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1. Executive Summary

Off-balance sheet financing (OBSF) involves the funding of assets in such a way that they do not appear on the balance sheet. It is an increasingly popular mode of financing. It is popular because it is seen as a means to improve returns and bring value to the shareholders. All financing instruments have value in that they allow positive NPV projects to be funded. So for an OBSF to bring unique value, it must overcome some problem that other instruments cannot.

This paper identifies four components that must be identified and considered to make a proper value judgment - cost advantages, management options, risk transfer and transaction costs/asymmetric information. It then looks into how each of the most popular off balance sheet instruments like factoring, leasing, securitization, outsourcing and special purpose entities can bring value from these four components. The result was that off balance sheet financing does bring value to a firm. It will bring value because it can solve problems that other financing strategies cannot, problems such as access to capital, cost of capital, core competencies and alter the risk profile of the company.

The paper also presents two case studies on very recent disasters of off-balance sheet financing – ‘Demise of Enron’ and ‘Bear Stearns’ hedge funds and the subprime crisis’. The cases clearly bring out the purpose of OBSF – value. But they also emphasize the fact that OBSF strategies involve complex financial instruments and excess leverage using OBSF to create value can be value depleting.
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3. Introduction to Off-balance sheet financing

One of the important questions facing any company is how to finance its facilities and operations. There is a lot of theory written on various aspects of the capital budgeting process. Many topics are covered from discounting cash flows to what is an ideal capital structure. Corporations take this information and try to map out financing strategies that coincide with their own corporate goals. Are they however, considering those strategies in the best possible way? Are they structuring the decision in such a way that the proper balance is being given to the appropriate area under consideration? 

Off balance sheet financing is one area that is hard to pin down and is currently a hot area of finance. Off balance sheet financing is a way of financing that removes assets and liabilities from the balance sheet. This type of financing changes the capital structure of the firm and will therefore alter the risk profile. What is it about moving assets or liabilities off the balance sheet that is so appealing? It will obviously have an impact on the key ratios, which the market uses to compare the performance of one company to another. Any change in the key ratios caused by the choice of an off balance sheet instrument will alter that comparison. In a reasonably well functioning market where information flows freely, it is important to understand whether this type of change can be of value to the company? Does information flow freely?

Research suggests that in fact information does not flow freely at all and that there are large costs and complications associated with a poor flow of information. If it manages to solve these types of problems, off balance sheet financing becomes an even more interesting area of focus. However, in the literature on finance, there seems to be very little in the way of a comprehensive analysis of which financing method is more appropriate in a given set of circumstances. It also does not answer whether or not off-balance sheet financing is valuable at all. The question is when a certain method of financing more useful and how and why a company would use it.

Off balance sheet financing (OBSF) involves the funding of assets in such a way that they do not appear on the balance sheet. It is an increasingly important area of consideration because firms are trying to increase the firm’s value for the benefit of shareholders. The question is then how does an off balance sheet instrument bring value to the firm over an on-balance sheet one? All financing instruments have value in that they allow positive NPV projects to be funded. So for an OBSF to bring unique value, it must overcome some problem that other instruments cannot.

The benefits of traditional financing instruments are that they seemed to save money, allow projects to proceed and sometimes allow management to take advantage of others’ skills. As any basic book on corporate finance will say that the financing decision has a number of questions. Those questions will cover all aspects of the decision from which projects to undertake to how they should be financed. It will discuss many different instruments from bonds to equity to leasing etc. Essentially, financing’s purpose is to allow positive NPV projects to be funded and at the lowest cost. What are some of the challenges that might prevent the financing of a positive NPV project? The first two financing challenges are that the money cannot be raised (access to capital) or that it is simply too expensive (cost of capital).

Access to capital can be a very difficult issue to overcome for many firms. It can take many forms. Firms with positive NPV projects may find themselves unable to raise capital for these projects because they are too small or perhaps considered a poor credit risk by the market. They may also find themselves facing situations where the market perception of them changes and they have difficulty raising short-term liquidity that they need. Conversely, their current financing strategies may mismatch payments and income, which will increase their liquidity risk, if revenues do not come in as planned. Therefore, firms denied capital can find themselves unable to grow or facing potential bankruptcy. The value of the company can be enhanced quite simply if OBSF can get around these difficulties and give management new alternatives on how to proceed. It can be inferred that in many cases these difficulties are the result of difficulties in transmitting the necessary information about the firm and its prospects to the markets. If the markets are not able to credibly assess the situation at a reasonable cost then credit rationing will occur when it should not.

Cost of capital is the second important concern. The lower the cost of capital for a firm the greater the number of possible projects it can undertake and the more likely they are to be profitable and therefore value creating. OBSF is a source of value if it can do the same thing for less. Information communication problems are again a major factor in these circumstances. If a firm is unable to communicate to the market a proper and credible sense of the risk, then investors will have to add more to their required rate of return than is otherwise necessary to compensate for the uncertainty. This additional cost is therefore, a direct drain on the returns of shareholders.

Tied to the questions of access and cost of capital are concerns about market imperfections. Imperfections such as inflation and taxation will all have an influence on the choice of financing instrument. Inflation for example is a source of uncertainty to the investment decision and will not only affect the cash flow and cost calculation of the NPV decision but can also have an impact on the cost of financing as well. Taxation and its effects will be different in every country. Taxation is a distortion, which will cause companies to prefer certain types of financing over others. These types of market imperfections make it more difficult to determine which financing instrument to use in a given set of circumstances.

It must also be asked, should the firm finance every positive NPV project it has? Assuming that it could get access to the capital and at a reasonable cost should it go ahead and proceed with the project, or should it be sold off or done in partnership with others? A firm must define who they are and what its uniqueness is in the market place. They must define what their core competencies are and what areas are better left to others. Core competencies are defined as those things that they do better than any other. Many firms can find themselves undertaking tasks, for which they do not have the skill, resources or scale to take advantage of efficiently. Also in many cases they would be much better off if they could relieve themselves of the burden of undertaking them directly.

Capital, time and effort that were tied up in those non-core tasks can be freed for other purposes that have a greater return. If OBSF can help the firm focus on its core competencies, in a way that other financing instruments cannot, then it can be of value. Information is clearly an issue here as well because no one firm can be an expert in all areas. Others have better knowledge, information and skills, which are available for use.

