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EDITORIAL
In the past few months, we have witnessed some historical events, which have the
potential to transform economies around the world.
From a global perspective, we saw Saudi Arabia and United Arab Emirates becoming
the first countries of Gulf Cooperation Council (GCC) to introduce Value Added Tax (VAT).
Economies around the world continue to explore new ways to extract oil hence making the
oil and gas sector unsettled and oil prices volatile. Venezuela became first sovereign country
to officially launch its own cryptocurrency called Petro backed by oil, gas, gold and diamond
reserves to overcome the US-led financial sanctions.
On the domestic front, we saw the finance minister Mr. Arun Jaitley presenting the
Union Budget just ahead of the upcoming elections in 8 states and the general elections to be
held next year. There were no changes made in the personal income tax however there were
some striking changes made in the other sectors. The fiscal deficit is at 3.5% of the GDP at
present and is projected to be 3.3% for the next fiscal year. The banking and financial sector
continues to leverage technology to come up with new innovations, one such evolving
concept being the Peer-To-Peer lending or P2P digital platforms. Another technology which
is expected to take over the financial markets in the near future is the Black box trading which
is a pre-programmed algorithm which generates buy or sell signals for a trader.
The Punjab National bank of India reported a fraud of $1.8 billion at a Mumbai
branch. This event sent shockwaves to the country’s financial sector and adversely affected
the stock market. The Idea-Vodafone merger is still under process; however the overall
outlook for M&A in India for the year 2018 seems promising as stated by Deloitte in a public
report.
Against this backdrop, we present 4 papers in this issue of TJEF on some of the above
key topics. We hope that the readers benefit from the insights of the papers published.
Managing Editor
Isha Varma
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IMPACT OF BLACK BOX TRADING IN
INDIAN STOCK MARKET
Gomathy Venkateswaran
Rachana Bhat
T. A. PAI MANAGEMENT INSTITUTE
INTRODUCTION
Electronics and technology have always caused a paradigm shift in the world of
securities markets trading. The organized financial markets were unsettled during the
evolution from the open outcry system to the present electronic trading system. This
brought an end to the era of trading floor and dealers. Similarly, there are several
controversies surrounding the advent of “Algorithmic Trading or High-Frequency
Trading”. In simple words, Algorithmic trading is a man-machine hybrid system, where
a human controlled program rapidly transmits information into market prices. These
systems are less error-prone and much faster than humans are. The downside is that
this lightning speed technology leads to concerns about market quality and efficiency.
The impact of algorithmic trading on market quality can be analyzed by comparing the
patterns when the algorithmic trading was low versus when the presence of AT
(Algorithmic Trading) was high. In this research paper, we have concentrated on a
dataset of trades from NSE for a five-year period from 2009-2013. The data sample is
apt for this study as NSE accounts for 75% of trades in India. Moreover, NSE identifies
every order coming from an algorithmic source as AT and the rest as non-AT.
There are various concerns surrounding the increasing usage of AT. This research
paper throws light upon the influence of AT on the Indian stock markets and the myths
associated with it along the following lines:
1. The intensity of AT in Indian stock markets
2. Impact on the market quality and efficiency
We acknowledge the helpful comments and suggestions of the editors.
Editor’s note: Accepted by Kriti Kanchan Sinha
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ABOUT ALGORITHMIC TRADING
As the standard definition goes, an algorithm is a specific set of instructions aimed to
carry out a task or process. Such algorithms based on timing, price, quantity or any
mathematical model for placing a trade in order to generate profits at a speed and
frequency that is impossible for a human trader is called as Algorithmic trading (BlackBox trading) [7]. Examples of some popular strategies implemented using AT are:
1. Moving average strategy
•

Buy 100 shares of a stock when its 100-day moving average goes above
200-day moving average.

•

Sell 100 shares of a stock when its 100-day moving average goes below
200-day moving average.

2. Arbitrage strategy
•

Buy shares from one exchange at a low price; sell shares in another
exchange at a higher price. It makes use of the difference in market
prices.

Such high-speed trading algorithms made up of simple instructions can be exploited in
making profits. The AT systems automatically keeps a watch on the live prices and
graphs and puts in the order manually based on the instructions. ATs predominantly
are coded based on technical analysis. Apart from this AT can gather information from
microblogs, social networking sites, news sites and many other sources distributed
across the globe. Similar to how a non-AT trader cannot completely rely on the above
sources or analysis, AT also needs to be selective based on the credibility of sources.
This puts both AT and non-AT on the same pedestal but AT is not subject to human errs
and is much faster, thus having an edge.
Algorithmic trading and High-frequency trading are used interchangeably however,
there is a subtle difference between the two. High-frequency trading relies on low
latency environment and is a subset of Algorithmic trading. HFT leads to rapid
transmission of information into market prices.
The rise in AT activity has led to many concerns with regulators and investors. There is
ambiguity on whether AT demands liquidity or supplies it, causes market disruptions
like flash crashes or prevents it. In the subsequent sections, this paper discusses the
above issues.
6

EXTENT OF ALGORITHMIC TRADING IN INDIAN STOCK MARKETS

Though late to adapt to the technological advancements in trading, Indian stock market
has now taken in algorithmic trading. Direct Memory Access (DMA) was allowed by
SEBI in April 2008. This decision which enabled clients to access the exchange trading
systems through brokers’ infrastructure was a welcomed change by the banking and
securities market in India. Following this a year later, algorithmic trading was
permitted in India. Credit Suisse’s advanced execution services (AES) launched AT in
India on 22nd June 2009. Algorithmic trading gained momentum in India only after the
introduction of co-location facilities in 2010. Initially, automated trading was used for
equity spot arbitrage between NSE and BSE alone. A significant change occurred after
NSE allowed independent brokerages to set up their servers within their premises
which improved latency from 10-30 milliseconds to 2-6 milliseconds. This instigation
of co-location facility increased AT intensity considerably as can be seen in Fig 1. The
above graph displays the AT intensity in the equity spot market for the period 20092013. AT intensity is measured as the fraction of the total value of algorithmic trades in
a day by the total value of trades in that day. The line denotes the day co-location was
introduced by NSE in the Indian Stock Market. Prior to its introduction, AT intensity
was as low as 20%. Inevitably post 2011 AT intensity rose sharply. January 2010 to July
2011 can be viewed as an adoption period, wherein market players were procuring
7

infrastructure to utilize the co-location facility. In 2012, the average value of AT
intensity was 50% and it surged further to 60% in 2013. The U.S. Markets took a decade
to adapt to AT in comparison to Indian markets where it took less than five years.

From the above graph, it can be observed that major chunk of orders that NSE receives
are from algorithmic traders. Moreover, most of these are limit orders as they are more
flexible in comparison to the other special orders Nifty offers. Limit orders can be
modified or canceled easily as compared to market orders. The usage of the stop-loss
order has become obsolete as the AT itself comprises of instructions on when the trade
has to be squared-off. Hence, from the above data, it can be concluded that with the
introduction of co-location, the volume of AT in the Indian market increased
exorbitantly. The openness of the market participants and regulators is evident from
such an overwhelming increase in algorithmic trades. However, this has led to
increasing concerns by the regulators in fear of ill-effects of AT. In the next section, the
impact of AT on the market has been analyzed.
IMPACT OF ALGORITHMIC TRADING ON LIQUIDITY IN THE MARKET
Market liquidity is measured by the nature of orders executed. When an order enters
the market and trades against an existing order, the new order is said to demand
liquidity, whereas the existing order is said to have supplied liquidity.

