding the asset till 



maturity. It acts as a trust and is responsible for converting loans into marketable 

securities. 

 Investor: It is the person who finances the acquisition of securitized assets by 

subscribing to marketable securities issued by special purpose entity. These investors 

generally include institutional investors such as insurance companies and others. 

However, they need to qualify for acquiring marketable securities. 

17. Define plastic money. What are its forms? What factors affect its usage in India? 

It is a term increasingly being used to refer to all forms of credit cards, debit cards, retailer cards, 

diner cards and other types of plastic cards which we use daily instead of actual currency notes. 

 

Types of plastic money 

Credit card 

 Cashless payment with a set spending limit 

 Payment takes place after the purchase 

 Great flexibility thanks to installment facility 

 Most well-known credit cards: American Express, Mastercard, Visa 

Charge cards 

 Cashless payment without a set spending limit 

 Payment takes place after the purchase 

 No credit or installment facility 

 Most well-known charge cards: American Express, Diners Club 

Debit card 



 Card is directly linked to the cardholder’s bank account 

 Transaction is debited immediately from bank account 

 No credit or installment facility 

 Most well-known debit cards: Maestro, Postcard 

Customer card/store card (PLCC) 

 Card with payment and credit function 

 Can only be used at specific retailers 

 Well-known customer cards: myOne, Globus, Media Markt 

Prepaid card/gift card 

 Card is topped up with credit before use 

 No credit or installment facility 

 Open system (American Express, Visa, Mastercard) or closed system (can only be used at 

specific retailers) 

Underlying Evils-Though it may look all trendy and flashy to own plastic money (especially 

credit cards), you may be surprised to know, owning it is extremely harmful and risky as well. 

Credits cards cost much more than other forms of credit, such as a line of credit or a personal 

loan, in case you are unable to pay them on time. The transaction charges added to the amount is 

much more than you would have anticipated. Also, continuous late payments damage your credit 

rating. 

Too Much Of Credit-One of the most evident and apparent problems with plastic money, mainly 

credit cards, is that it gives you unwanted freedom. As a result, you go on a shopping rampage, 

without even once bothering about the consequences. Plastic money allows people to buildup 

more debts than what they can handle. While you may be in high spirits after the recent shopping 

expedition, be wary that cost may be too much to handle. 



Terms & Conditions-Have you heard the phrase 'All that glistens is not gold'? Though 

debit/credit cards may have innumerous benefits, most of them usually come with complicated 

terms and conditions, which you might not understand or comprehend initially. However, with 

time, as you get to know the nuances of these 'dirty' terms and conditions, it might be too late. 

Risk Of Loss & Misuse-The danger of losing a debit/credit card is something, which most card 

owners' fear. Though you might start thinking of the world as a good place and people living in it 

as angels and seraphs, reality is not all that sweet, especially when you have lost or been robbed 

of plastic money. It is seen that hefty purchases are made under the name of the account holder 

after the card gets lost or stolen and you end up paying for things, which you have neither bought 

nor own. 

Limited Options-With so many companies in the market, chances are that the stores that you step 

in does not accept card of the particular company you have. Result - you have to either pay a 

bulk of cash or just walk out of the shop with no shopping bags (as most of us do not care to 

carry cash, because we overtly rely on the credit card). 

 

Less Global Availability-Debit/credit cards also limit global shopping. This is mainly because 

there are many companies that do not allow their cards to be used in areas with which they have 

a regional conflict. As a result, owning plastic money can be very cumbersome, not to forget the 

embarrassment of coming out empty handed, after spending so much of your time trying the 

gorgeous outfits. 

18. What is factoring? Discuss the types of factoring & its importance. 

Factoring is an asset based method of financing as well as specialized service being the purchase 

of book debts of a company by the factor, thus realizing the capital tied up in accounts 

receivables and providing financial accommodation to the company. The different types of 

Factoring are as follows: 

For International Trade 

1. Full Factoring 



2. Recourse Factoring 

3. Maturity Factoring 

4. Advance Factoring 

5. Undisclosed Factoring 

6. Invoice Discounting 

7. Bulk Factoring 

8. Agency Factoring 

A. Domestic Factoring 

Factoring can be both domestic and for exports. In domestic Factoring, the client sells goods and 

services to the customer and delivers the invoices, order, etc., to the Factor and informs the 

customer of the same. 

In return, the Factor makes a cash advance and forwards a statement to the client. The Factor 

then sends a copy of all the statements of accounts, remittances, receipts, etc., to the customer. 

On receiving them the customer sends the payment to the Factor. 

Different types of Domestic Factoring are as follows: 

1. Full Factoring 

This is also known as "Without Recourse Factoring ". It is the most comprehensive type of 

facility offering all types of services namely finance sales ledger administration, collection, debt 

protection and customer information. 

