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Abstract 

Summary of the Study (as of 2015) 

The study titled “A Study of Credit Enhancement Mechanisms and Their Role in Strengthening the Indian 

Debt Market” explores the evolution, application, and policy relevance of credit enhancement tools in 

India up to the year 2014. The research underscores how credit enhancement, through partial 

guarantees, over-collateralization, and third-party support, emerged as a critical mechanism to improve 

investor confidence, deepen the corporate bond market, and mobilize long-term capital for 

infrastructure and industrial development. Beginning with the context of India’s underdeveloped debt 

market, dominated by government securities and characterized by limited corporate bond activity, the 

paper traces the gradual policy focus on broadening access to credit markets. It highlights that despite 

India’s large savings pool, weak credit perception and limited market liquidity restricted corporate 

issuers from efficiently tapping the bond market. The introduction of Partial Credit Enhancement 

(PCE) by the Reserve Bank of India in 2012 and subsequent reforms by SEBI and the Ministry of 

Finance marked an important step toward risk-sharing and institutional participation. The conceptual 

framework defines credit enhancement as a mechanism that raises the credit profile of a bond without 

altering its fundamental cash flows. It differentiates between internal and external enhancement 

techniques, ranging from tranching and reserve funds to guarantees and insurance, and situates these 

within the broader theory of credit risk management. The Indian experience, as analyzed in the study, 

reveals that while a few infrastructure and corporate bonds, such as those by L&T Infrastructure 

Finance and IRFC, successfully employed credit enhancement, the overall penetration of such 

instruments remained limited due to capital constraints among banks, regulatory uncertainties, and the 

nascent secondary market. Empirical findings indicate that the use of credit enhancement improved 

credit ratings, reduced borrowing costs, and attracted long-term investors such as pension funds and 

insurance companies. However, by 2014, only a small number of issues had benefited from these 

instruments, primarily in the infrastructure sector. The paper concludes that credit enhancement has 

strong potential to strengthen India’s debt market by bridging the gap between investor caution and 

issuer risk profiles. It recommends expanding institutional capacity for guarantees, promoting 

transparent rating practices, encouraging securitization and tranching, and harmonizing regulatory 

policies. As of 2015, the study views credit enhancement not as a short-term market innovation, but as 

a long-term structural tool essential for transforming India’s debt market into a robust channel for 

infrastructure and corporate financing. 
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1. Introduction 

1.1 Background of the Study 

1.1.1 Evolution of the Indian Debt Market 

The Indian debt market has undergone a gradual yet significant transformation since the early 1990s, 

evolving from a predominantly government securities market into a more diversified segment that 

includes corporate bonds, debentures, and structured debt instruments. Historically, the debt market 

in India has been overshadowed by the equity market, both in terms of volume and investor 

participation. The post-liberalization period marked the beginning of several regulatory and 

institutional reforms aimed at improving transparency, efficiency, and liquidity in debt instruments. 

While the government securities (G-Sec) market achieved considerable depth through active 

participation by banks and institutional investors, the corporate debt market continued to remain 

underdeveloped. As of 2014, corporate bonds accounted for less than 5% of GDP, compared to over 30–

40% in developed economies. Limited secondary market liquidity, lack of standardization, and risk 

aversion among investors constrained the sector’s growth. This imbalance underscored the urgent need 

to develop a strong credit enhancement framework that could instil confidence among investors and 

broaden the investor base. 

1.1.2 Importance of Creditworthiness in Capital Mobilization 

Creditworthiness is central to any debt instrument, as it directly influences an issuer’s ability to raise 

funds at favourable rates. In emerging economies like India, where market participants often perceive 

higher risk, ensuring investor confidence through robust credit evaluation mechanisms becomes 

critical. The credit rating of an issuer or issue determines borrowing costs, investment appetite, and 

overall market liquidity. 

However, several infrastructure and corporate entities in India face structural constraints—such as 

high leverage, project delays, and uneven cash flows—that result in sub-investment-grade ratings. 