8

From the above graph, it is evident that algo one trades (either the buyer or seller is
Non-AT) form a significant part of total trades executed. This confirms that AT does not
overrule Non-Algorithmic trading. There is a healthy balance between AT and NonAlgorithmic traders even after a significant increase in the intensity of algorithmic
trades. In spite of a rise in AT intensity, the volume of ‘Non-algo both’ trades is the
highest in the market. This re-iterates that Non-AT traders are not disadvantaged.
Investors and regulators have always been concerned that algorithmic traders gain at
the cost of non-algorithmic traders. There are also a lot of talks that algorithmic traders
consume liquidity more often than they provide it. In order to gather insights on the
above, trades can be classified as AT to AT, AT to Non-AT, Non-AT to AT and Non-AT to
Non-AT. For e.g., AT to Non-AT refers to a trade wherein the former (AT) is supplying
liquidity and latter (Non-AT) is absorbing the liquidity.

All the trades are denoted as a percentage of total traded value in the pie chart shown
above. AT to AT and AT to Non-AT are cases where AT supplies liquidity to the market,
similarly in the other two combinations AT demands liquidity from the market. On an
average AT absorbed or demanded liquidity 64.05% times out of the total 55.86% of
9

algorithmic trades that took place. On the other hand, it supplied liquidity in 65.49% of
the total algorithmic trades. This shows a near perfect balance between AT and Non-AT
trades. We can hence infer that AT supplies as much liquidity as it demands.
Is Algorithmic Trade responsible for ‘fleeting orders’ and ‘quote stuffing’?
The first qualm raised by opponents of Algorithmic Trading was regarding the market
liquidity concerns. The next is that the liquidity provided by AT’s is “Apparent” or
“Fleeting” as it vanishes as the trader wishes to execute the trade.
SEBI in order to protect the normal trader from the fear of unfair and inequitable access
by AT, recently introduced a rule, “Minimum Resting Time for Orders”. In this section,
the research paper brings evidence to bear on this regulatory intervention. As per the
rule, no order can be modified or cancelled within 500ms of being placed. The aim of
any market regulator is to prevent market abuse. A fleeting order is one which is placed
with intent to falsify the liquidity and price. One of the forms of ‘fleeting order’ is “order
spoofing”. In this, a trader places an order in the opposite direction of the trade he
desires to be in. For example, a seller may place a buy order priced above the current
bid price, and hence instigate the other buyers to bid at this price or above it. Once this
occurs, the trader sells into this (higher) price. The order placed in the opposite
direction will be cancelled immediately and is called the spoofed order. Fleeting orders
can be legitimate as well. One such example is:
Traders who want to trade within the bid and ask price, continuously compute
(bid+ask)/2 and repeatedly refresh the limit order to sell at 0.1% above this price.
The above strategy modifies the order every time the (bid+ask)/2 ratio changes, which
is more often than a change in the last traded price. Hence this trading strategy leads to
more revisions per unit time when compared to the number of trades per unit time.
Evidence of ‘fleeting order’ can be obtained from real-time data. NSE data for November
and December 2013 has been made use for this purpose. The method used for
identifying fleeting orders is as follows:
•

Identify all the cancelled orders

•

Out of the above, filter out the orders that were cancelled within a second

•

Study those data that were cancelled when near the touch ((bid+ask)/2)

In order to get a deep insight, the securities are grouped as per market capitalization.
The securities with highest market capitalization are in Q1 and the ones with lowest are
10

in Q4. The below graph shows total no. of orders cancelled versus number of orders
cancelled within a second in the spot equity market. This is a more conservative
approach as compared to SEBI’s 500ms.

The amount of orders cancelled within a second is maximum for highest market
capitalisation securities. The difference between the bid-ask price for high market
capitalisation securities is wide which stands to support the above trend of highest
cancellation. To determine what part of these cancellations account to “fleeting order”,
the focus is shifted to orders cancelled within one second of their arrival. These orders
cancelled within a second are divided into four categories as follows:
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The data in Table 2 confirms that the presence of fleeting order is minuscule in NSE
spot equity markets. An overwhelming majority of fast cancellations happen away
from the best prices and do not fall under the purview of fleeting orders. The three
categories other than “At Best Price” are the ones that show higher cancellations. In
order to get the best deal, ATs cancel orders in this category more rapidly. Hence, a
nearly true estimate of fleeting orders can be attributed to the cancellations in “At Best
Price” category. However, this 7.12 % seen for Q3 stocks on the spot market is
negligible. The data also suggests that highly intense algorithmic trade is maximum
for large market capitalization securities but they experience a low incidence of
cancellations. These findings re-iterate that ATs do not cause fleeting orders there by
the liquidity brought in by ATs is not transitory.
IMPACT OF ALGORITHMIC TRADING ON PRICE EFFICIENCY
Extreme price movements have been a matter of concern in case of AT. In order to
analyze this, three threshold values for price movements 2 %, 5 % and 10 % have been
taken into consideration. Example if a share price is 25, a 10% price change would lead
to fluctuation between 22.5 and 27.5 (10 % up or down). If the price fluctuates beyond
this range within a 5-minute interval, then it indicates extreme price movement. The
number of such instances by AT have been recorded for the study. For example, if 5
such movements occur with a total of 25 trades in a 5-minute interval, the value of
extreme price movement measure would be 5*100/25 = 20%. With this extreme price
movement measure as the dependent variable and AT and co-location as independent
variables, a regression was run. The coefficients of these independent variables were
observed to be not significantly different from zero. The evidence suggests that AT does
not have a significant impact on extreme price movements and hence, leads to a sharp
drop in price volatility in the market.

CONCLUSION
The quantum of orders placed by algorithmic trading is staggering and ahead of nonalgorithmic trade by a huge margin. Clearly, algorithmic trading and high-frequency
trading require a huge investment but has led to a revolution in the world of trading.
This paper addresses the ongoing false myths surrounding the algorithmic trading. It
can be established that AT is just a programmed, faster version of usual strategies
12