Financing is all about creating contracts where the risks and benefits are shared differently amongst the parties. Each party is looking for different risks and rewards. Every financing technique will distribute those risks and rewards differently. Lenders are looking for stable and safe payments whereas equity holders are looking for larger payoffs but are willing to accept greater uncertainty. Again, information is important because real gains can be realized if there are differences in the information of the parties. These types of differences or asymmetries in their competitive position or knowledge can allow firms to come to mutually beneficial agreements.

In order to answer the question of whether or not an off balance sheet strategy is of value, let us first take a look at the types of off balance sheet financing instruments there are. 
4. What is Value?

All firms want to add value to their operations. It is possible to find value in just about any action. This makes value an interesting issue to try to define. Many actions that add value are self evident such as being able to do the same thing at a reduced cost. Giving flexibility to a firm’s future actions adds value. Freeing up mangers’ time to focus on core competencies adds value. Finally, allowing those parties with the best information to make decisions based on that information adds value. In short, just about everything will add some value. For many value additive benefits, it may be difficult to price the relative value to the relative cost. Judgments of the decision maker must come into play because numerical answers may never be achieved. What happens then is that value is boiled down to extremely general and vague descriptions that are un-usable by anyone.

One type of this tougher value question might be giving the firm flexibility in their actions. The enhanced ability to react is obviously valuable but is it worth the sums required to achieve it? Sometimes it is simply better to accept the status quo. For example, test marketing has an explicit cost. It does give the firm more information about whether or not to go ahead and this may save money in the future. However, some projects should simply never make it to that stage. Ultimately, for a product to be of value it must earn at least its WACC (either of the project itself or of the firm as a whole) otherwise value is not being created but destroyed.

In order to answer the value question a structure must be applied so that its treatment is consistent throughout. It must also be able to address the financing problems of access and cost of capital, core competencies and risks as well as highlight the asymmetric information issues. Many of the problems are inter-related and are difficult to define clearly. Four areas of focus can be selected to cover all of them. These four areas capture the majority of the considerations that must go into the value structure. All firms want to have the lowest cost of funding possible so a cost advantage focus was necessary and the most obvious. All firms also have to make strategic choices on what options they want to have available and that falls under the management options focus. Any choice will bring with it a number of contracting costs and consequences and that has been covered under transaction costs and asymmetric information. Finally, they will all have an effect on the risk profile of the firm. When evaluating each of the four sections it is implicitly assumed to have no impact on the other sections.
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5. The Chosen Instruments

There are more than the five instruments presented that can be considered to be off balance sheet. The five chosen are the most commonly used and has the greatest amount of interest. Others such as insurance and options are sources of funds but not really means of getting a project off the ground.

6. Factoring

Factoring is a method of selling off one’s receivables. Naturally, there are variants of factoring but basically they fall into two key areas. One is selling with recourse for the factor and the other is without. Recourse factoring means that the factor can charge back to the company any debts, which were not collected. Non-recourse factoring means that as long as the company meets the agreed conditions (in terms of amount of credit granted to customers and customers who are approved by the factor) then it no longer has any concerns about the collection. The factor charges for this service and it is usually in the form of a percentage of the outstanding invoice. The charge includes an administration fee (which covers all the costs and includes the profit) and one for the payment of the money before collection by the factor. In many jurisdictions factoring usually takes the non-recourse form as otherwise the factor is unprotected against the bankruptcy of the firm and simply become another creditor. In the non-recourse form the sale of receivables is regarded as a true sale so the factor is not prevented from collecting the debts, as they are now legally his. Credit times are generally the same as those, which are standard to the particular industry and are negotiated with the company hiring the factors services. In both recourse and non-recourse factoring the factor typically performs all the collection and bookkeeping duties. They are also responsible for the credit assessment and losses from debtor for non-payment.

The services provided by the factor are the following -

· Advance money for sold goods.

· Bookkeeping for receivables.

· Absorb non-payment costs.

· Provide credit assessments.

(i) Cost Advantages

The cost of financing the receivables can be reduced. The factor by advancing the money on all or part of the receivables turns an asset on paper into cash. This can also help a firm avoid late payment penalties to their own suppliers. This assumes that the factor’s discount (face value minus his charge) is less than the old costs of funding the receivables. Factors have very different risk profiles to the bank. Factors often have extremely well developed knowledge of the market and can make good decisions regarding credit to customers. They unlike a bank, through ownership of the receivables and controlling how much credit is extended to whom, can isolate themselves from many of the risks of the business, risks that the bank in lending to the firm in general, has no control over. Therefore, they do not require the same degree of compensation for their services and this is a key reason for economic gain.

Factoring has five main cost advantages:

· Reduces operating capital requirements.

· Absorbs credit risks.

· Reduces credit control costs.

· Speeding up the incoming payments.

· Eliminates accounts receivable and credit control costs.

(ii) Management Options

Management no longer has to focus on the management of the accounts receivable and credit control department. It is now free to spend that time and effort on areas of the business, which are central to its success. 

Funding sources are diversified. If lines of credit or loans of other sources dry up, factoring can provide some of the needed liquidity. Factoring as mentioned is an advance for the receivables due, this means that for the factor the risk of non-payment is limited to the company paying the receivable. Therefore, problems with the firm factoring its receivables are not going to influence likelihood of payment to the factor.

Factoring gives the following management options:

· Out-sources accounting and credit control function.

· Diversified funding sources.

(iii) Financial Risks

Factoring will reduce the liquidity risk faced by a company. The factor by advancing some portion of the outstanding invoice upfront puts cash back in the firm. The firm does not have the same worries about being able to meet their commitments as the time lag between sales and income has been largely eliminated. The factor also expects payment but that is collected when the receivable is actually paid. Therefore, the arbitrary repayment of conventional debt is removed.

Credit risk is also eliminated in non-recourse factoring. The factor by controlling to whom and how much credit is being extended agrees to take on that risk. In recourse factoring the credit risk remains with the firm.

Interest rate risk will depend on how the receivables were handled prior to being factored. The interest rate risk would be reflected in how much a change in the interest rates would affect the price of factoring relative to the cost of the previous solution. There is the classic comparison between interest sensitive liabilities and assets. Firms with a large portion of their assets in one method or another can choose a fixed or floating factoring cost to keep this risk under control. Floating rate debt can more easily be matched by a factoring solution using a floating rate, as the costs will most likely offset one another.