Consequently, many potentially viable projects fail to access long-term finance at reasonable costs. This 

scenario has elevated the role of credit enhancement as an innovative solution to mitigate default risk 

and improve the perceived quality of issuances. Through guarantees, insurance, and tranching 

mechanisms, credit enhancement bridges the gap between issuers with moderate ratings and investors 

seeking higher-rated securities. 

1.1.3 Emergence of Credit Enhancement as a Risk-Mitigation Tool 

The concept of credit enhancement emerged globally as a mechanism to reduce credit risk and attract 

broader investor participation in debt securities. It involves improving the credit profile of a borrower 

or instrument through internal or external support, thereby lowering default risk and enhancing credit 

ratings. In the Indian context, the idea gained policy attention during the late 2000s when the need for 

infrastructure financing surged and banks faced exposure limits. 

Recognizing this, the Reserve Bank of India (RBI) and Ministry of Finance began exploring structured 

mechanisms—such as Partial Credit Enhancement (PCE)—to enable banks and specialized financial 

institutions to provide limited guarantees for corporate bonds. By 2012, the RBI permitted banks to 

offer partial credit enhancement to corporate bond issues, marking a significant step toward integrating 

global best practices in India’s financial architecture. These developments positioned credit 

enhancement as a vital component in deepening the corporate bond market and facilitating 

infrastructure development. 

1.2 Rationale of the Study 

1.2.1 Need for Strengthening the Corporate Bond Market in India 

India’s economic expansion during the 2000s placed enormous pressure on infrastructure and 

industrial financing. With banks facing asset-liability mismatches and exposure ceilings, the corporate 

bond market was expected to emerge as an alternate funding source. Yet, despite consistent reforms, 

the market remained shallow. Investors, particularly pension funds and insurance companies, were 

reluctant to invest in lower-rated instruments due to the perceived credit risk and absence of adequate 

guarantees. 

Credit enhancement mechanisms provided an institutional solution to this problem. By improving 

credit ratings through structured guarantees and partial risk-sharing, issuers could access long-term 

funds at reduced interest rates. Moreover, the development of a robust credit enhancement ecosystem 
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was viewed as essential for channelling domestic savings into productive investments, particularly in 

infrastructure, power, and transport sectors. 

 

 

1.2.2 Limited Investor Confidence and the Role of Guarantees 

Investor confidence in the Indian corporate bond market up to 2014 remained constrained by concerns 

over credit quality, inadequate disclosure standards, and limited secondary market trading. 

Institutional investors sought higher-rated instruments, typically ‘AA’ or above, leaving mid-tier issuers 

with limited access to capital markets. Credit enhancement mechanisms, particularly partial credit 

guarantees, emerged as effective tools to bridge this gap. 

By offering a contingent financial backstop, these guarantees reduced perceived default risk and 

encouraged participation from conservative investors such as insurance companies and provident 

funds. Notably, credit enhancement also aligned with the broader objective of financial inclusion within 

capital markets, by enabling mid-sized corporates and infrastructure entities to raise funds 

independently of traditional banking channels. 

1.2.3 Policy Reforms Leading up to 2014 (RBI, SEBI, and Ministry of Finance Initiatives) 

Several policy measures between 2008 and 2014 laid the foundation for the growth of credit 

enhancement in India. The RBI’s 2012 circular allowing banks to provide partial credit enhancement 

for corporate bonds up to 20% of the issue size was a milestone reform. This initiative aimed to 

encourage institutional participation and promote a risk-sharing culture between banks and 

bondholders. 

Simultaneously, the Securities and Exchange Board of India (SEBI) undertook reforms to improve 

transparency in bond issuance, streamline listing procedures, and facilitate trading through electronic 

platforms. The Ministry of Finance, through the establishment of the India Infrastructure Finance 

Company Limited (IIFCL) and the Credit Guarantee Fund Trust for Infrastructure (CGFTI), further 

emphasized the need for credit enhancement as a policy instrument. By 2014, these coordinated 

initiatives reflected a growing consensus that credit enhancement could be a game-changer in 

strengthening India’s long-term debt market. 