implemented by retail non-algorithmic traders. Market players and regulators have
been concerned about the impact of AT on market quality. Our findings show that AT
balances out liquidity in the market and also, lead to more efficient price discovery by
immediate incorporation of information.
As is the case with all technologies, AT comes with its own set of cons. AT can also be
manipulated to extract maximum benefits and may lead to distortion in price discovery
process. Hence, it is of utmost importance that the regulators closely monitor AT and
levy a set of guidelines to protect the market. It was also observed that AT intensity in
Indian markets has remained fairly constant since 2013 to date. Another breakthrough
in AT is the opportunity that brokerages have begun to offer to retail investors. Multiple
Indian brokerages such as Zerodha allow clients to program algorithmic codes. Despite
this, HFT is still out of reach to mundane individual traders. HFT requires huge amounts
of investments and is highly scrutinized by the respective exchanges. Lastly, it can be
concluded that with the right amount of regulations, algorithmic trade can add flavour
and quality to the market and make it more efficient.
REFERENCES
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Peer-to-Peer Lending: What it is and where is
it going?
Srajan Shrivastava
T. A. PAI MANAGEMENT INSTITUTE
ABSTRACT
In this paper, the major discussion provided is how P2P is going to compete with its
class of NBFC’s, can they co-exist and what role RBI holds for the future of this digital
platform through its regulation. There are also points of discussion on the lines of
difference from crowdfunding, what led to the genesis of P2P lending and how it grew
from other economies. P2P lending is the newest kid on the block in terms of securing
small loans. It runs on a digital platform which matches two parties called the
borrowers and the lenders. The lenders provide the loans to the borrowers through the
P2P lending site. With P2P lending platforms leveraging technology to create a new
segment in securing loans, they are poised for a higher rate of growth the extent of
which will be evaluated in this paper.
INTRODUCTION
With the recognition of Peer-to-Peer (P2P) lending companies as Non-Banking
Financial Companies (NBFC) by the Reserve bank of India (RBI) last September and
formation of the first official body of P2P lenders, it is clear that the trend of peer
lending in India has finally arrived and is here to stay. With global P2P payments and
remittances touching a staggering $1 trillion globally towards the end of 2017 and
researchers estimating a Compounded Annual Growth Rate (CAGR) of a massive 48.2%,
P2P lending businesses are the most attractive platforms currently in the finance
industry.
We acknowledge the helpful comments and suggestions of the editors.
Editor’s note: Accepted by Vasudeva Kamath H and Subhajit Bhattacharjee
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In the Indian context, with an increase in demand for personal loans and microfinance
needs, the P2P lending platform can serve as an aggregator of money and help complete
the borrowing process quicker as compared to the traditional borrowing platforms.
This is where lies the strength of P2P lending, where it can differentiate itself from
every other borrowing medium that came before it.
Figure 1: Growth (in £ billion) of P2P lending businesses

Source: RBI (April 2016)

WHAT IS P2P LENDING?
Suppose you have a quick capital requirement of five lakhs and do not know how to
procure such a large amount in a short duration. You approach your friend, let's call
him Mr. P, who knows of a few contacts who are willing to lend but since their money
will be locked away with you, need some return on the money they have given. Your
friend negotiates with them and gets you the interest rate each lender desires.
Ultimately you receive the five lakhs and put them to use. Apart from the lenders you
also pay Mr. P a small amount as a token of gratitude for his helping out in time of need.
Convert the above scenario into an online model and it is called Peer-to-Peer lending
where Mr. P runs the site to bring together borrowers and lenders, you register yourself
as a borrower on the site and lenders are already registered. Once you put in a request
for borrowing, lenders can fund your need. After this, you can either directly negotiate
with your lender or make Mr. P do it for you regarding the interest rates. Once the
15

contract is legally binding the amount is transferred to your account from the lender's
account. No other party comes in between.

Source: HabileTechnologies.com

Since this only gives a brief about the process, let us look into how each party involved
interacts with the P2P platform:
•

Borrower - The first thing a borrower, in need of money, needs to do is register
to the site. The borrower will have to pay a registration fee (which is mostly a
one-time deal) and upload the necessary legal documents. Once the registration
is done, the borrower is analysed for identity proof, creditworthiness and risk
by the P2P platform. Based on the analyses by the system, an algorithm decides
how much the borrower will be able to pay without any risk of default. This also
serves as the limit to which amount can be a borrowed by a specific borrower.
The borrowers have to mention the maximum rate at which they are willing to
borrow.

•

Lender - Lenders too, like borrowers, follow the process of registering to the
site and paying a one-time fee. The lenders, however, are provided with optional
facilities from the P2P website like legal advice; credit profile of the borrower
etc. that can increase the fees of the lender according to the option availed. The
P2P platform provides the service of collecting the loan repayments from the
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borrower and helps keep track of the lender's money. The lenders also have to
mention at what interest rate they are willing to lend.
•

P2P Platform - They are responsible for running the site, performing a thorough
check of the lender and borrower, negotiating the interest rates between the two
parties and facilitating loan collection. Apart from these, each site can have their
own value proposition to differ from its competitors. The platform is also
responsible for the algorithm to determine the borrower's credit limit so that
defaults are minimized. They have to make sure that all conditions and prerequisites are followed by both the lender and the borrower.
In case of a default they have to assist the lender in the recovery process, which
is limited to the legal procedure mentioned on their site, also read by the lender
at the time of signing up. There is another important function that the platform
has to perform, and that is matching of the interest rates of borrowers and
suppliers. As both the parties have specified their choice of interest rates, the
company has to build an algorithm to match both the parties after which the
lenders can proceed to acceptance. A method called ‘reverse auction’ is used to
hedge the level of exposure. Each lender can only contribute a portion of the total
requirement of the borrower. Hence, the platform has to have an algorithm
where each portion of the borrower’s requirement is funded in a manner of
increasing rate till it is fully funded from each lender, according to their desired
rate, but is below the maximum interest rate set by the borrower.
WHY WAS A P2P LENDING PLATFORM CREATED?

Peer-to-Peer refers to sharing amongst users of the internet and hence P2P came about
first in the technology industry, specifically computer networking. We are already privy
to some major P2P sharing platforms, the most major being BitTorrent where files are
shared amongst the users without any dependence on a central hosting server. It can
be called more of a Consumer-to-Consumer model and herein lies its strength. There is
no intermediary stopping the flow or delaying the process of interaction between peers,
hence the communication between parties is faster and more personal. It can be said
that the entire internet is in itself a large P2P network.
The first P2P lending platform originated in the year 2005. The company was a UKbased P2P finance platform called Zopa and exists till date. Over the years it has lent a
17

total of £3.03 billion (Rs. 27000 Crore) to UK consumers and has around 60,000 active
investors. (Zopa,2018) These were followed by American P2P lending companies like
Prosper (2006) and The Lending Club (2007) which are now giants in the American
P2P lending industry. This growth has been possible due to certain factors unique to
P2P lending platforms:
•

Technology Innovation - Using algorithms to automate credit review process
of borrowers and lenders as well as uploading of necessary documents instead
of physically reproducing it speeds up the entire process of lending and makes
it hassle-free.

•

Providing credit to all kinds of borrowers - Certain borrowers are
disqualified from borrowing from Financial Institutions. In P2P lending,
everyone is allowed to borrow and there are no restrictions placed on them.

•

Higher interest rates to lenders - For borrowers the interest rates currently
fluctuate between 12%-35%, providing returns to lenders which are much
higher than traditional sources of investments in banks.

•

Transparency - Since the entire process of seeing who the borrowers are, the
interest rates being charged, and negotiation between lenders and borrowers is
completely transparent, the entire P2P lending feels more trustworthy amongst
the two parties.
CROWDFUNDING V/S P2P LENDING

A common misnomer among many which even RBI had to clarify in its consultation
paper was the difference between crowdfunding and P2P lending (often referred to as
crowdlending aggravating the confusion):
Crowdfunding

P2P Lending

Mode of raising

Mode of raising

In Crowdfunding, individuals back a In P2P lending, lenders expect liquid cash
project because they either need the back once they have to a borrower along
outcome of that project or want to take with a certain amount of interest. It is
ownership in the company. The return to more similar to debt financing.
the investor is ultimately in the form of a
product or ownership and not in the form
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of liquid cash. This resembles equity and
reward-based financing.
Details of financing need

Details of financing need

In crowdfunding, details of the project for In P2P lending, the purpose of loan does
which financing is needed has to be not have to be revealed. The necessary
mentioned. It is in a way an elevator pitch details to perform a creditworthiness
to all prospective investors of the project. analysis of the borrower is all that is
required.
Purpose

Purpose

This platform is mostly used to fund Most of the P2P borrowings are to fulfil
projects

that

require

some

major personal needs like refinancing personal

investment either in a creative project, loans,
innovative technology or real estate.

small

yet

immediate

cash

requirements.