Factoring will not directly affect the capital risk unless the factor’s advances alter the capital structure. For example, if the advances are used to pay off debt then the amount of equity in the firm should rise. Additionally, the insurance provided by the factor can be considered a form of hidden capital because it absorbs the credit losses.

The following are the effects on the risks:

· Liquidity risk reduced.

· Credit risk eliminated (non-recourse).

· Interest risk depends on the situation.

· Capital risk not affected.

(iv) Transaction Costs/Asymmetric Information

If the firm can effectively utilize its internal resources then, what value is there in outsourcing the accounts receivables? The firm is losing much of its ability to meet the client’s needs. The reason is that they have different business objectives. The factor, in order to protect itself will not always want to accommodate the company’s wishes in terms of to whom and how much credit to extend and on what terms. This could well hurt the business. An additional concern is that the factor in many cases is the one doing all the billing and collections. The company considering the factoring solution would want to ensure that the billing and collections are done in such a way so as to benefit their business relationship and not harm them. 

In factoring there is a large asymmetric information issue. The factoring firm may have an advantage of better information about prospects and the credit worthiness of those prospects, particularly, in new markets or business lines for a company. This presents a real potential gain for the client. They can reduce their exposure to the unknown elements and focus more on the business development. The additional loss protection provided by non-recourse can be taken for a favorable cost because the factor is in control of many of the risks it is exposing itself to. On the flip side, if the firm has good credit controlling facilities it may not make any sense to factor. The firm, especially in established markets, will already have better information about its clients and the risks they represent. If it has better information than the factor, then the costs of transferring that risk are likely to be high unless the firm cannot effectively use its credit control. The factor will want a higher risk premium than the firm would require internally.

Factoring has these transaction costs and information issues:

· Factoring may cause problems with customer relations.

· The factor may have better credit risk information.

7. Leasing

Leasing is an agreement between two or more parties. The lessor agrees to own and pay for the asset and gets all the tax deductions for depreciation and interest. The lessee agrees to use the asset in exchange for a fee determined by the lessor. The fee includes adequate compensation for capital invested, technological obsolescence, resale value risk and default by the lessee. Financial leases are long-term agreements and the lessee uses essentially the entire asset’s economic life. The asset is fully amortized over the length of the lease payments and there is no option to cancel. Financial leasing is very similar to debt because the lessor can go after the assets of the lessee in cases where the lessee defaults.

One other type of leasing is the sale and lease back option. An asset owned by the firm is sold to the leasing company in exchange for cash and is then leased back immediately to ensure it’s continued use. That cash that was tied up in the asset can be used for other purposes.

Leasing has therefore the following basic characteristics:

· Separation of ownership and the use of the asset.

· An exchange of tax benefits and financing costs.

(i) Cost Advantages

Leasing for the most part would not exist except for the distortion created by taxation. Leasing allows the transfer of tax benefits from those who need equipment but cannot take full advantage of the tax benefits associated with ownership to a party who can. What this means is that the lessor and lessee can share the lower financing cost and differences in taxation levels that individually they cannot. Through sharing they gain money that otherwise would go to the government in the form of taxation. The lessee ends up with a lower cost of funding than traditional debt.

The lessor can have advantage over the bank in terms of information. Debt financing is the most obvious alternative to lease financing. Banks usually lend to different types of businesses. The leasing company may focus on only one type of business. Through that specialization they can charge a lower risk premium because of their better information about the risks being undertaken. Lessors may also have a better capacity to undertake the resale of the assets. This will reduce their cost for purchase relative to the lessee because they can reduce resale costs and perhaps get a better price.

Once an asset is owned outright, its value can be directly thought of as being born by the equity holders. Therefore, the firm can sell the asset and lease it back freeing up that equity capital for higher value projects. This could also be viewed as a strategic OBSF instrument, if the firm is in a liquidity crunch and needs to raise funds from alternative sources.

The following are the cost advantages of leasing:

· Gains of trade through taxation and financing differences.

· Gains through taking advantage of better information on the part of the lessor.

· In the case of a sale and lease back changing high cost equity capital to lower cost debt.

(ii) Management Options

Leasing has a number of very real benefits that match the management options definition. 

The following are the management options given by leasing:

· Match revenues and expenses.

· Minimize initial cash requirements.

· Focus on core competencies.

· Few restrictive covenants.

Leasing has many benefits attributed to it that are somewhat questionable (pronounced ludicrous). The three most common misconceptions about leasing are that it helps avoid obsolescence, is fully deductible and key ratios will improve. In order to believe these benefits, one must first believe that the lessor knows less about the expected depreciation than the lessee and will not charge sufficiently for it. Two, that the depreciation and tax write-offs from debt are not as large as the deduction from the lease. The advantage from leasing comes from the sharing of benefits between the parties not from the deductibility alone. Three, the return on capital and other inadequate accounting measures will improve. This type of improvement would only be a concern to corporate officers if the incentives in their employment contracts were poorly conceived and they would directly benefit from this. Otherwise, it would have to be the extremely unsophisticated investor/analyst who takes this into consideration as a sign of real improvement.

(iii) Financial Risks

Depending on the contract agreed, liquidity risk can be limited by arranging the lease so that lease payments match expected cash inflows. The risk then becomes more of a business risk where the income generated by the asset has to match the payments required.

The lease is a payment and there is no change in the credit risk. A sale and lease back agreement would not go through if the purchasing party could not raise the funds.

The interest rate risk is difficult to assess. It will depend on the length of time and type of leasing agreement. The longer the agreed financing, the higher the interest rate risk because the interest rate has more time to change.

Capital risk would not change. On the assumption that the firm has an ideal capital structure, the lease agreement would have to displace some other debt in order to maintain that risk at the desirable level.

These are the risks that change in leasing:

· Liquidity and interest risk may be affected, depending on the situation.

(iv) Transaction Costs/Asymmetric information

The lessor is bearing the financing costs of the lease. They will have to recover them and leasing can be an expensive form of financing if entered into solely for the ability to match payments with revenues. Interest charges are still accruing whether or not they are being paid for immediately. If the lessee for some reason has better information about the asset than the lessor, then the ability of the lessor to charge a low risk premium is reduced. The lessee with better information can charge himself less (if he were to use retained earnings etc). There is also a loss of complete control over the asset. It can be difficult for the lesser to agree to make changes to the asset once the contract has been signed, such as upgrades etc. The lessee will have to pay or have to spend a lot of time renegotiating if for some reason his needs change. This is in fact a part of the issue known as the “hold up problem” where one party can try to extract extra benefit from the other because the “held up” party loses too much if he does not agree. In cases where this is potentially a problem: a loan is much more preferable if the cost of lost power to decide how to use the asset itself is too high.

