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Abstract: with the passage of Finance Bill 2013 on April 30 in LS#bha proposing to Levy a 30%
distribution tax on the investors in securitization deals through special purpose vehicles, there is a stir in the
securitization market. The principal investors (banks) were paying the tax on their net income from the
securitizaton transaction through SPVs. Now, they will be taxed on the gross income as per the new Finance
Bill. The new securitization guidelines issued in May 2012 dipped the volume of fresh issue to Rs. 28,400 crore
from Rs. 44,500 crore in the preceding fiscal.
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l. Introduction :

The primary function of financial intermediaries like banks, financial institutions anebartking
financial companies (NBFCs) that of a conduit between the users and suppliers of furids.pfiocess of
economic liberaliation in general, and the phased dismantling of intewast controls in particular, have
opened new vistas for the growth of financial services sector. Increasepletition and the burgeoning
requirements of a fast growing economy intensify the pressure to innovate, toswéferproducts that
channeliz the flow of funds from investor to user in a more efficient manner.

The historical role of financial intermeaties of collecting deposits and lending them to funds seekers
has been supplemented and, to some extent, even replaSedubitizationprocesses. A securitizatigmocess
bypasgstraditional intermediaries and link borrowers directly to money andalap#rkets or link the savers
with borrowers.

Securitizatiornrefers to the conversion of cash flows into marketable securities. It is a process through
which illiquid assets are packaged, converted into tradable securities and sold to third party investors
Securitizatiorallows the lender to sell his right to receive the future payment from the borrowers to a third party
and receive consideration for the same much ahead of the maturity of loan. It needs not to be confined to lender
borrower relationshipslt can be applied to supplituyer relationships. Manufactures or sellers supplying
goods to their high quality customers on installmenisha@sn raise funds by securitig these installments. If
the customers are of high quality, it is possible tcehawhigh rating fosecuritizedpaper leading to interest cost
saving. Thus, this may be cheaper than traditional source of funding like bank finance.

Securitization defined
Securitizationin a broader sense indicates the process of disintermediation where in the borrowers bye
pass the traditional intermediation process by accessing the investor community directly in the money and
capital markets through issuing their own securiti®scurtization as an innovation in the financial market
covers the process of converting the contractual debt into tangible securities and selling them to end investors
after properly packaging and underwriting the same. Few of the definitions are given-below:
1. fiSecuritizationis the issuance of marketable securities backed not by the expected capacity to repay of a
private corporation or public sector entity, but by
2. f fASecuritizationis essentially a sophisticatéorm of factoring or discounting of debts. It is a process
where an owner of receivables (the originator or seller) sells off its receivables to a third party (the
purchaser or special purpose vehicle or SPV), in return for a purchase price payabletimenedla on s al e . «

Process:

Securitizationis the most prominent gadget of finance. To understand it, its process is necessarily to be
followed which can be illustrated as below

Let us take the example of a bank or a financial institution. The assets of a bank can broadly be classified
into investment assets and loan assets. The investment assets are tradable and transferable. They are easily
convertible into cash. Therefore, thbgve advantage of liquidity and adequate liquidity is the hallmark of
healthy banking and its balance sheet. On the other hand, loan assets are the loans given to individuals, small
businesses ancbrporate These assets are nadable and notransferdle. They are not easily convertible
into cash. Therefore, there is disadvantage of liquidity. Here lies the problem of making loan portfolio of a bank
liquid. Someone got the clever idea of transforming loans into securities in order to acquire therctarmof
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marketability- having buyers for loans turned into securities. This is how it came to be kn@&et@stization
Following diagram isvorth notingi

Following diagram will help in explaining the process of Securitization
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SPV or Trustealizes the interest on loans & principal on maturities & paying to investors regularly.

SecuritizationProcess

— . — - Proceeds realized from investors being paid to OriginstepPV/Trust

1.0rigination: A borrower approaches a bank/finance company/housing finance company for a loan. The
company evaluates credit worthiness of the borrower and signs a contract structuring payments over a life of
loan. This loan becomes an illiquid asset of the compahg. Mumber of such assets gets swelled with the
passage of time causing the problem of liquidity to the company to carryout its operations. Company decides
aboutSecuritization Company shall be known as originator.
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2.Pooling of AssetsSimilar loans or reeivables are clubbed together to create an underlying pool of assets.
The similarity is based on the amount of loan, tenure or interest rate. Typically, this pool of assets is transferred
in favour of SPV, which acts as trustee for the investors. Omrcadtets are transferred, they are no longer held

in the originatorés portfolio.