REGULATIONS SET BY RBI
After releasing its discussion paper in April 2016, RBI finally came up with the norms
to regulate the P2P lending environment in September 2017. RBI mandated that a P2P
lending company has to be treated as an NBFC and is given the title Peer-to-Peer
Lending NBFC (NBFC-P2P). Some other notable rules set for an NBFC-P2P are:
•

Registration

A company has to be registered as a company and then apply for a certificate with the
RBI for an NBFC-P2P to commence the activities of P2P lending.
•

Net-owned funds

For a business to apply for an NBFC-P2P license, the company should first have netowned funds of Rs. 2 Crore or higher failing which the license cannot be granted.
•

Activities

The company should only act as an intermediary providing an online marketplace to
the parties involved in P2P lending. It should not provide any credit guarantee or
secured loans. All the loans provided have to be clean. The company should not hold on
19

its balance sheet funds provided by the lenders or borrowers. Another important point
is that there should be no international flow of funds and the company is limited to
funds within the country. At the same time, all the hardware and processing capabilities
have to be situated within the country.
•

Prudential Norms

Leverage ratio which is Total Outside Liabilities divided by Net-Owned Funds should
not exceed 2. There is a cap put on the amount of lending and borrowing a person can
do at a time and that is Rs. 10,00,000. Also, a single lender cannot lend more than Rs.
50,000 to a single borrower. This is done to reduce the level of exposure of a lender.
Recovery processes of NBFC’s have to be followed with a proper redressal mechanism.
To keep a check money laundering, the P2P company should make sure that the funds
are transferred from lender’s bank account to the borrower.
These are a few of the notable norms set by the RBI which we will use to further analyse
the P2P lending platform. The complete notification is available on RBI’s official
website.
Can P2P lending affect the NBFC business?
Though P2P lending is considered an NBFC by the RBI, it in no way operates like a
traditional NBFC. Rather it can be called a new form of lending business that directly
competes with the traditional model of NBFC’s as we will see in the comparison
mentioned below:
NBFC v/s P2P Lending:
Non-Banking Financial Institution

P2P Lending

Credit Approval

Credit Approval

In an NBFC a conventional format of P2P platforms use technology to evaluate
credit appraisal is followed wherein your the creditworthiness of a borrower and
credit score (CIBIL Score) matters. are not reliant on a credit score.
Hence, if it is below their minimum
requirement a loan cannot be sanctioned.
Approval Time

Approval Time
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In an NBFC it usually takes a few weeks In a P2P platform the funds are readily
to complete the loan approval and available and as soon as the lender
disbursement process after all the accepts which borrower to lend to, there
verification is done.

is an online transfer making the process
restricted to less than a week.

Target customer

Target Customer

NBFC’s mostly target rural and semi- P2P lending at present is targeting the
urban population and play a vital role in tech-savvy part of the population which
the financial inclusion of the Indian will mostly consist of people from the
population.

urban and semi-urban population.

Previously NBFC’s were completely traditional in their approach to providing loans, but
now they have started leveraging technology to quicken the process of loan sanctioning.
But this adoption of NBFC is still a laggard when compared to P2P lending companies.
Apart from all the reasons mentioned on why P2P can be preferred, there is one more
reason that is making people (mostly millennials) shift towards this platform. That
reason is Return on Investment (ROI). The volatility of markets along with declining
returns on time deposits in banks have made people shift to lending in the P2P platform.
This is because lenders can generate interest returns of up to 35%. The minimum
return too is above 10% which is way above a traditional bank investment scheme.
Borrowers also are rewarded with lower interest rates if their creditworthiness is high.
It might seem convincing that P2P lending platforms can easily outperform and
takeover NBFC’s, but there are certain reasons where P2P lending falls short. Since the
borrowers registered on any P2P website are often more than the lenders, there are
financing needs of many to be fulfilled by the lenders. This increases the chances of risks
since P2P financing is mostly used for personal purposes and not in an income
generating activity. Hence borrowers always carry the risk of default. Also, the credit
requirements and micro-financing needs of the rural and semi-rural areas cannot be
fulfilled by P2P lending as it is completely a digital platform. These areas have to rely
only on NBFC’s for their requirements. The reach of P2P lending sites is also a big issue
as they have to rely on only investors for their growth since this kind of business is
tough to understand and can be perceived by the ‘Baby Boomers’ and ‘Generation X’ to
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be unsafe. Hence, these points serve against P2P lending companies making the
presence of NBFC’s equally important.
Current Adoption and Future of P2P
Currently, there are 50 registered online P2P lending platforms and few notable ones
are faircent.com, Lendenclub, Lendbox, i2ifunding etc.

Source: Faircent.com

From the graph, it is clear how quickly the platform is expanding as from faircent.com
alone the loan requests have gone up by close to 40% in a period of 6 months. The
Indian P2P market is expected to grow to $4-$5 Billion by 2023. Globally too, the yearon-year growth from 2016-2022 is expected to grow at 51.5%. This means that P2P
lending is the fastest growing business in the world.
Apart from Israel and Japan, where P2P lending platforms have been banned, most of
the world is embracing this fast-growing industry. In India, it aligns perfectly with the
vision of Prime Minister Mr. Narendra Modi to digitize the Indian economy.
Demonetization, on the other hand, was also a major contributor to the movement of
people to P2P lending as they did not want to rely on banks. The future adoption seems
to be strong for the Indian P2P industry which will be closely monitored by RBI now
that it is being regulated. Over time, laws will be revised by the RBI to make P2P lending
an even more secure and trustworthy platform.
What is even more important is how NBFC’s and P2P lending companies evolve. Will
they be rivals or will they learn to co-exist? Both are in a similar line of business where
NBFC’s can be considered the traditional arm and P2P can be considered as the digital
arm. A probable future can be where both NBFC’s and P2P lending companies join
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hands fusing the expertise of NBFC in lending with the technical competence of P2P
lending companies to cater to all sets of customers.