Most of the asymmetric information benefits of leasing have already been touched on in the cost advantage section. Particularly, in direct leasing there can be large asymmetric information situation. The lessor may be in a better position to deal with the risks because of the large volumes leased or sold gives them better information about the true costs. The lessor may also have access to an existing customer standard already for the used products. This will lead to a reduction in costs for disposal and perhaps getting a higher price. This would be especially true where the lessor could do some sort of restoration work and increase the value of the asset. Their core competencies would also give them the capacity to service and maintain the assets better than others. With these factors combined, leasing is a more attractive option than purchasing for many firms.

These are the transaction costs/ asymmetries of information for leasing:

· Can be expensive.

· Lessee loses complete control over the asset.

· Lessor has economies of scale and better information.

8. Securitization

Securitization involves the packaging of designated pools of assets, for example, loans and receivables and the underwriting and sale of these packages to investors in the form of tradable securities. The underlying assets and their associated income streams are used as the backing or collateral for the security. The securities are therefore; separate from the company, which originated them, for example, the bank that issued the mortgage etc. Securitization is therefore defined as, the process through which illiquid assets can be transformed into a more liquid, manageable form. 

The process follows these general steps – 

1. A group of similar assets are placed together in a pool. 

2. These assets are then placed in a trust to allow the payments to pass through the trust to investors without taxation. 

3. In order to get a good credit rating and reduce the risk premium on the open market, some sort of credit enhancement takes place. Typically, this is in the form of having a triple A rated insurer guarantying the payments so that the credit risk of the securities is eliminated. 

4. The trust then issues securities divided up into different payout structures or “tranches” to the public who can then buy those “tranches” that meet their investment needs.

For the investor securitization gives a broader range of investment opportunities. Firstly, asset-backed securities usually offer a yield premium over conventional debt instruments with comparable rating. Secondly, asset-backed securities also offer a greater level of protection from event risk and rating downgrade due to their multiple layers of credit enhancement. It provides investors with the opportunity to participate in a particular market without creating a large infrastructure to lend directly to individual borrowers. Securitization provides lenders with an alternative to traditional on balance sheet lending. It allows lenders to free up cash and to expand the volume of their business without a corresponding increase in equity capital. This process generates off balance sheet income since the originator retains part of the net margin on the securitized assets in the form of servicing fees, which boost overall profitability and increases return on equity.

Securitization has the following three characteristics:

· Pools similar assets together.

· Removes credit risk through credit enhancement.

· Investors invest in the assets themselves not the company.

(i) Cost Advantages

There are three major cost advantages of securitization. Firstly, a large part of investors’ required rate of return is compensation for risk. The investor must additionally, do sufficient research to adequately assess the risk or else he will have to add to his risk premium. Securitization overcomes both these problems. The credit rating itself allows a potential investor to immediately assess the potential risk reducing his information costs. A triple A rating eliminates most of the uncertainty premium as well.

Secondly, a company, which does not have the highest credit rating, can improve it with the one it receives on the securitized assets. Securitization, as described above, repackages their assets and sells them off in a format that achieves a higher rating. Through this improvement in the credit rating the firm will directly reduce its cost of capital and therefore, experience a true economic gain.

Lastly, for financial institutions, which have capital adequacy requirements securitization presents perhaps the most benefits. The equity required to meet the required amounts is expensive. The OBSF nature of securitization means that the financial institution will still receive revenue from the repacked and sold off assets but does not have to have the equity. This reduction in equity reduces their overall cost of capital and improves their returns. The capital that was tied up supporting those assets can now be used for new opportunities.

The cost advantages of securitization are:

· Reduces asymmetric information costs.

· Can reduce credit cost.

· Avoid capital adequacy requirements.

(ii) Management Options

The market’s perception of a firm is a very important consideration for how much capital can be raised. If the market’s perception changes, a company can find itself in a position where they can no longer raise the funds they need from existing sources at a reasonable cost. Securitization can get around these problems by opening up an additional route to capital. Illiquid assets can be securitized and new capital can be raised. While the market may not be positive to the firm, they may have no concern about the assets in the pool specifically, due to the credit enhancement.

(iii) Financial Risks

The financial risks of securitization depend on the type of asset to be securitized. The liquidity risk for current assets will be reduced as the funds will be received upfront for any invoices. For fixed assets it is a little trickier. For a firm trying to sell off and then lease back its assets, it will get the upfront payment, which could reduce a short-term liquidity need. However, there will then be the lease payments that have to be made thereafter and that could increase liquidity concerns if the payment is larger than what was previously required, for example, if the asset such as a building was owned outright. For financial firms it would depend on how the securitization was structured and who would step in and make the necessary payments if the funds were late.

The credit risk is not applicable for fixed assets. For current assets such as receivables the credit enhancement has already eliminated the risk to the end purchasers. For the firm it depends on the method of credit enhancement.

Most securitizations are fixed rate and therefore there is no explicit interest rate risk, as payments are known with certainty. 

Capital risk is not really an issue as for the investor there is no credit risk so the firms capital situation becomes irrelevant. However, other creditors can see the transformation of the illiquid asset to cash as reducing their risk.

These are the impacts of the risks:

· The liquidity risk goes down.

· The credit risk depends on the credit enhancement method.

· The interest rate risk depends on fixed or floating payments.

· The capital risk is irrelevant.

(iv) Transaction costs/ Asymmetric information

Since the cost of securitization is considerable, the process requires large amounts of development work in advance of an issue and large up front expenses. There are many costs to consider, the legal, the credit enhancement costs, the credit rating costs, etc. Therefore, only very large investments are really suitable. For smaller ones, securitization is generally appropriate only where the originator can recover its investment costs through a continuous program of issues over a long period. 