3.Splitting up in Marketable lot: The spirit of Securitizationneeds splitting up of portfolio into marketable

lots. Securities are created out of SPV for investors. Theisesuare in the form of certificates (Bond or
Promissory Notes) called PTC (Pass Through Certificates). It indicates maturity period which synchoronises
with maturity of portfoliosecuritized These securities are normally without recourse to the otain&@hus,
investor can hold only SPV liable for principal repayment and interest recovery.

4.Enhancing Creditability: To increase marketability of trsecuritizedasset in the form of certificates, these

may be rated by some reported Credit Rating Agefugdit rating increases the trading potentials of the
certificates and thus, its liquidity is enhanced. Such securities are also credit enhanced through a Letter of Credit
or even insurance so that investors considering these safe are tempted tao swestsecurities.

5. Sale to Investors: The issuers assume the responsibility of making a market in the newly created
securities for the convenience of the investors. They sell the PTCs to investors. To assure liquidity to investors,
PTCs can be traded secondary market once these are listed in stock exchange.

6.Final Settlement:Once the end investor gets hold of these instruments created Setwitizationhe is to
hold it for a specific maturity period which is well defined with all other reltgatis and conditions. Of course,
they can trade these instruments in the secondary market. The maturity period for end investor is designed by
taking into consideration the period of recovery from the borrowers by originator and passing of proceed of
SPV. On maturity the end investor gets redemption amount from the issuer along with interest due on the
amount.
The above mentioned process can also be discussed in three functions such as the origination function the
pooling function and th&ecuritizationfunction. Following points are worth mentioning here:
1 Generally, the investors base for such securities is largely institutional consisting of provident funds,
pension funds, insurance companies, charitable and other trusts.
The underlying assets can bevieed either by a third party or by the originator itself.
The spread available between the yield from the secured assets and the interest paid to the investors is
retained by the originator.
1 A basic feature of th8ecuritizationprocess is the issue afaurty without recourse to the issuer. There is
no guarantee to the investors other than the cash collateral which is kept separate with the trustee/SPV.
Thus, the issuer is under an obligation to pay the investors only if thefloashmaterializ from the
receivables. If the cash redit is less than the payment to be made, the loss is sharedtgroy
investors.
In case of difficult debt the issuer may, however initiate legal action and subsequent recoveries may be
distributed amongst the investors on-pata basis after deducting the expenses.
It is obvious that nomecourse nature of the transaction meansstors bear the credit risk i.e., the
risk of default. No doubt, the pooling of assets lowers this risk but it can be reduced even through credit
enhancement facilities such as credit rating, insurance, letters of credit or guarantee
With the passage of Finance Bill 2013 on April 30 in Lok Sabha proposing to Levy a 30%
distribution tax on the investors in securitization deals through special purpose vehicles, there is a stir in the
securitization market. The principal investors (banmkere paying the tax on their net income from the
securitization transaction through SPVs. Now, they will be taxed on the gross income as per the new Finance
Bill. The new securitization guidelines issued in May 2012 dipped the volume of fresh iss1€28)4R0 crore
from Rs. 44,500 crore in the preceding fiscal.
Non-bankingfinancecompanies, which raise funds by securitising their loan portfolio in favour of
these banks, may have to shell out a higher interesasdianks will try to pass on theditibnal tax burderon
the issuerThe industry will go through a difficult phase again.
These changes in securitization rules forced us to revisit in@adple survey of 30 banks and 13
non banking finance companies was conducted to elicit viewsfienetit aspects afecuritization.Theresults
revealed throughesearch conducted knowpreliminaries about securitizatidrave been presented in various
tables.Views expressed by rating agency CRISIL have also been incorporated at appropriate plresesie
as follows

f
f
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Table 1
Securitization Transactions Heb
Respondents
Responses Banks Others Total
Yes 24(80) 13(100) 37(86)
NO 6(20) | - 6(14)
Dondt Know W - | = e e
Total 30(100) 13(100) 43(100)

- Figures given irparentheses represent percentages.

The analysis reveals that a big majority of the banking respondents replied affirmatively to the query of holding
of Securitizationtransactions wére for second category ofganizations 100 percent respondents replied
positively. It is true too, as all the banks hawvat tested the water of securdtion. It may be said that
Securitizatioris becoming popular with every passing day

Table 2
Securitization Motives
Respondents
Motives Banks Others Total

To meetfunds need
To improve liquidity 09 (30) 07 (54) 16 (37)
For better assdiability management 17 (57) 06 (46) 23 (53)
Competitors did it
Any other 04 (13) 04 (10)

Total 30 (100) 13 (100) 43 (100)

- Figures given irparentheses represent percentages.