2. Recourse Factoring 

The Factoring provides all types of facilities except debt protection. This type of service is 

offered in India. As discussed earlier, under Recourse Factoring, the client's liability to Factor is 

not discharged until the customer pays in full. 



3. Maturity Factoring 

It is also known as "Collection Factoring ". Under this arrangement, except providing finance, all 

other basic characteristics of Factoring are present. The payment is effected to the client at the 

end of collection period or the day of collecting accounts whichever is earlier. 

4. Advance Factoring 

This could be with or without recourse. Under this arrangement, the Factor provides advance at 

an agreed rate of interest to the client on uncollected and non-due receivables. This is only a pre-

payment and not an advance. 

Under this method, the customer is not notified about the arrangement between the client and the 

Factor. Hence the buyer is unaware of factoring arrangement. Debt collection is organized by the 

client who makes payment of each invoice to the Factor, if advance payment had been received 

earlier. 

6. Invoice Discounting 

In this arrangement, the only facility provided by the Factor is finance. In this method the client 

is a reputed company who would like to deal with its customers directly, including collection, 

and keep this Factoring arrangement confidential. 

The client collects payments from customer and hands it over to Factor. The risk involved in 

invoice discounting is much higher than in any other methods. 

The Factor has liberty to convert the facility by notifying all the clients to protect his interest. 

This service is becoming quite popular in Europe and nearly one third of Factoring business 

comprises this facility. 

7. Bulk Factoring 

It is a modified version of Involve discounting wherein notification of assignment of debts is 

given to the customers. However, the client is subject to full recourse and he carries out his own 

administration and collection. 



8. Agency Factoring 

Under this arrangement, the facilities of finance and protection against bad debts are provided by 

the Factor whereas the sales ledger administration and collection of debts are carried out by the 

client. 

B. International Factoring 

Traditionally international trade is based on Letters of Credit. When the exporter knows the 

importer well with repetitive transactions, he may be willing to export on ' Open Account ' basis. 

On open account the exporter ships the goods without letter of credit or advance payment. 

Hence, it is credit risky for exporter. If credit is extended (say 90 days since), the exporter will be 

quite reluctant as he encounters a credit risk and hence invariably insists on L/C. In advanced 

countries bankers do not make much of a distinction between fund-based and non-fund based 

facilities and hence if they have to open L/C's it may be at the cost of a reduced overdraft or bills 

limit for the importer. 

The system of L/C's operates on the "Doctrine of Strict Compliance " which means the Letter of 

Credit opening bank will pay money to the exporter only when all the conditions listed in the 

Letter of Credit document are satisfied by the exporter/shipper of goods. 

Q. Explain the concept & procedural aspects in factoring. 

Factoring is an asset based method of financing as well as specialized service being the purchase 

of book debts of a company by the factor, thus realizing the capital tied up in accounts 

receivables and providing financial accommodation to the company. 

Salient Features of Factoring: 

(i) Credit Cover: The factor takes over the risk burden of the client and thereby the client’s credit 

is covered through advances. 

(ii) Case advances: The factor makes cash advances to the client within 24 hours of receiving the 

documents. 



(iii) Sales ledgering: As many documents are exchanged, all details pertaining to the transaction 

are automatically computerized and stored. 

(iv) Collection Service: The factor, buys the receivables from the client, they become the factor’s 

debts and the collection of cheques and other follow-up procedures are done by the factor in its 

own interest. 

(v) Provide Valuable advice: The factors also provide valuable advice on country-wise and 

customer-wise risks. This is because the factor is in a position to know the companies of its 

country better than the exporter clients. 

The following are the legal aspects of factoring: 

1. The sale is taking place on a credit basis and the factor takes the responsibility for collecting 

payment from the buyer. For this purpose, the agreement between the seller and the factor should 

clearly state the role of each party involved in the sale. 

2. The seller should give due authority to the factor for collecting money from the buyer. 

3. Legally, the claim on the buyer is assigned by the seller to the factor. For this, a letter of 

authority is given by the seller to the factor. 

4. The buyer is also informed by the seller that he should make payment only to the factor. 

5. All the rights of the seller on the buyer now get transferred to the factor in his capacity as an 

assignee. 

6. In case of default by the buyer, it is the factor who will take action against the buyer in his 

capacity as an assignee. 

7. No other creditor can have any claim settled with the buyer towards the sale of goods except 

the factor. 



8. The banker will be informed that he should not finance the seller for any post sales 

requirements or accounts receivable discount, as it is the factor who has been assigned with the 

bills. 

9. Disputes arising between the seller and buyer should be settled by the parties concerned and 

they should not affect the factor. 

10. The factor must have the right to take legal action against the buyer in the case of default. 
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