As described in the cost advantage section investors have to make judgments as to the suitability and risk of various investments. This has a cost because for most industries it takes a large amount of time and effort to properly assess these questions. Through the credit enhancement structure and rating structure the firm undertakes these tasks. The costs are paid out only once and the market then has a very clear idea about the instrument and the costs are eliminated. The individual investors can then eliminate the credit risk element and can focus on the other risks such as interest rate and liquidity risks. The set up costs for an issue are quite large and reflect the fact that gathering this information and providing the enhancement are quite expensive. It is therefore most efficient to have the asymmetric information issue dealt with only once.

The highlights of transaction costs/ asymmetries of information are:

· Large set up costs.

· Eliminates credit risk for investors.

· Eliminates investors’ information costs.

9. Outsourcing

Outsourcing is the selling off of one section including its personal and production equipment that the company handled itself to an outside firm. The company then contracts another to make the product or perform the service but to their own specifications. There are a number of advantages to outsourcing, but of course also some disadvantages. Outsourcing is considered a means of financing because this product or service has to be made internally otherwise.

It is however characterized by:

· A transfer of a product or service responsibility, to another firm.

(i) Cost Advantages

If the firm through outsourcing can reduce the cost of the product or service then it has a clear cost advantage. If their counter party has much better expertise, then they should presumably be able to charge less. This will be very likely to be true if the firm outsourcing the product service could not take advantage of economies of scale and the new one can. This can be seen in a situation where there are continual upgrades required but the firm using the outsourced product only has to pay a fraction of that cost, if the outsourcing firm spreads it over many clients. The full cost would have to have been paid internally. 

The primary cost advantage outsourcing can provide is:

· Cost savings.

(ii) Management Options

The management options of outsourcing have been found to be the following. At first, through the contract the company will know their costs in advance. This makes it easier to plan and gives them greater control over expenses. The end result is that management has a better idea about their cash needs. Additionally, the risks of that asset are transferred to the new owner.

They can also, first get money upfront for the sale of the assets in question from the outsourcing firm. Secondly, they no longer have to absorb all the costs upfront. The firm will have a regular fee plus some sort of usage arrangement which means that payments can better reflect their revenues streams if set up properly.

There are four main management options from outsourcing:

· Better control over expenses over the short term.

· Pay in smaller sections, not everything from the beginning.

· Transfer of unwanted risk.

· Reduction in personnel.

(iii) Financial Risks

The liquidity risk will change depending on how the payments structure has changed. It will depend on how payments were made to the creditors when the product or service was produced internally as compared to how payments now have to be made to the supplier of that product or service.

The credit risk remains. The customers that use that product or service are still the same and it has not been transferred. There is no credit risk from products or services used internally. 

The interest rate risk has been transferred to the new provider. This can be a real benefit if the firm was highly leveraged and they were finding the interest payments too excessive relative to the benefit.

The capital risk is now borne by the new supplier. Existing suppliers now have their own risk spread out amongst one more party, diluting it. Finally, any cash gained from the sale becomes an asset, which can be used to pay creditors.

These are the changes in the risks:

· The interest and capital risks are now the new supplier’s risks.

· Liquidity risk may change depending on the situation.

(iv) Transaction Costs/ Asymmetric information

The following are the highlights:

· Negative impact on personnel.

· Post contractual problems may arise.

· Potentially expensive.

· Improved service through a specialized provider.

10. Special Purpose Entities (SPEs)
The key aspects of special purpose entities are described below. It consists of setting up a separate entity where both costs and revenues beyond the initial cost are born and received by the entity exclusively. It, in effect becomes its own separate from the sponsor (company or companies which originate it and can be considered as a type of outsourcing). The entity then has the advantage of being entirely assessed on its own merits and being freed of the parent corporation’s credit situation. The sponsor usually involves other parties who can bring benefits to the entity, benefits such as, a better credit rating, knowledge etc. It is important to note that failure of either the sponsors or the created entity itself does not affect the other. It gives investors, the choice to invest in the entity itself even if they might not have invested in the sponsor. Conversely, investors in the sponsor do not have to reconsider their investment in the whole company because of the risks in the venture. Normally, a firm would use this type of set up to either limit its liability and or to get funding for a project which it cannot otherwise get at a reasonable price. The limited liability is conditional on the sponsors ensuring that the project comes to completion otherwise they will have to reimburse creditors for the full amount. 

Special purpose entities have the following key features:

· Limited liability of sponsors (must complete project).

· Separate entity from sponsors.

· Can get financing and at a low cost.

· Risk is transferred to other parties better able to deal with it.

(i) Cost Advantages

The credit assessment is made of the venture itself. Therefore, the credit worthiness of the sponsor or his capacity to bear all the risks himself is removed from the equation and this can lower the financing charge. On the flip side, lenders may view the project as exceptionally risky and may want to charge a higher price in the absence of some other information. Commitments made in terms of the amount of output to be purchased and at what price can give lenders the types of assurances they are looking for. Risk can also be transferred to the party best able to deal with it. By bringing in other sponsors and sharing the risk no one company bears all the costs of financing and failure.

The cost advantages of special purpose entities are:

· Credit costs can be lowered.

· Risk can be transferred to parties best able to deal with it.

(ii) Management Options

A big plus of the special purpose entity is that a firm will not be brought down by the failure of the project because it is a separate entity. In especially large projects with large capital commitments it may simply be beyond the sponsor’s ability to deal with the risk and the project needs additional partners to reach completion. As it is separate it will not affect the firm’s capital structure. Yet, the income from the entity will still register on the company’s balance sheet. Here it needs to be stressed that; the firm must have enough resources to see the endeavor to completion. Otherwise, its portion of the debt financing will have to be paid off, a risk it was trying to avoid in the first place.

The firm can focus on only those areas that are specific to its knowledge or competence. Many projects will require a number of different competencies, allowing the parties to bring their own strengths together. For example, an engineering firm might propose a cogeneration power facility. Co-generation refers to using an existing facility’s excess heat to generate power. The engineering firm does not want or need to own the asset. Therefore, it would need to find a firm that used a lot of fuel generating heat, where much of the heat is wasted and could be used for power generation. The engineering firm then enters into an agreement with a local electric utility to sell the power it generates for a fixed price. The end result being that the engineering firm gains revenue from designing and building the co-generating capacity. The utility has more capacity coming online for a relatively low price and the original generator of the heat sees revenues from the sale of what was before a waste product.

The management options to the firm are:

· Limits liability of firm.

· Allows firm to focus on core competencies.

· Gain/gives access to others/own core competencies.