1.3 Objectives of the Study 

The study has been undertaken with the following specific objectives: 

1.3.1 To understand the concept and mechanisms of credit enhancement as applied to financial 

instruments and debt issuances. 

1.3.2 To analyze the role of both partial and full credit enhancement mechanisms in India and their 

impact on risk perception and market participation. 

1.3.3 To evaluate the effectiveness of credit enhancement in improving the depth, liquidity, and investor 

base of the Indian bond market up to the year 2014. 

1.3.4 To assess the relevance of policy initiatives and institutional frameworks introduced by the RBI, 

SEBI, and the Ministry of Finance, and to provide suggestions for strengthening the system as of 2015. 

1.4 Scope and Limitations 

1.4.1 Period of Study: Up to 2014 

The present study covers the period up to 2014, incorporating data, policy circulars, and market 

developments available until that year. This temporal boundary ensures a historical and policy-

consistent analysis of credit enhancement mechanisms as they evolved before 2015. 

1.4.2 Focus on India’s Corporate and Infrastructure Bond Market 

The study primarily focuses on the Indian corporate bond market, with particular emphasis on 

infrastructure financing instruments that have utilized partial or full credit enhancement. Government 

securities are excluded, except where relevant for contextual comparison. The analysis covers the role 

of institutional players such as banks, IIFCL, and multilateral agencies in supporting enhanced bond 

issuances. 

1.4.3 Limitations due to Evolving Regulatory Framework and Limited Disclosure Data 

As credit enhancement was a relatively new policy innovation in India during the early 2010s, 

comprehensive data on its performance, pricing, and risk outcomes remain limited. Regulatory 

guidelines and frameworks were also in a state of evolution up to 2014, which restricts the ability to 
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assess long-term impacts conclusively. The study, therefore, relies on secondary data, policy documents, 

and selected case analyses to infer trends and implications. The introductory section establishes the 

context, need, and objectives of analyzing credit enhancement mechanisms as a crucial instrument for 

deepening the Indian debt market. As India entered 2015, these mechanisms represented a promising 

avenue for bridging financing gaps, strengthening investor confidence, and promoting a more resilient 

financial architecture. 

 

2. Conceptual Framework 

2.1 Meaning and Definition of Credit Enhancement 

Credit enhancement refers to any method or arrangement designed to improve the credit profile of a 

borrower, debt instrument, or structured finance product, thereby reducing the risk of default for 

investors and enhancing the attractiveness of the security in the market. It serves as a risk mitigation 

tool, enabling issuers with lower or moderate credit ratings to access capital markets under more 

favourable terms. 

In simple terms, credit enhancement ensures that the expected cash flows from a bond or loan are more 

secure and predictable, allowing investors to view the instrument as less risky. This perceived reduction 

in risk is reflected in improved credit ratings, reduced borrowing costs, and broader investor 

participation. 

2.1.1 Theoretical Basis: Credit Risk and Market Confidence 

From a theoretical standpoint, the concept of credit enhancement is rooted in credit risk theory, which 

examines the probability of default and potential loss given default. Investors in debt instruments price 

securities based on expected risk-adjusted returns. A borrower or issuer with higher credit risk must 

compensate investors through higher yields, which increases the cost of capital. 

Credit enhancement intervenes in this process by shifting or redistributing risk, either internally within 

a financial structure or externally through a third-party guarantee. This reduces the perceived credit 

risk, thereby narrowing the yield spread and improving access to funds. Furthermore, it strengthens 

market confidence, a key determinant of liquidity and stability in the debt market. 

In economies like India, where risk aversion among investors has historically been high, credit 

enhancement becomes a powerful mechanism to restore confidence and mobilize long-term resources, 

particularly in infrastructure and corporate bond markets that require large capital commitments and 

extended repayment horizons. 