Conclusion
It all boils down to how P2P lending platforms are able to modify the perception of the
Indian population towards the safety of their platform. P2P lending platforms are
lauded for their low default and delinquency rates. Most P2P lending platforms globally
state that they have close to zero default rate. These statements should be taken with a
pinch of salt as the current average for default rates in P2P platforms range from 1020% with delinquency rates being less than 5%. (The Lending Club used for reference
as it is a big player in the P2P industry)
Lending Club Delinquency Rate

Source: NSR Invest

In India, the default rate is currently less than 10% which is due to only a small
population being exposed to this avenue. As more people join in the default rates are
expected to increase and hence support from RBI will be a key factor.
NBFC’s in 2017 had a delinquency rate of around 24% and a Gross Non-Performing
Asset Ratio (GNPA) of 5%. Also, the NBFC industry (excluding NBFC-P2P) is expected
to have a 22% growth in terms of credit (CARE, 2017). This is a very good growth rate
considering how long NBFC’s have existed in India. However, compare this to P2P
lending platforms which are expected to grow y-o-y at close to 50% and we can see
which platform the economy is most excited about. In the coming years, the P2P
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platform can eat into the business of NBFC’s unless they evolve their current
architecture to leverage technology for their benefit.
RBI in its discussion paper in April 2016 had highlighted a very important aspect of
regulating P2P lending platforms. It was aware that if it intervenes with the business of
the platform there would be chances of the adoption rate being low. The same reason
is what attracts investors to the cryptocurrency world, i.e., lack of regulation. However,
RBI with its latest regulations has decided to regulate the P2P lending platform without
affecting the business model. It is more of a hands-off approach to help the Indian
investor develop faith and at the same time not affect the functioning of the platform.
This can be seen from all the registration and prudential norms set (mentioned in the
regulations subhead above) which are mostly to safeguard the interests of the borrower
and lender on the platform. The cap of Rs. 10,00,000 is to promote only individual
investors and not bring in High-Net Individuals (HNI’s) and large body corporates into
the system. The inability to appeal to a foreign
An investor is justified as that is an industry standard. Every P2P platform is limited to
its country itself. RBI should be applauded for its beautifully crafted policies for this
platform which will allow it to grow organically and become a relevant source of
investment in the near future. Ultimately, one thing is clear: P2P lending is here to stay,
whether it’ll be liked or not is something this paper attempted to clarify. Only the future
will make it clear which side of the coin prevails.
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OIL-PRICE TRENDS: MAJOR FACTORS AND
EFFECTS ON STOCK MARKETS
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INTRODUCTION
Oil is the largest traded commodity and its global prices have been ever unpredictable
with the oil markets prone to innumerous cycles of boom and bust. The notion of whole
supply-demand tactics being controlled by the nations possessing oil reserves have
been put to waste as new nations came up expanding new possibilities to dig oil, the
recent most example being USA with its shale gas. The whole fundamental of a cycle is
elaborated ahead. When new projects of oil extraction start coming up while there is a
supply shortage, investors invest more and more during the high price time-frame, only
to see the value of their output crash once a large number of new fields begin operation.
This phenomenon forces companies to cut back their capital expenditure, reducing the
growth in supply. Ultimately, the prices start to rise again and the whole cycle begins
anew. The period of recession (2008-09) saw WTI oil prices reach as low as 35$ per
barrel when economic demand stood at its lowest ebb. Again the prices saw steady
increment through 2010-2014 when prices crossed 100$ per barrel mark due to rapid
increase in demand by the oil-importing developing nations. The cycle was broken in
2015 and currently, we see a rising price with present WTI oil price hovering around
60$ per barrel range.
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WTI oil prices (2006-2018)
Any form of certainty can’t be derived that this cycle will again see the price levels
crossing the 100$ per barrel mark because the dynamics is changing making the sector
ever unpredictable. Goldman Sachs recently put forward an outlandish 6-month price
target of 82.50$ per barrel expecting a similar cycle to repeat based on the past trend.
But, this is totally questionable and it’s a matter of time to see how the dynamics unfold.
The glut of supply by the USA may not let the price levels exceed the 60$ mark and OPEC
will have to cut back on production if it wants to retain its lion’s share of the market.
While the uncertainties on all these speculations prevail, we in this article, try to
establish a relation between these price shocks and the stock markets with varying
investor sentiments because oil plays a significant role in every economy. This can be
illustrated using the following diagram:
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OPEC’S MARKET DOMINANCE

We build upon the paper by stating the edge enjoyed by OPEC in the competitive oil
sector. It was only in 2015 that US found new ways of exploiting its shale gas reserves
and entered the scenario as a game changer. The graph clearly suggests the degree of
OPEC’s market power. Several studies have shown that OPEC is envisioned as a
dominant firm, always setting its price as a mark-up over marginal cost, while nonOPEC nations just act as a competitive fringe. The extent to which OPEC member
countries utilize their available production capacity is often used as an indicator of the
tightness of global oil markets, as well as an indicator of the extent to which OPEC is
exerting upward influence on prices. A clear depiction of this can be seen as the oil
prices shot up during the period 2003-2008 when OPEC wasn’t able to meet the global
demands due to a steep rise in the consumption by US, China and India. The general
living standards were increasing and countries like China and India, along with Gulf
nations whose retail oil prices are kept below global prices, contributed 61 percent of
the increase in global consumption of crude oil from 2000 to 2006, according to
JPMorgan.
Oil prices started rising as OPEC decided to enact on its production cuts in 2018. OPEC
initiated its production cuts by 1.2 Million barrels per day (MBPD) from January 2017.
Traders in response to this, bid $65 per barrel, a 30-month high. OPEC is battling United
States Shale oil for market share. Due to Shale producers, U.S oil production increased
to 9.4 mbpd in 2015. This step hit the OPEC market share and increased supply caused
oil prices to fall. That created a disruption in oil industry.
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OPEC targets the price for oil at around $75 a barrel, but doesn’t want price to jump too
high, as an alternative fuel source will start to look good again. On the contrary, U.S
shale producers need $40-$50 a barrel to pay the high yield bonds they used for
financing. To maintain market share, OPEC kept its price low until 2016.
Usually, oil and gas prices can be predicted by a seasonal trend as they seem to rise in
spring and dip in winters. Futures traders anticipate increased demand for the summer
vacation driving season. Dollar decline is one more factor that leads to decline in oil
prices. MOST oil contracts around the world are traded in dollars. Therefore, oilexporting nations usually peg their currency to the dollar. As the dollar value declines,
hence the revenues fall, but the costs shoot up. To maintain its profit margins and keep
the costs of imported goods same, OPEC must raise the price of oil.

OPEC still enjoys the most dominant market share in the world’s oil production and it
can be inferred that any dynamics change in the OPEC nations will have a significant
impact on the oil prices globally.
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DOES OIL PRICE UNCERTAINTY MATTER TO MARKETS
Escalating uncertainty is generally accompanied with declining stock prices, because,
when uncertainty escalates stock valuation and investment decision making become
more difficult. Uncertainty-averse investors require a premium for investing in the
stocks that are exposed to the systematic uncertainty factor. Oil is a similar,
unpredictable and uncertain sector.
Since oil price uncertainty negatively affects macroeconomic variables such as
investment, aggregate output and durables consumption, it is also an important factor
for stock valuations. Studies show that an oil price shock affects the stock markets
negatively, however, oil price shock is not a priced risk factor and it does not affect the
discount rate or the equity risk premium. Documenting the same results for oil price
uncertainty we can conclude that, although it is relevant for the overall economy, oil
price uncertainty is not a systematically priced factor that affects the expected return
of every stock across every industry. Oil-price-based return predictability cannot be
explained by a time-varying risk premium. Although, oil uncertainty is not a priced risk
factor for all types of stocks and therefore it is diversifiable across industries, it acts as
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priced within oil-relevant industries. In each of these industries, stocks that are
negatively affected by oil price uncertainty shocks are compensated with significantly
higher returns. Hence, based on priced risk premium on oil, we can have a clear
segmentation of the market of stocks that respond to oil price uncertainties and those
which do not. Hence, oil price uncertainty is a sector-specific factor which can be
diversified across industries. Industry-specialized investors who hold portfolios of oilrelevant stocks must consider their exposure to the oil price uncertainty shocks.

