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Types of Financing 

 

Question 1: What is debt securitisation? Explain the basics of debt securitisation process. 

Answer: 

Debt Securitisation: It is a method of recycling of funds. It is especially beneficial to financial 

intermediaries to support the lending volumes. Assets generating steady cash flows are 

packaged together and against this asset pool, market securities can be issued, e.g. housing 

finance, auto loans, and credit card receivables. 

Process of Debt Securitisation 

i. The origination function – A borrower seeks a loan from a finance company, bank, 

HDFC. The credit worthiness of borrower is evaluated and contract is entered into 

with repayment schedule structured over the life of the loan. 

ii. The pooling function – Similar loans on receivables are clubbed together to create 

an underlying pool of assets. The pool is transferred in favour of Special purpose 

Vehicle (SPV), which acts as a trustee for investors. 

iii. The securitisation function – SPV will structure and issue securities on the basis of 

asset pool. The securities carry a coupon and expected maturity which can be 

asset- based/mortgage based. These are generally sold to investors through 

merchant bankers. Investors are – pension funds, mutual funds, insurance funds. 

The process of securitization is generally without recourse i.e. investors bear the credit 

risk and issuer is under an obligation to pay to investors only if the cash flows are received 

by him from the collateral. The benefits to the originator are that assets are shifted off the 

balance sheet, thus giving the originator recourse to off-balance sheet funding. 

 

Question 2: Discuss the eligibility criteria for issue of commercial paper.  

Answer: 

 Eligibility Criteria for Issuer of Commercial Paper 

The companies satisfying the following conditions are eligible to issue commercial paper. 
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i. The tangible net worth of the company is ` 5 crores or  more as  per audited 

balance sheet of the company. 

ii. The fund base working capital limit is not less than ` 5 crores. 

iii. The company is required to obtain the necessary credit rating from the rating 

agencies such as CRISIL, ICRA etc. 

iv. The issuers should ensure that the credit rating at the time of applying to RBI 

should not be more than two months old. 

v. The minimum current ratio should be 1.33:1 based on classification of current 

assets and liabilities. 

vi. For public sector companies there are no  listing requirement but for companies 

other  than public sector, the same should be listed on one or more stock 

exchanges. 

vii. All issue expenses shall be borne by the company issuing commercial paper. 

 

Question 3: Write short notes on the following: 

a. Global Depository Receipts or Euro Convertible Bonds. 

b. American Depository Receipts (ADRs) 

c. Bridge Finance 

d. Deep Discount Bonds vs. Zero Coupon Bonds 

e. Venture Capital Financing 

f. Seed Capital Assistance 

Answer:  

Global Depository Receipts (GDRs): It is a negotiable certificate denominated in US dollars 

which represents a Non-US company’s publically traded local currency equity shares. GDRs 

are created when the local currency shares of an Indian company are delivered to 

Depository’s local custodian Bank against which the Depository bank issues depository 

receipts in US dollars. The GDRs may be traded freely in the overseas market like any other 

dollar-expressed security either on a foreign stock exchange or in the over- the-counter 

market or among qualified institutional buyers. 
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By issue of GDRs Indian companies are able to tap global equity market to raise foreign 

currency funds by way of equity. It has distinct advantage over debt as there is no 

repayment of the principal and service costs are lower. 

(Or) 

Euro Convertible Bond: Euro Convertible bonds are quasi-debt securities 

(unsecured) which can be converted into depository receipts or local shares. ECBs 

offer the investor an option to convert the bond into equity at a fixed price after 

the minimum lock in period. The price of equity shares at the time of conversion 

will have a premium element. The bonds carry a fixed rate of  interest. These are 

bearer securities and generally the issue of such bonds may carry two options viz. 

call option and put option. A call option allows the company to force conversion if 

the market price of the shares exceeds a particular percentage of the conversion 

price. A put option allows the investors to get his money back before maturity. In 

the case of ECBs, the payment of interest and the redemption of the bonds will be 

made by the issuer company in US dollars. ECBs issues are listed at London or 

Luxemburg stock exchanges. 

An issuing company desirous of raising the ECBs is required to obtain prior 

permission of the Department of Economic Affairs, Ministry of Finance, 

Government of India,  Companies having 3 years of good track record will only be 

permitted to raise funds. The condition is not applicable in the case of projects in 

infrastructure sector. The proceeds of ECBs would be permitted only for following 

purposes: 

i. Import of capital goods 

ii. Retiring foreign currency debts 

iii. Capitalising Indian joint venture abroad 

iv. 25% of total proceedings can be used for working capital and general corporate 

restructuring. 

The impact of such issues has been to procure for the issuing companies’ finances 

at very competitive rates of interest. For the country a higher debt means a forex 
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outgo in terms of interest. 

a. American Depository Receipts (ADRs): These are depository receipts issued by a 

company in USA and are governed by the provisions of Securities and Exchange 

Commission of USA. As the regulations are severe, Indian companies tap the 

American market through private debt placement of GDRs listed in London and 

Luxemburg stock exchanges. 

Apart from legal impediments, ADRs are costlier than Global Depository Receipts  

(GDRs). Legal fees are considerably high for US listing. Registration fee in USA is 

also substantial. Hence ADRs are less popular than GDRs. 

b. Bridge Finance: Bridge finance refers, normally, to loans taken by the business, 

usually from commercial banks for a short period, pending disbursement of term 

loans  by  financial institutions, normally it takes time for the financial institution to 

finalise procedures of creation of security, tie-up participation with other 

institutions etc. even though a positive appraisal of the project has been made. 