True to the expectations and realitgble 2 depicts that 57 percent and 30 percent banking respondents found

6l i qui di ty Securitipationv e me nt ¢

need more |

6aslsieabi |l ity managementd and
whereas in case of otherganizationsategories the same reasons were admitted by 46 percent and 54 percent
respectivel y. |t i s obvious that d&édbankséd
and that is why they undertaBecuritization
Table 3
Status of Securitization Market in India
Respondents
Status Banks Others Total

Very Good 16 (53) 09 (69) 25(58)

Good 09 (30) 04 (31) 13(30)

Not Good 051N e 05(12)

Total 30(100) 13 (100) 43(100)

- Figures given in parentheses represent percentages.

Table 3 explains the results of yet another related query about the staBecwfitizationmarket in India. A

maj ority of

t he

respondent s

of

bot h

c a tt e ghoer ioensl yo bésgeor

respondent

wi t h an exception of 17 percent banking
Securitizationmarket is having good status in India. The CRISIL rating agency has also observed it to be
6gdd
Table 4
Future of Searitization Market in India
Respondents
Responses Banks Others Total

Bright 08 (27) 04 (31) 12(28)

Encouraging 20 (67) 09 (69) 29(67)

Not Good 02(06)] = e 02(05)

Total 30 (100) 13 (100) 43(100)

- Figures given in parentheses represent percentages.

Table 4 deals with the query of future &ecuritizationmarket in India. More or less, equal percentage of

respondent s

respondents of respective categories rate the futiBeafritizatioorma r k e t

of bot h

cat e

gori es

of r e sm and

as Obri

8lepercest f i nd
ghtdé. The r

conformity with results of preceding query. The top most rating agency of India CRISIL has also noted the

www.iosrjournals.org

103| Page



Reuvisiting A Panicked Securitization Market

future of Securitizatonmar k e t as
chances of success in India.

0encour agi ngo. Séteinzatienstand goodmay be

Table 5
Views about Success decuritization Act

Views about success 8kcuritizationAct Respondents
Banks Others Total

It hassucceedd 27 (90) 11(85) 38 (88)
It has notsucceeded anavill meet the fate of 03(10)| - 03 (07)
previous legislations

It will prove a bigger failure | e | e | e
Cannotsay | e 02 (15) 02 (05)
Total 30(100) 13(100) 43(100)

-Figures given in parentheses represent percentages

The next query posed to the respondents was to know their views about the suSeessitifationAct. Their

responses have been summarised under Baliles evident from the analysisahalmost all the respondents of

both categories are sure about the success of the Ac
aspect Sécurigzéitionut 6t r eat ment of financi al i nstruments as
6l egal oneo6 arseturiizddenh s er ume el & iom varying degrees. F
enactment of law has boosted the confidence ofotiganizationscarying Securitizationprocess CRISIL
attributes its success to clarity of o6l egal aspect s

beli eves that 06pl ienpededtheasucoeks aeceargizatiom Actt i ons 6 has
Table 6
Preference for Assets oSecuritization
Respondents
Assets Preferred Banks Others Total
Existing assets 16 (53) 10 (77) 26(60)
Future receivables 07 (23) 03 (23) 10(23)
Loan Syndication 04(14)| 0 - 04(09)
Derivatives 03(10)| e 03(08)
Total 30 (100) 13 (100) 43(100)

- Figures given in parentheses represent percentages.

The responses to an enquiry r egar decarigzatipnhave bheenu | ar t
presented in Tablé. On overall basi s, it can be said that dbexi
23 percent respondents of each category opined that
and derivatives for the purpose ®curitizatio. It can be concluded th&ecuritizationof future receivables is

not that very popular as existing assets in India but it is also picking up with passage of time and placing of
regulatory framework. The same views have also been expressed by CRIS#kchipidg the preference for

6exi stin@ecaitzatierh sd® dfout ur e r ecei Bacbritizatw® hol ds potent iz

Table 7
Type of Loan AssetsSecuritized
Respondents
Responses Banks Others Total
Residential Mortgage Loan 15 (50) 05 (38) 20 (47)
Credit Card Loans 03(10) | - 03 (07)
Automobiles Receivables 05 (17) 03 (23) 08 (19)
Leasing Contracts 02 (16) 02 (05)
Future Receivables 03 (10) 03 (23) 06 (13)
Any Other e e D
DNR 04(13) | e 04 (09)
Total 30(100) 13 (100) 43 (100)