IMPACT OF DEMAND-SUPPLY OIL SHOCKS ON CORRELATION
BETWEEN OIL PRICES AND STOCK MARKET INDICES
We further take a deeper look into this relation between oil prices and the market and
try to find whether there is much relevance in the fact or not. If uncertainties in the oil
prices really have a considerable effect, this would be evident in the correlational model
tests. The prices have varied considerably all along since 2000’s. There have been
several instances when the prices dropped drastically due to economic crises and
occasions where prices shot up out of control. Government subsidized markets have
been relatively secure but still, not by a great extent. Effects have been there and have
been prominent. The recent glut of oil supply by US is again indicating a price shock
although, presently we see rising prices. The effect will be visible soon and certainly,
the correlation between the prices and the market will get affected. This can be
elaborated by stating the effect of oil price shocks on the economy in three prominent
ways. First is the effect on inflation, which causes changes in production costs, thereby
shifting supply curves. Second is the effect on balance of payments for oil importing
countries, further affecting exchange rate. Third effect is on the micro level of
households as oil forms a major component of any household consumption.
A recent research paper by Nadal, Szklo and Lucena (Universidad Federal do Rio de
Janeiro, RJ, Brazil) tried to quantify this effect by adopting a DCC-GARCH correlation
model. The research was primarily based on S&P 500 stock index. The findings revealed
that aggregate and precautionary demand shocks positively affected the correlations
between changes in crude oil prices and stock market returns mainly from the end of
2007 until mid-2008, during the apex of financial market volatility; from the beginning
of 2009 until mid-2013, during global economy recovery from the financial crisis; and
after 2015, when uncertainties about the Chinese growth and the US economy
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upturning arose. The influence of aggregate and precautionary shocks on the returns of
WTI oil prices and S & P 500 stock index showed a correlation coefficient of 0.18. Even
after the removal of demand shocks effects, the average dynamic conditional
correlation between the returns of WTI crude oil prices and S & P 500 index remained
positive at 0.13. The research paper concludes with its findings that stock indices of
major oil exporting nations show high price dependency and the emerging oil importing
nations are less vulnerable to the changes, mainly because of government subsidies.
It can be inferred again what we stated in our previous section that investors having
oil-relevant stocks in their portfolios must be watchful of the economic turmoils
affecting the prices of oil and try hedging risks by diversifying into non-oil-relevant
sectors. From an Indian context, we can have some assurance of safety, thanks to the
government

Demand shocks effects on dynamic correlations between S & P 500 returns and WTI
crude oil prices changes, from June 2006 to June 2016

INVESTOR SENTIMENT AND THE PRICE OF OIL
We saw how OPEC has been a prime factor in the volatility of prices of oil globally. Any
demand supply mismatch by the OPEC causes ripple effects all over the market and
makes it volatile. While the literature dealing with the question of how oil prices are set
and which factors affect them concentrates on rational (i.e., economic) factors such as
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macroeconomic and monetary shocks, it seems that the literature generally disregards
any “behavioural factors” in explaining oil price movements. After the early 2000s, oilbased financial products became a popular asset class for many funds and portfolio
managers. So, it’s important to analyse as to what extent fluctuations originating in
investor sentiment contribute to the variance in oil prices. There has been a recent
growing attention of both retail and institutional investors to financial oil products in
the form of ETFs, futures and derivatives. Index and Hedge fund managers have
increased their energy commodity holdings in recent years, indicating an increasing
involvement of oil in their portfolio choices. When such a radical shift is happening in
the portfolios of investors, it is important to acknowledge two important factors and
their effects on investor sentiments:
•

The recent sharp changes in the prices of oil

•

The fading wisdom that expansion (stagnation) in economic activity leads to a
decrease (increase) in oil prices eventually leading to an increase (decrease) in
stock price indices

A recent study by Qadan and Nama (University of Haifa) in 2018 shed light on these two
factors and concluded in their study that volatility in investor sentiment spills over into
the oil market, which, in turn, results in a parallel reaction in returns and volatility. They
also provide evidence that investor sentiment is capable of predicting not only the price
of oil but also the stock prices of the leading companies involved in the petroleum
industry. The sharp oil market movements attract investors' attention to the oil market
and that an increase in this attention is followed by greater volatility in the price of oil.
These findings can have several practical implications like the timing of investment and
hedging risks against adverse price movements.

IMPLICATIONS ON PORTFOLIO MANAGEMENT OF INDIAN
STOCKS
We previously stated that stock indices of oil importing nations are comparatively less
vulnerable to oil price changes when compared to oil exporting nations, we still dig
deeper to examine as to what extent an investor in India can diversify in a bull and a
33

bear market while the oil prices fluctuate. The make in India campaign by Indian primeminister Narendra Modi makes all the 13 sectors in India attractive opportunities to
invest as the economic growth is kicking in and India is expected to grow at a CAGR of
6.5% for the next 25 years compared to 5% estimated for China. This humongous
growth will directly affect the oil consumption too. India presently imports 80% of its
crude oil needs and annually spends INR 9126 crore more for every 1 USD increase in
crude oil prices. These numbers shed some light on the kind of dependency India has
on oil imports and its global prices. The ripple effects are to some extent transferred to
the stock markets too. A recent paper by Tiwari, Jena, Mitra and Min-Yoon (Montpellier
Business School, Montpellier, France and Department of Economics, IBS Hyderabad,
IFHE University, India) highlighted the oil price fluctuation effects on the different
sectors during both bull and bear markets in India. The findings of their research can
be summarized below:

BULL MARKET SCENARIO •

During oil price fluctuation, health sector should be completely avoided as an
investment sector in a bull market.

•

The energy, material, and IT sectors respond positively to the decline in oil price
in bull markets, thus providing an investment opportunity for investors.

•

The remaining nine sectors are unaffected by any changes in oil price, they
provide a safe haven investment opportunity to reduce oil price risk in a bull
market.

BEAR MARKET SCENARIO –
•

The green sector is influenced both by positive and negative changes, while the
energy and banking sectors are affected by negative oil price changes; all three
sectors are unaffected by aggregate oil price changes.

•

The industrial, consumer discretionary, and capital goods sectors are unaffected
by changes in oil price, these three sectors hold potential for diversification
opportunities for PMs to minimize oil price risk in bear markets.
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•

The carbon sector is unaffected by oil price changes, irrespective of the market
condition or the type of oil shock. Therefore, during both bear and bull markets,
the carbon sector is a safe haven for investment against oil price risk.