(iii) Financial Risks

Special purpose entity is designed to eliminate the entire business risk from the firm including the financial risks. The firm must only ensure that enough funds are available to complete the project otherwise they along with the other equity sponsors will have to pay back debt holders.

In short:

· Risks are eliminated.

(iv) Transaction Costs/Asymmetric Information

The transactions costs for this type of financing are potentially large. Firstly, there is a large legal expense in order to ensure that rights and obligations are clearly defined. There is likely to be a large lead-time required specifically in terms of finding suitable partners. The company is also limiting its potential gains from the project itself, as it might have to be shared amongst many others. (This is minimized through high debt structures) Also, the issue of allowing others access to the company’s core competencies and how they are reached also has far reaching implications and should not be taken lightly. It should primarily be considered when the risks to the company posed by the project are great.

Special purpose entities allow for the asymmetric information issue to be handled well. It allows the firm to isolate itself from unknown risks in new businesses or markets where the prospects might be unknown. It also allows for the inclusion of partners, who have the knowhow, resources and expertise necessary to bring the project to fruition. Through this exchange the uncertainty and risk that it brings can be reduced to an acceptable level.

The following are the key features of transaction costs/ asymmetries of information for special purpose entities:

· Large legal costs.

· Benefits must be shared.

· Gains and gives access to partners, knowledge and capital.

11. Summary of the financial instruments

It can be seen that each of the different financing instruments has different advantages. These advantages can lead to costs savings, new management options, risk transfer and solving information problems. What has been found is that each of these instruments will bring some degree of value. Every company has a different situation and is looking for different sources of value and therefore the choice of instrument will depend on that. 

Special purpose entities and the process of securitization as means of off-balance sheet financing have been getting increased attention recently especially after the ‘Enron fiasco’ and the subprime crisis. The Enron case will be first looked into in detail followed by Bear Stearns two hedge funds which became a template to the subprime crisis.
12. Case 1 – Demise of Enron

Enron – A background

Houston Natural Gas and Omaha-based Inter-North merged to form Enron in July 1985. An energy economist named Kenneth Lay became chairman and chief executive. Enron expanded itself into the business of brokering and trading electricity and other energy commodities with the deregulation of the energy markets and in particular the electrical power markets.
Enron invested time and money in lobbying Congress and state legislatures for access to what traditionally had been publicly provided utility markets. Some of Enron’s top executives became frequently named corporate political patrons of the Republican Party. According to the Center for Responsive Politics, between 1989 and 2001, Enron contributed nearly $6 million to federal parties and candidates. It needed the federal government to allow it to sell energy and other commodities.

It attracted a large number of customers as it was among the first energy companies to trade through the internet, offering a free service. But while it boasted about the value of products that it bought and sold online – as much as $800 billion in just two years – the company continued to be silent about whether these trading operations were actually making any money. It is about this time, it is widely believed that it began using sophisticated accounting techniques to keep its share price high, raise investment against its own assets and stock and maintain the impression of a highly successful company. Enron’s 2000 annual report reported global revenues of $100 billion. Income rose by 40% in three years!
 
Creative Accounting: Special purpose entities
Enron’s downfall came with the creation of partnerships with shell companies. These shell companies were run by Enron executives who profited richly from them. The process allowed Enron to keep hundreds of millions of dollars in debt off its books. The markets and the investors in general were kept in the dark of these arrangements. But once the analysts and financial journalists got the knowledge, investors started losing confidence in the company’s finances. As a result there was a run on the stock, lowered credit ratings and ultimately, insolvency.
How Enron used SPEs for off-balance sheet financing – 
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The above chart clearly explains how Enron used the SPEs, taking most of its debt off-balance sheet.

Merrill Lynch handled the sales pitch for one such vehicle, LJM2 Co-Investment. According to claims and counter claims filed in Delaware court hearings; many of the most prominent names in world finance – including Citigroup, JP Morgan Chase, Deutsche Bank, etc. were still involved in the partnership, directly or indirectly, when Enron filed for bankruptcy.

It appears that initially Enron was using these SPEs appropriately by placing non-energy related business into separate legal entities. The problem erupted when Enron tried to generate earnings by manipulating the capital structure of the SPEs and hide their losses. They did not have independent outside partners that prevented full disclosure and did not disclose the risks in their financial statements.

For a SPE to be created and operated there should be no inter-locking management – the management of the entity should not be the same as the parent company, in order to avoid conflicts of interest. The ownership percentage of the off balance sheet entity should be higher than 3% and the outside investors should not be controlled or affiliated with the parent. This was not the case at Enron’s SPE. In order to circumvent the outside ownership rules, it channeled money through a series of partnerships that appeared to be independent businesses, but which were controlled by its management. The scope and importance of these SPEs were not widely known among its investors, but gradually they became known to many Wall Street analysts. By the end of 1999, according to estimates, it had moved $27 billion of its total $60 billion in assets off-balance sheet.

The stages in Enron’s downfall can be summarized as
 – 

Stage 1: The Company leveraged itself through debt, which it used to grow its non-core wholesale energy operations and service business. Some of this debt was reportable on the company's balance sheet, and some was not (due to the creation of SPEs). No problem for the company, as long as the stock price held up.

Stage 2: The shareholders were mostly in the dark about the SPEs and high leverage. The news percolated slowly.

Stage 3: The stock price fell. When that happened, off-balance-sheet liabilities put pressure on debt agreements, and eventually led to credit downgrades.

Stage 3: The margins in this business are very thin and lower credit quality increased Enron's cost of borrowing to the point where the whole company fell into a liquidity trap.
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Movement of Enron’s share price (USD)
A chronology of the fall
:

20 Feb, 2001: A Fortune story calls Enron a highly impenetrable Co. that is piling on debt while keeping the Wall Street in dark.
14 Aug, 2001: Jeff Skilling resigns as chief executive, citing personal reasons. Kenneth Lay becomes chief executive once again.
12 Oct, 2001: Arthur Anderson, legal counsel, instructs workers who audit Enron’s books to destroy all but the most basic documents.
16 Oct, 2001: Enron reports a third quarter loss of $618 million.
24 Oct, 2001: CFO Andrew Fastow who ran some of the controversial SPEs gets replaced.
8 Nov, 2001: The Company took the highly unusual move of restating its profits for the past four years. It admits accounting errors, inflating income by $586 million since 1997. It effectively admits that it had inflated its profits by concealing debts in the ‘complicated partnership arrangements’.
2 Dec, 2001: Enron files for Chapter 11 bankruptcy protection and on the same day hit Dynegy Corp. with a $10 billion breach-of-contract lawsuit.
12 Dec, 2001: Anderson CEO Jo Berardino testifies that his firm discovered possible illegal acts committed by Enron.
9 Jan 2002: U.S. Justice Department launches criminal investigation.
Hence within three months Enron had gone from being a company claiming assets worth almost £62 billion to bankruptcy. Its share price collapsed from about $95 to below $1.