- Figures given in parentheses represent percentages

To know further the type of loan asseexuritizedthe query results presented in Tabeh ow t h a't
mortgage | oans6 arSecuritizatisntffor both wategaries mbrganizdtionsfollowed by
6automobile receivablesd. Again, here it is proved t
types oforganizationsCRISIL has outlined automobiles, future receivaltefiateral debt obligations (CDOs),

asset backed securities (ABS) and single loans sell down as the loan assets ratedbyutitoration

6resid
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Table 8
Homogeneity of Assets Offered as Collateral
Respondents
Were assets offered as collateral homogeneous in naty Banks Others Total
All of them 06 (20) 03 (23) 09 (21)
Some of them 11 (37) 04 (31) 15 (35)
Not at all 13 (43) 06 (46) 19 (44)
Total 30 (100) 13 (100) 43(100)

- Figures given in parentheses represent percentages

The loan assets to lmecuritized if are homogeneous can facilitate the procesSexfuritization
Therefore, a query was raised to the respondents of both categories under study. The results are largely same
under both categories indicating that secsailtie assets may either be homogeneous or heterogeneous in nature.
CRISIL has also expressed identical views by saying that it has rated mixed pools of assets comprising
commercial vehicles, cars, utility vehicles, etc.

Table 9
Credit Enhancement Providedto Investors by SPV
Respondents
Responses Banks Others Total
Yes | e 03 (23) 03 (07)
No 05 (17) 04 (31) 09 (21)
Dondt Know 06 (20)| - 06 (14)
DNR 19 (63) 06 (46) 25 (58)
Total 30 (100) 13 (100) 43(100)

- Figures given in parentheses represent percentages

To create confidence amongst the investors to buy securities issued by SPVs/ Trusts, they provide credit
enhaacement by means of over collateralizatiguarantee by third party, and insurance, eterdfore, an
enquiry was posed to the respondents andteesummaried in Table9 shows that on overall basis a large

number

of

respondent s

odi d

not

repl yo.

|t |l ends ¢

aware of this aspect or disdhdeem it relevant to reply. The CRISIL has also observed the credit enhancement
on the transactions rated by it in the form of purghceollateral, over collateraition, mix ofboth cash and
over collateraliation and guarantees.

Table 10
Influence of Credit Enhancement on Marketability of Securities
Respondents

Responses Banks Others Total
Yes 09 (30) 08 (62) 17 (40)
No 0723 @ 07 (16)
Cannot say 06 (20) 05 (38) 11 (26)
DNR 082n| = 08 (18)
Total 30 (100) 13 (100) 43(100)

- Figures given in parentheses represent percentages

A related query was posed to the respondents to judge the impact of credit enhancement on marketability of
securities. Th percentage of respondentobt her s 6
than double that of banking respondents. It is also clear from the analysis that banking respondents are aware of
the influence of credit enhancement on the marketability of securities, though they were ignorant about it in
previous queryThe rating agency CRISIL has also felt the influence of credit enhancement on the marketability

of securities

categ

ory

Tablell
Involvement of Credit Rating Agency inSecuritization
Respondents

Responses Banks Others Total
Yes 16 (53) 13 (100) 29 (67)
No 03(10)] = - 03 (07)
Cannot say 11 @37)| e 11 (26))
Total 30 (100) 13 (100) 43(100)

r e enguioynwesi morg

affi

Figures given in parentheses represent percentages
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For boosting investorsd confidence, another means <co
which services of Credit Rating Agencies are of utmost significance. To the poser of involvement of CRAS on
Securitizatiop all the respondentsf 6ot her sdé category replied affirmati\

admitted the involvement of CRAs in the procesSecuritization A good percentage of banking respondents
are unaware of ratings by CRAs 8kcuritizationtransactions. The GQRIL has also confirmed its own
involvement in majority of th&ecuritizationtransactions as it is the most successful and famous rating agency
of India

Table 12
Extent of I nvestorsd Confidence Enhanced
Respondents
Responses Banks Others Total
To a lot of extent 08 (27) 04 (31) 12 (28)
To some extent 10 (33) 03 (23) 13 (30)
Doesnotenhance | seeeeeee | e | s
DNR 12 (40) 06 (46) 18 (42)
Total 30 (100) 13 (100) 43(100)