CONCLUSION
This article tries to touch upon one of the major driving factors of today’s economy –
oil. The reserves are being depleted day by day and countries are trying to find new
ways to exploit the planet’s resources to win the oil game. We started off with the
present scenario of USA suddenly coming in with its shale gas and climbing up the
charts. We saw the decade’s history of price ups and downs and highlighted some
reasons contributing to it. Then, we reinstated the dominance of OPEC and stressed on
the fact that OPEC nations play a very vital role in the whole demand-supply game of
oil. The major chunk of the article tried to establish a relation between the prices of
such a prized factor and the stock markets. Several research paper findings helped us
conclude that an entity, so important for an economy has its effects transferred to the
markets. Countries that export oil have their stock indices much more vulnerable to the
price wars compared to the oil importing nations. The investors need to clearly
segregate oil-relevant and non-oil-relevant sectors and diversify their portfolio for
maximum returns and minimum exposure to oil price fluctuations.
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Thesis on Mergers & Acquisitions in the
Credit-rating sector
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Abstract
The Indian economy is moving on a path to create universal institutions through the
process of mergers & acquisitions (M&A) in various sectors of the economy. But the
same M&A process is a point of contention when applied to the Credit-rating sector. To
study what would be the likely consequences of a possible M&A in the Credit-rating
sector, our study - Firstly, analyses the inherent risk in the rating methodologies of
different Credit-rating agencies. Secondly, it aims to evaluate the control of Creditrating agencies in the economy with specific references to - Graham & Harvey and Ari
& Bolte’s research work, the 2008 financial crisis and Reliance Communications & IDBI
Bank’s recent examples. Following this, the study primarily focuses on the case of
CRISIL (Credit Rating Information Services of India Limited) acquiring 8.9% stake in its
rival CARE (Credit analysis and research Agency) in June, 2017. Finally, the study aims
to develop a thesis as per the current M&A pattern and existing business environment
in Credit-rating sector. To achieve the objectives of the study, secondary data in the
form of news reports, case articles and research papers were consulted and existing
literature on the subject was thoroughly reviewed, the implications of the same were
discussed while shaping and presenting the thoughts on the problem identified.
Keywords - Acquisitions, CARE, Credit-rating, CRISIL, Mergers
JEL classification - G3
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Introduction
Introduction to Credit-rating agencies
Securities and Exchange Board of India (SEBI) defines Credit rating agency as ‘an entity
which assesses the ability and willingness of the issuer company for timely payment of
interest and principal on a debt instrument (SEBI, FAQs on Credit Rating, 2017). These
ratings are based on a concise evaluation of the strengths and weaknesses of the
company’s fundamentals including financials along with an in depth study of the
industry as well as macro-economic, regulatory and political environment of the
business. The major factors which determine the ratings of a company are - operational
efficiency, level of technological development, financials, competence, effectiveness of
management, past record of debt servicing etc. Different credit-rating agencies may
take in different factors and associate varying weightages to the same to study a
particular company. As a result of which each credit-rating agency has a different
perception and meaning to its ratings. For example, S&P Ratings aims to measure only
the probability of default and does not focus on the time that the issuer is likely to
remain in default, the expected way in which the default will be resolved, what will the
recovery value be - the amount of money that investors end up with after the issuer has
defaulted etc. Moody’s on the other hand aims to reveal the expected losses over the
default probability. It takes into account what’s likely to happen if and when a default
occurs (Salmon, 2011). As a result of these functions, Credit-rating agencies play a very
important role in affecting the investor decision-making and as a result the whole
investment sentiment in the market. To simply put, if CRISIL gives a AAA rating (Rating
scale for Long-Term Instruments indicating Highest Safety - Lowest credit risk) to
National Insurance Co. or its instruments it will drive the investors to invest in the
company and boost the market sentiment to highly positive for the business concern
and vice-e-versa.

Introduction to CRISIL and CARE

CRISIL - CRISIL is the main and foremost provider of ratings, data, research, analytics
and solutions in India and in other emerging markets thus fulfilling the mission of
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making markets function better. It was incorporated in the year 1987 and is majorly
held by S&P Global Inc., a leading provider of transparent and independent ratings,
benchmarks, analytics and data to the capital and commodity markets worldwide.
CARE - CARE Ratings is the second-largest credit rating agency in India. It was
incorporated in the year 1993. CARE Ratings has emerged as a leading agency for
covering many rating segments such as banks, sub-sovereigns and Initial Public
Offerings (IPOs). CARE Ratings helps the corporates to raise capital for their various
requirements and assists the investors to form an informed investment decision based
on the credit risk and their own risk-return expectations.
Introduction to Mergers & Acquisitions