2.1.2 Difference between Credit Enhancement and Credit Rating Improvement 

Although often used interchangeably, credit enhancement and credit rating improvement are 

conceptually distinct. Credit rating improvement may result from a borrower’s intrinsic financial 

strength, such as reduced leverage, improved profitability, or better governance, leading to an upward 

revision by a credit rating agency. 

Credit enhancement, on the other hand, represents an external or structural improvement in the credit 

profile, independent of the issuer’s core balance sheet strength. It involves the introduction of additional 

safeguards, such as collateral, guarantees, or subordinated structures, that artificially elevate the 

creditworthiness of a financial instrument. 

For example, a corporate bond rated BBB could be re-rated as A or AA after a partial credit guarantee 

from a reputed institution. The improvement is not due to the issuer’s own performance but to the risk 

mitigation provided by the enhancer. Thus, while a strong credit rating reflects inherent financial 

soundness, a credit-enhanced rating reflects both intrinsic credit quality and external support 

mechanisms. 

2.2 Types of Credit Enhancement 

Credit enhancement mechanisms are broadly categorized into internal and external forms. Internal 

credit enhancement involves measures embedded within the structure of the financial product itself, 

while external credit enhancement relies on guarantees or support from third parties. 

2.2.1 Internal Credit Enhancement 

Internal mechanisms are structural safeguards designed to absorb potential losses before they impact 

senior investors. These are commonly used in securitized debt instruments or structured finance 

products. 
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(a) Subordination or Tranching: 

In this technique, the debt issue is divided into multiple tranches, senior, mezzanine, and junior, based 

on priority of payment. The junior tranches absorb losses first, providing a cushion to senior tranches. 

This hierarchical structure enhances the perceived safety of senior securities, enabling them to receive 

higher credit ratings and lower yields. 

(b) Over-Collateralization: 

Over-collateralization involves maintaining collateral whose value exceeds the principal amount of the 

debt issued. For example, an asset-backed security worth ₹100 crore may be supported by underlying 

assets worth ₹120 crore. The excess collateral provides additional protection against defaults or value 

deterioration of the underlying assets. 

(c) Reserve Funds and Excess Spread: 

Reserve funds are cash accounts set aside from issue proceeds or ongoing cash flows to cover future 

shortfalls in interest or principal payments. The “excess spread”, the difference between income from 

underlying assets and payments due to investors ,  is often accumulated in these reserves to ensure 

payment continuity even under stress conditions. 

These internal enhancements are widely employed in securitization transactions and structured bond 

issues to ensure predictable returns and higher credit ratings. 

2.2.2 External Credit Enhancement 

External credit enhancement involves third-party intervention to provide a financial backstop against 

default. This external assurance can take various forms: 

(a) Guarantees by Banks or Institutions: 

Banks, development finance institutions (DFIs), or specialized agencies may provide full or partial 

guarantees for debt issuances. These guarantees assure investors that, in case of issuer default, the 

guarantor will meet debt obligations up to the guaranteed amount. In India, entities like India 

Infrastructure Finance Company Limited (IIFCL) and certain public sector banks began providing 

such partial guarantees for infrastructure bonds after 2012 under the RBI’s Partial Credit 

Enhancement Scheme. 

(b) Letter of Credit and Surety Bonds: 

A letter of credit (LC) issued by a bank can serve as a payment assurance for investors, ensuring timely 

disbursement of principal and interest. Similarly, surety bonds, common in developed markets, act as 

contractual guarantees by insurance companies that the issuer will fulfil debt obligations. 

(c) Third-Party Insurance: 

Insurance-based credit enhancement involves an insurance company or monoline insurer guaranteeing 

the repayment of a bond. The presence of a financially strong insurer can substantially improve the 

credit rating of the instrument. However, such mechanisms remained nascent in India up to 2014 due 

to limited participation by domestic insurers in credit guarantee activities. 