Role of Andersen:

Arthur Andersen – one of the world's five leading accounting firms - was the auditor to Enron. When the scandal broke, Andersen’s chief auditor for Enron, David Duncan, ordered the shredding of thousands of documents that might prove compromising. Arthur Andersen dismissed Mr. Duncan. CEO Mr. Berardino resigned at the end of March 2002.
Besides obstruction of justice, Andersen also got charged of improperly approving Enron's

off-balance sheet partnerships, called "special purpose entities", which the company used illicitly to hide losses from investors.

13. Case 2 – Bear Stearns’ hedge funds and the subprime crisis
When the subprime crisis began to unravel itself in late 2006, the global bond markets were stable. But when two Bear Stearns hedge funds collapsed in June 2007, the event sparked a global credit crisis. Subsequent events shed light on how these hedge funds and their managers became star players in the subprime bust. The revelations also show how other players in the mortgage market adopted the Bear funds’ tactics, collectively building a financing structure with of the hallmarks of a pyramid scheme.
The legal consequences of the mess are still unfolding. Securities regulators and federal prosecutors have stepped up their investigations into the two hedge funds, trying to probe the fuzzy math used to value the underlying assets, the aggressive sales pitches that portrayed the funds as safe and frequent trades with other Bear-managed portfolios. Investigators are trying to fathom why Ralph R Cioffi, the funds’ top manager, moved $2 million of his own $6 million investment in the hedge funds into another fund in early 2007. While he simultaneously tried to raise cash for the funds and sell them to Cerberus Capital Management. He also advised investors not to redeem their shares until the end of June 2007.
A CDO called KLIO 


It might be too soon to predict whether authorities will find any wrongdoing. But an analysis
 of confidential hedge fund reports and interviews with lawyers, investors, and securities experts reveals just how a pivotal role Cioffi’s funds played in the mortgage market’s dramatic rise, dizzying pick and disastrous fall.
The analysis shows Cioffi and his team developed a novel investment product to attract money market funds - a new class of investor to the mortgage market. Their innovation, a particularly aggressive form of collateralized debt obligation (CDO), became the building blocks of the industry’s push to keep growing for longer than it otherwise would have. After the ‘market turned’, it became clear that the ‘Cioffi money machine’ has contributed to much of the $10 billion-plus in write-downs that Citigroup and Bank of America revealed in November 2007. Fresh evidence
 also suggests that Cioffi’s team may have engaged in self-dealing by using the new CDOs to buy assets from the funds, artificially boosting returns. At the center of it all was the new breed of CDO pioneered by Cioffi and his team to tap into the $2 trillion universe of money-market accounts in which individuals and corporations stash their spare cash. Cioffi’s CDOs, initially branded “Klio Funding,” were entities that sold commercial paper and other short-term debt to buy higher yielding, longer-term securities.

The Klios were a win-win proposition for money-market funds. They paid a higher interest rate than the usual short-term debt. And investors didn’t need to worry about the risky assets the Klios owned because Citigroup had agreed to refund their initial stake plus interest, through what’s known as a “liquidity put,” if the market soured. Cioffi engineered three such deals in 2004 and 2005, raising $10 billion in all.

What did Citigroup get for guaranteeing the Klios? For one thing, fees. The Klios were also a ready buyer of Citigroup’s own stash of mortgage-backed securities and other debt. Citigroup probably never imagined it would have to make good on those guarantees because the underlying assets had the highest credit ratings.
Cioffi used the money from each deal to purchase billions in mortgage-backed securities and pieces of other CDOs for his three Klios. He bought many of the assets directly from the two Bear hedge funds he managed. The move also supplied the hedge funds with cash. 

A pyramid structure


The Klios had another powerful feature: They allowed the Bear funds to lock in longer-term financing. Typically, hedge funds borrow for short periods of time, usually just days or weeks. Under the terms of the Klio deals, Cioffi could use the money for at least a year without having to worry that it would disappear overnight if the market got volatile. He discussed that advantage in an April 25, 2006 call with hedge fund investors, boasting that the funding wasn’t subject to market fluctuations.

The Klio structure spread rapidly as other hedge funds, CDO managers, and banks, including Barclays, Bank of America, and Société Générale, followed Cioffi’s lead. From 2004 through 2007, Wall Street raised some $100 billion through these innovative CDOs, essentially creating a whole new way for the industry to finance risky subprime loans. That success, in turn, inspired copycat products such as structured investment vehicles, which also sold short-term debt. At their peak, in February, 2007, SIV assets hit $300 billion. Barclays announced on Nov 15, losses from CDO investments that it had been forced to take on its books. Around the same time, a Société Générale spokesman said it has transferred all of its risk to a large, global financial institution. 


In hindsight, CDOs and SIVs served as a foundation for a pyramid-like structure that Yale University economist Robert J Shiller says occasionally arises from bull markets. As new investors arrive to the party, they bid up prices, boosting returns for those who got in earlier. The big gains attract more investors, and the cycle continues — as long as the players don’t try to take out their money ‘en masse’.

The mortgage-market system played out much the same way. The new type of CDO lured a different tier of investors: money-market funds. The flood of fresh money made it even cheaper and easier for buyers to get mortgages. That, in turn, drove up home prices, holding off defaults and foreclosures. The process enriched the people who bought earlier in the boom and triggered more speculation.


A fatal relationship

The complexity of the Klios and their ilk only encouraged lax lending practices by putting too much distance between the borrowers and the ultimate holders of their debt. Since the Klios offered a refund policy, money-market managers didn’t have to worry about whether home buyers would pay back their loans. Their investments were protected even if the owners eventually defaulted on their mortgages.