Figures given in parentheses represent percentages

Inyet another query an effort was made to find out ¢t}
ratings of rating agencies. The highest percentage o
6deni edd the enheanyc.emetnti sunadlesro tohbeviqouus from the anal
extentd and O6to some extentd are taken together, the
the enhancement of i nvest ogagedcies GRISIL ig donbdessly,bofthetvibwe r at i
that rating enhances t he fielnlend® boostteefsecuriitenfmardkee nce. Thi s
Tablel13
Securitized Instruments
Respondents

Nature ofsecuritizednstruments issued by SPV/Trust Banks Others Total

PTC 14 (47) 13 (100) 27 (63)

A s T —

CMO 03(10) | = e 03 (07)

Both I and Il 13(43) | e 13 (30)

otes b e emmemmeene | mmemen

Total 30 (100) 13 (100) 43 (100)

- Figures giverin parentheses represent percentages

The next query related to the instrumentSeturitizationcovers the nature of instruments risk spread by these
instruments and help rendered by these instruments in averting financial crises. The responsds Indicate 6 Pa s s
Through Certificates (PTCs) are highl yregsdpGsladr wi t h
CMOs (Collateralied Mortgage Obligations) are finding favour with banks. CRISIL has also recommended

PTCs assecuritizedinstruments. As regds to other aspects skcuritizedinstrument, highest percentage of
respondents of both categories are found to be ignorant about the risk spreading by these instruments where as
20 percent and 31 percent r es p @mdaembostthe fisk spreaalingkog 6 an d
the securitizedinstruments. 17 percent banking respondents refused to believe in the risk spread by the
securitizednstruments. CRISIL is of the opinion that risk is spread by theseritizedinstruments. Similarly

20 percent and 15 percent respondents of both the categories replied affirmatively to the averting of financial
crises by theseecuritized nstr uments. CRI SIL also finds itself on
be said thatecuritizedinstruments help averting the financial crises. Therefore, it may be concluded that it is

not still clear whethesecuritizednstruments spread risk and avert financial crises.

Tablel4

Assets Servicer or SuiServicer
Asset servicer or subervicer engaged by Respondents
SPV/Trust Banks Others Total
Yes 08 (27) 06 (46) 14 (33)
No 04 (13)| e 04 (09)
DNR 18 (60) 07 (54) 25 (58)
Total 30 (100) 13 (100) 43(100)
Function of asset servicer or sabrvicer
Collection ofinterest | e | e | s
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Repossession of properties

Payment of Coupon interest and capital

All of the above 08 (100) 06 (100) 14 (100)
None of theabove | e | e | e
Total 08 (100) 06 (100) 14 (100)
Regular receiving of interest and capital repaym

from original borrowers.

Always 18 (60) 11 (85) 29 (68)
Occasionally 07 (23)| = ------ 07 (16)
Never 05 (17) 2 (15) 07 (16)
Total 30(100) 13(100) 43 100)

.Figures given in parentheses reprepamntentages

To a query whether services of an asset servicer or sub servicer were hired or engaged by the SPV/ Trust,

hi ghest number of respondents of both categories pr ¢
respondents of & b gonds madgthe userndservcertomsebvicero CRISH. {s aelso of the
opinion that services of asset servicers or sub servicers should be taken to make the pBmms#tiphtion
smoother and successful. It can be concluded that such specialisegssenpiove the efficiency of the process
of Securitization as they perform the functions of collection of interest and capital, repossession of properties
and payment of coupon interest and repayment of capital bonds and this is evident from the Table
Table 15
Cost-Benefit Analysis
Respondents

Costbenefit analysis undertaken for Banks Others Total

securitization

Yes 23 (77) 07 (54) 30 (70)

N e e D

Doné6t Know | e | e | e

DNR 07 (23) 06 (46) 13 (30)

Total 30(100) 13(100) 43(100)

- Figures given in parentheses represent percentages

Any activity undertaken in angrganizationshould be subjected to cost benefit analysis and if benefits exceed
its cost, it should be implemented and rejected otherwise. A majority of the respondents under both type of
organizationssai d t hat it was undert akenSllaalsd said ¢hattthisawds t hem

undertaken byorganizationsbefore going forSecuritization The bankingorganizationsdid the efforts of
segmenting the market, creating several risk classes of bonds, credit enhancement and fixation of bid price while
6 ot hceenteddrisk classes of bonds, services of rating agencies and fixation-micbido assess the
economic viability of the&Securitizationproaess of varying degrees.
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