Mergers - In a merger, the boards of directors of two companies approve the
combination and seek shareholders' approval. After the merger, the acquired company
ceases to exist and becomes part of the acquiring company.
Acquisitions - In a simple acquisition, the acquiring company obtains the majority stake
in the acquired firm, which does not change its name or legal structure (Investopedia,
n.d.).
Literature review
Existing researches have shown how the credit-rating can affect fortunes of the
company to a great extent. Credit ratings play the second most important role when it
comes to capital structure through the determination of access to funds in the capital
market (Graham & Harvey, 2001). As a result of higher ratings, firms have easier access
to funding, which is shown in the leverage ratio. Numerous studies have shown there is
a direct relationship between high credit rating and lower cost of debt and other
variables, which leads to an increased debt capacity (Ari & Bolte, 2015). The three
major credit-rating agencies accused for contributing to the 2008 Financial crisis Standard and Poor’s (S&P) - Majority holder in CRISIL, Moody’s - Majority holder in
Investment Information & Credit Rating Agency (ICRA), and Fitch Ratings were accused
of fraud by offering highly favourable ratings to default financial institutions and
approving extremely risky mortgage-related securities. The “Big Three” even after
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being held accountable for violations, paying out penalties etc. continue to be the
primary reliance factor for investor decision-making on the largely unchanged ratings
services (Council on Foreign Relations, 2015). This just goes on to prove what amount
of control a Credit-rating agency has in the functioning of the economy.
In the second quarter of 2017, Investment Information & Credit Rating Agency (ICRA)
downgraded IDBI bank’s bond ratings which lead to a massive fall of 5.5% in a BSE
intra-day trade and 22% in the month May-June. Similarly, rating agencies Fitch and
Moody's downgraded credit rating of Reliance Communications for the second time in
quick succession on account of its fragile liquidity position and limited ability to pay
back debt. Reliance Communications responded in its statement saying “We
respectfully disagree with the recent rating actions by both these agencies, and believe
that these rating actions do not reflect the servicing track record of the company". As a
result of the downgrade Reliance Communications fell 4% in an intra-day trade and
40% in the month May-June.
The review of literature proves that even though the ratings may or may not represent
the true picture of the instrument/company, it surely plays a massive role in the
functioning of the economy at both micro and a macro level. Also, the literature points
out to the increasing cases of non-acceptance of ratings by companies and a weak
Indian rating mechanism on account of the shortening time period between rating
allotment and down gradation of the same.
Case Example
Out of various mergers and acquisitions taking place around the world, CRISIL
acquiring 8.9% stake for Rs 435.26 crore in CARE through block deals from Canara
Bank, came as a surprise package. It is rarely heard that M&A’s take place in the Creditrating sectors as M&As have always been a commonplace for banks and corporate
sector for achieving profitability and expansion. CRISIL said in an official statement
"This stake purchase is an investment in the excellent long-term prospects of the credit
rating sector in the country. The prospects for the sector are driven by the significant
demand for capital investments and infrastructure financing in India over the long
term, much of which should benefit the sector”.
However, this stake purchase didn’t receive a positive reaction from other sections of
the economy. CARE officials said that the agency isn’t happy with CRISIL’s ‘predatory’
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approach and fears that a ‘hostile takeover’ is on cards sooner or later. The stake
purchase also received criticism from SEBI as it considers that the ratings sector as such
does not need any mergers and states it to be an unnecessary and non-feasible decision.
The possible motives and consequences of this combination, as speculated by experts
could be any of the following CRISIL-CARE combination can lead to a foothold of 65% of market share in the ratings
market (Mohit Bhalla, Reena Zachariach, 2017). Rating agencies acquiring other
agencies and controlling majority of the market leads to development of monopolistic
characteristics which is a negative sign for the economy. Unlike banking sector,
regulations pertaining to rating agencies aren’t clear as far as stake purchases by one
rating agency in another are concerned (Unnikrishnan, 2017).
CRISIL might be preventing a takeover of CARE by other rating agencies. It can be done
by making the shares of the target company unattractive or less desirable to the
prospective acquirer - This strategy is often termed as Poison-Pill strategy
(Bandyopadhyay, What Next, CRISIL :By moving ahead, Crisil has now made it difficult
for any other entity, including India Ratings, to plan inorganic growth through acquiring
Care Ratings., 2017). The three largest rating agencies in India are CRISIL, CARE and
ICRA (covering over 85% of the rating market in India). Since CRISIL by acquiring stake
in CARE has now made it difficult for any other entity (Foreign rating entity or Indian
Rating Entity) to plan their growth prospects through acquiring stake in CARE Ratings.
The other possibility is that through this acquisition, CRISIL grows its rating business
exponentially in terms of market share and control in the market. Usually, when a
company acquires a stake in another company to prevent competition from gaining
control over it or if the company itself is planning a takeover bid, it goes for
warehousing - a procedure whereby a company gradually builds up a holding of shares
in a firm it wishes to take over in the future. (Bandyopadhyay, What Next, CRISIL :By
moving ahead, Crisil has now made it difficult for any other entity, including India
Ratings, to plan inorganic growth through acquiring Care Ratings., 2017). A similar
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strategy was used by S&P to acquire CRISIL. S&P acquired 9.68% stake in CRISIL IN
May, 1997 and by 2005 S&P acquired a majority stake in CRISIL.
There is also a possibility of potential takeover by CRISIL over the other rating agencies.
Currently, Even if SEBI criticizes on this stake purchase, SEBI norms do not prevent
CRISIL from buying a 10% or acquiring a majority stake in CARE Ratings. Regulations
of the Securities and Exchange Board of India (SEBI) prohibit a registered merchant
banker to set up another merchant bank through itself or its associates, but no such
restrictions are there in the Credit-rating sector. Plus, the Competition Commission of
India (CCI) does not have any specific norms which prohibit CRISIL from acquiring
stake in CARE Ratings or any other rating agency. (Bandyopadhyay, What Next, CRISIL
:By moving ahead, Crisil has now made it difficult for any other entity, including India
Ratings, to plan inorganic growth through acquiring Care Ratings., 2017)
S&P holds 67.05% in CRISIL and Moody’s owns 50.54% in ICRA hence CARE Ratings is
largely perceived as an Indian owned credit rating entity in India and acquiring CARE
would mean taking over a major chunk in the Indian market in a long term scenario.
Even if CRISIL stops at holding 10% in CARE Ratings, it will be successful in preventing
a rival agency from acquiring the CARE Ratings because ‘A shareholder holding 10% or
more of a company assumes the status of a “minority” shareholder and can have certain
statutory rights and protections’ (Companies Act, 2013). There are rights which
support minority interests in a company but if they are available to a shareholder who
is also the firm’s largest competitor, it could lead to potential misuse. (Bandyopadhyay,
What Next, CRISIL :By moving ahead, Crisil has now made it difficult for any other
entity, including India Ratings, to plan inorganic growth through acquiring Care
Ratings., 2017)
Following the concerns raised in the economy, SEBI issued a Consultation paper titled
‘Consultation paper on Review of the Regulatory Framework for Credit Rating Agencies’
on September 8, 2017 which proposes the following points relevant to our problem –
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The minimum net worth requirement to be eligible for grant of registration as a Creditrating agency may be increased to Rs. 50 Crores from existing 5 crores on account of
the increasing systemic importance of Credit-rating agency.
No Credit-rating agency should have more than 10% shareholding in another Creditrating agency directly or indirectly.
Any acquisition of shares and/or voting rights in a Credit-rating agency may be
permitted with the prior approval of SEBI.
Also, a shareholder holding 10% or more shares and/ or voting right in a Credit-rating
agency shall not hold 10% or more shares and/ or voting rights, directly or indirectly,
in any other Credit-rating agency. (SEBI, 2017)
The Case example provides comprehensive insights from all the sections of the
economy regarding the current M&A pattern in the credit-rating sector.
Research Methodology
To achieve the objectives of the study, secondary data was extensively used to support
the viewpoint of the authors. Existing literature on the subject was thoroughly
reviewed to understand the scattered ideas on the subject and also present a
comprehensive analysis and conclusion of the problem at hand. News reports, case
articles and research papers were consulted to collect the relevant facts related to the
problem which proved to be quite useful in shaping and presenting the thoughts on the
problem identified. The available literature helped in the development of thesis with
respect to certain constraints and assumptions as per the existing business
environment.
Results and Discussion
The following are the results of the study –
Stake purchase/ Voting rights – As of now, legally there is no restriction in a Creditrating agency acquiring stake or having voting rights in another Credit-rating agency.
The Consultation paper aims to control such consolidation practices in the sector but
any magnitude of M&A in the Credit-rating sector is a negative sign in the economy as
a whole. Also, the Consultation paper doesn’t propose any retrospective measures to be

43

taken as a result of change in the regulatory framework with respect to the CRISILCARE stake purchase.
Systemic risk – Instances where ratings have been reduced from ‘AA’ to ‘D’ just in a
matter of four months like in the case of Amtek Auto Ltd points towards the failing
Indian ratings which may be a result of incompetence or the lack of predictive ability of
rating models, unforeseeable events or preferential rating allotment by Indian raters to
acquire clients. This has also resulted in a greater non-acceptance of ratings by
companies. Between January to June, 2017 - 650 listed and unlisted companies did not
accept ratings allotted by the top four rating agencies – CRISIL, CARE, ICRA and Indian
ratings. Such possibility of fudging/miscalculation/preference in awarding ratings by
raters can lead to 2008-like scenarios where higher ratings were awarded to otherwise
default instruments/companies building up to systemic risk - the risk of collapse of an
entire financial system or entire market. (Bandyopadhyay, Livmint, 2017)
Foreign rating problem – There is no clarity on FDI in Credit-rating sector and any
restriction imposed by SEBI relating to stake purchase by foreign raters. Even the
Consultation paper doesn’t specify anything related to foreign raters stake purchase
limits or any retrospective policies relating to the same. As a result the foreign rating
agency problem in the Indian rating market remains to persist.
Assumptions
1. The market is similar to an oligopoly market - a form of market where the
industry is dominated by a small number of sellers i.e. there are only a few
number of Credit-rating agencies in the industry which control or hold majority
control in the sector.
2. The economy is assumed to be static i.e. there are small/insignificant
movements but no major changes. Also, static economy includes all components
like legal, environment, social etc.
3. There is no change in credit-rating being an important factor affecting investordecision making/ lending decision in the economy.
4. This theory is only applicable to the field of credit-rating and no other sector in
particular.
5. The time period is assumed to be long-run i.e. at least more than one year for the
theory to hold true.
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