However, once the loans are approved in principle, firms in order not to lose 

further time in starting their projects arrange for bridge finance. Such temporary 

loan is normally repaid out of the proceeds of the principal term loans. It is secured 

by hypothecation of moveable assets, personal guarantees and demand 

promissory notes. Generally rate of interest on bridge finance is higher as 

compared with that on term loans. 

c. Deep Discount Bonds vs. Zero Coupon Bonds: Deep Discount Bonds (DDBs) are in  

the form of zero interest bonds. These bonds are sold at a discounted value and on 

maturity face value is paid to the investors. In such bonds, there is no interest 

payout during lock-in period. 

IDBI was first to issue a Deep Discount Bonds (DDBs) in India in January 1992. The 

bond of a face value of Rs.1 lakh was sold for `2,700 with a maturity period of 25 

years. 

A zero coupon bond (ZCB) does not carry any interest but it is sold by the issuing 

company at a discount. The difference between discounted value and maturing or 
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face value represents the interest to be earned by the investor on such bonds. 

d. Venture Capital Financing: The term venture capital refers to capital investment 

made in a business or industrial enterprise, which carries elements of risks and 

insecurity and the probability of business hazards. Capital investment may assume 

the form of either equity or debt or both as a derivative instrument. The risk 

associated with the enterprise could be so high as to entail total loss or be so 

insignificant as to lead to high gains. 

The European Venture Capital Association describes venture capital as risk finance 

for entrepreneurial growth oriented companies. It is an investment for the medium 

or long term seeking to maximize the return. 

Venture Capital, thus, implies an investment in the form of equity for high-risk 

projects with the expectation of higher profits. The investments are made through 

private placement with the expectation of risk of total loss or huge returns. High 

technology industry is more attractive to venture capital financing due to the high 

profit potential. The main object of investing equity is to get high capital profit at 

saturation stage. 

In broad sense under venture capital financing venture capitalist makes investment 

to purchase debt or equity from inexperienced entrepreneurs who undertake highly 

risky ventures with potential of success. 

e. Seed Capital Assistance: The seed capital assistance has been designed by IDBI for 

professionally or technically qualified entrepreneurs. All the projects eligible for 

financial assistance from IDBI, directly or indirectly through refinance are eligible 

under the scheme. The project cost should not exceed `2 crores and the maximum 

assistance under the project will be restricted to 50% of the required promoters 

contribution or Rs 15 lacs whichever is lower. 

The seed capital Assistance is interest free but carries a security charge of one 

percent per annum for the first five years and an increasing rate thereafter. 
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Question 4: Explain briefly the features of External Commercial Borrowings (ECBs). 

Answer: 

External Commercial Borrowings are loans taken from non-resident lenders in accordance 

with exchange control regulations. These loans can be taken from: 

a. International banks 

b. Capital markets 

c. Multilateral financial institutions like IFC, ADB, IBRD etc. 

d. Export Credit Agencies 

e. Foreign collaborators 

f. Foreign Equity Holders. 

ECBs can be accessed under automatic and approval routes depending upon the purpose 

and volume. 

In automatic there is no need for any approval from RBI / Government while approval is 

required for areas such as textiles and steel sectors restructuring packages. 

 

Question 5: What is factoring? Enumerate the main advantages  of factoring.  

Answer: 

Concept of Factoring and its Main Advantages: Factoring involves provision of specialized 

services relating to credit investigation, sales ledger management purchase and collection of 

debts, credit protection as well as provision of finance against receivables and risk bearing. 

In factoring, accounts receivables are generally sold to a financial institution (a subsidiary of 

commercial bank – called “factor”), who charges commission and bears the credit risks 

associated with the accounts receivables purchased by it. 

Advantages of Factoring 

The main advantages of factoring are: 

i. The firm can convert accounts receivables into cash without bothering about 

repayment. 

ii. Factoring ensures a definite pattern of cash inflows. 
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iii. Continuous factoring virtually eliminates the need for the credit department. 

Factoring is gaining popularity as useful source of financing short-term funds 

requirement of business enterprises because of the inherent advantage of 

flexibility it affords to the borrowing firm. The seller firm may continue to finance 

its receivables on a more or less automatic basis. If sales expand or contract it can 

vary the financing proportionally. 

iv. Unlike an unsecured loan, compensating balances are not required in this case. 

Another advantage consists of relieving the borrowing firm of substantially credit 

and collection costs and from a considerable part of cash management. 

 

Question 6: What is venture capital financing? Discuss the factors that a venture capitalist 

should consider before financing any risky project.  

Answer: 

Under Venture Capital financing, venture capitalist makes investment to purchase debt or 

equity from inexperienced entrepreneurs who undertake highly risky ventures with 

potential of success. The factors to be considered by a Venture Capitalist before financing 

any Risky Project are: 

i. Quality of the management team is a very important factor to be considered. They 

are required to show a high level of commitment to the project. 

ii. The technical ability of the team is also vital. They should be able to develop and 

produce a new product / service. 

iii. Technical feasibility of the new product / service should be considered. 

iv. Since the risk involved in investing in the company is quite high, venture capitalists 

should ensure that the prospects for future profits compensate for the risk. 

v. A research must be carried out to ensure that there is a market for the new product. 

vi. The venture capitalist himself should have the capacity to bear risk or loss, if the 

project fails. 

vii. The venture capitalist should try to establish a number of exist routes. 

viii. In case of companies, venture capitalist can seek for a place on the Board of 
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Directors to have a say on all significant matters affecting the business. 
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