Indeed, as the bubble inflated, there was little incentive for the array of middlemen collecting fees — mortgage brokers, real estate appraisers, bankers, money managers, and others — to do the proper checks. The oversight in all likelihood contributed to the rampant fraud on some underlying loans, says S. Kenneth Leech, chief investment officer of bond-investing firm Western Asset Management. “Nobody wanted to take the punch bowl away from the party,” adds Charles Calomiris, a professor at Columbia Business School
. “They were all making fees.” Now investigators are trying to determine whether Cioffi and his team crossed legal lines. The Klios provided the Bear hedge funds with a ready, in-house trading partner. Their financial reports, which were reviewed by BusinessWeek, show many months in which the Cioffi-managed Klios traded only with the Cioffi-managed Bear funds. For example, in April, 2006, one Klio CDO bought $114 million worth of securities from one of the Bear funds. Such trades, says Steven B. Caruso, an attorney who represents several Bear hedge fund investors, may be “indicative of an incestuous, self-serving relationship that appears to have been designed to establish a false marketplace.” If that’s why the trades were made, the maneuvers could have falsely boosted the hedge funds’ returns — and the fees Cioffi and his team collected. 

Is this the end of an era?


Amid the market turmoil earlier this spring, Cioffi hoped the Klios would work their magic once again. In April, as losses at the funds began mounting, Cioffi set up another CDO, ‘High Grade Structured Credit CDO 2007-1’, which issued short-term paper and offered investors a money-back guarantee from Bank of America. Cioffi had raised nearly $4 billion by late May, making it the biggest CDO of the year
.

Just as before, Cioffi used the money to buy assets from the hedge funds, perhaps to prop up the portfolios, which by then were on the brink of collapse. In an April, 2007 conference call with the hedge funds’ investors, Cioffi said the new CDO was part of his plan “to get the funds back on track to generate positive returns.” It didn’t work. Just weeks after the deal for the CDO closed, the Bear funds imploded, wiping out $1.6 billion of investors’ money.

By autumn the practice of using CDOs to raise cash was dead. Money-market funds had stopped buying the short-term debt, and the credit markets were frozen. That forced Citigroup and Bank of America to make good on their guarantees to investors in Cioffi’s CDOs, triggering big losses at the two banks.

The global markets are dealing with the consequences: The tab from the mortgage mess could run up to $500 billion, and central bankers are struggling to stave off recession. As investigators sort through the wreckage, the records of Bear Stearns’ doomed hedge funds are turning out to be some of the most revealing in an era of financial folly.

From CDO to Credit Crunch

The Bear Stearns hedge funds became central players in the mortgage mess. Here's how: 

· Bear Stearns raised $14 billion from four deals and attracted a new class of investors: money market funds.

· The funds' managers developed a CDO that sold short-term debt, giving buyers a guarantee from banks

· Its innovative CDO sparked copycats, including structured investment vehicles, many of which have blown up

· When the Bear funds imploded, investors stopped buying CDO debt, forcing banks to make good on refunds

· Such investments collected $400 billion and bought subprime securities, pumping up the real estate market

14. Conclusion
Off-balance sheet does bring value to the firm. The cost of capital can be lowered through off balance sheet financing. This means that many projects that might not have otherwise proceeded can now be carried out. It can be lowered by taking advantage of risk sharing, market imperfections, better information and gains through trade that are made available by the different instruments.

Access to capital can definitely be gained through off balance sheet financing, as was seen with Enron. The result is that firms can either proceed with projects they otherwise could not or they can solve more immediate problems with credit rationing. Access to capital can be gained by the bringing in partners, separating the risk of firm from that capital and solving information discrepancies.

A firm can also focus on its core businesses through the use of an off balance sheet financing solution. Those areas of business, which are necessary but not something the firm wishes to focus on, can be eliminated (by the creation of SPEs). Access to other parties’ competence in an area can be gained by using some of the instruments presented.

Risks that the firm does not wish to bear can be transferred away from the company. The risks that may be too large, too expensive or too difficult to assess and deal with internally can be removed from the company. They can be reduced or transferred by changing the situation that creates them, by finding better ways to deal with them and by finding someone else to bear them.

But these instruments have to be used with utmost care and ensured that value depletion is not happening in the process of creating value. As was seen with both the case studies presented, the management had a crucial role to play in the failure of complex financial instruments. Many a times, personal greed and gratification come in the way of the firms’ benefits.

15. Scope for further research

The two case studies presented did bring out in detail the pitfalls of excess leverage in the instruments like Special purpose entities (SPEs) and securitization, there is enough scope for the other instruments to be explored in detail. The demerits the other popular instruments of OBSF and how they can erode value needs to be looked into with examples.
The purpose of presenting the Enron and Bear Stearns cases was in no way to discourage OBSF and show the instruments in bad light. The purpose of this paper is to highlight the main objective of OBSF – value for the shareholders. Till the time the instruments are used cautiously and with diligence they do bring value, but when milked too much – value erosion takes place; so much so that a firm can go bankrupt!

16. References – 
· Books

· Corporate Finance – Aswath Damodaran

· Investment Valuation – Aswath Damodaran

· Financial Management – Brealey & Myers

· Introduction to Financial Management – Brigham and Houston
· Newspapers and Journals

· The Financial Times

· The Economic Times

· The BusinessWeek

· The Business World

· The Mckinsey Quarterly

· Research Paper – “Off-balance sheet financing – what value does it bring to the firm?” by

                             Michael Leigh and Lena Olveren

· Websites

· www.investopedia.com
· www.wikipedia.com
· http://specials.ft.com/enron/FT3LTT9G2XC.html
· http://www.time.com/time/business/article/0,8599,193520,00.html
· http://www.federatedinvestors.com/commentaries/equity/01-11-30_madden.asp
� Information as gathered from multiple sources in the internet


� � HYPERLINK "http://specials.ft.com/enron/FT3LTT9G2XC.html" �http://specials.ft.com/enron/FT3LTT9G2XC.html�,      � HYPERLINK "http://www.time.com/time/business/article/0,8599,193520,00.html" �http://www.time.com/time/business/article/0,8599,193520,00.html�


� � HYPERLINK "http://www.federatedinvestors.com/commentaries/equity/01-11-30_madden.asp" �http://www.federatedinvestors.com/commentaries/equity/01-11-30_madden.asp�








� Analysis done by BusinessWeek


� According to Economic Times


� From the Economic Times


� According to Thomson Financial (TOC)


� Figures and statistics from BusinessWeek





23