2.3 Partial Credit Enhancement (PCE) 

2.3.1 Concept and Mechanism 

Partial Credit Enhancement (PCE) represents a hybrid approach where a third-party institution 

provides limited or partial financial backing for a bond issue, covering a predefined portion of potential 

losses in case of default. Unlike a full guarantee, PCE covers only a part of the exposure, often up to 20–

50% of the issue, thereby sharing risk between the issuer, guarantor, and investor. 

Under the RBI’s 2012 framework, banks in India were permitted to offer partial credit enhancement to 

corporate bond issues, subject to specific exposure limits. This allowed corporates to raise long-term 

debt for infrastructure and other capital-intensive sectors at relatively lower interest rates. The 

guarantee typically took the form of a contingent credit line, accessible by the trustee in case of shortfalls 

in interest or principal payments. 

This arrangement not only improved the credit rating of the bond issue but also optimized capital 

utilization by enabling banks to support market-based funding without fully assuming credit risk. 

2.3.2 Role of Third-Party Guarantors (Banks, Multilateral Agencies) 

The success of PCE depends heavily on the credibility and financial strength of the guarantor. In India, 

scheduled commercial banks, India Infrastructure Finance Company Limited (IIFCL), and 
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multilateral agencies such as the Asian Development Bank (ADB) and World Bank played a catalytic 

role in providing such support mechanisms. 

For instance, the IIFCL’s Credit Enhancement Scheme launched in 2013 aimed to provide partial 

guarantees to infrastructure bonds, particularly those issued by public-private partnership (PPP) 

projects. The intention was to help projects with moderate standalone credit ratings access the bond 

market by elevating their ratings to investment grade. Similarly, international financial institutions 

extended technical and partial risk guarantees to selected infrastructure projects, thus encouraging 

institutional investment. 

By reducing the capital cost and enhancing credit ratings, PCE mechanisms contributed to the gradual 

expansion of the investor base, particularly attracting pension funds, insurance companies, and mutual 

funds, which preferred higher-rated securities. 

2.3.3 International Experience and Lessons for India 

Globally, credit enhancement mechanisms, including partial guarantees, have been successfully utilized 

to deepen bond markets and promote infrastructure financing. In the United States, monoline insurers 

such as MBIA and Ambac played a significant role in supporting municipal and structured finance 

bonds during the pre-2008 era. Although the global financial crisis revealed limitations of over-reliance 

on insurance-based enhancements, the concept of partial risk sharing remained valid in sovereign and 

multilateral financing models. 

In East Asia, countries like South Korea and Singapore implemented credit guarantee schemes for 

SMEs and infrastructure projects, backed by government-supported institutions. These mechanisms 

significantly enhanced market depth and reduced dependence on bank financing. 

For India, these international experiences highlight two critical lessons: 

1. Institutional credibility and regulatory oversight are vital to sustain investor trust in enhanced 

instruments. 

2. Partial guarantees are more sustainable than full guarantees, as they promote market discipline 

while effectively mitigating risk. 

By 2014, India’s adoption of PCE frameworks represented a progressive step toward a market-oriented 

financial system capable of mobilizing long-term capital while maintaining prudent risk-sharing 

practices. The conceptual framework establishes credit enhancement as a cornerstone of modern debt 

market development. It not only reduces default risk and enhances ratings but also serves as a structural 

bridge connecting issuers with moderate credit profiles to investors seeking high-grade instruments. 

The experience up to 2014 suggests that partial credit enhancement, when implemented prudently, can 

play a pivotal role in strengthening the resilience and depth of India’s corporate bond market. 

3. Credit Enhancement in the Indian Context 

3.1 Development of the Indian Bond Market 

3.1.1 Dominance of Government Securities vs. Limited Corporate Bond Base 

The Indian bond market, until 2014, was characterized by the overwhelming dominance of government 

securities (G-Secs), which accounted for nearly 80–85% of total bond issuances. The corporate bond 

segment, by contrast, remained shallow, fragmented, and largely confined to a few highly rated issuers. 

The lack of liquidity , limited secondary market trading, and high transaction costs further deterred 

participation. Institutional investors, such as insurance companies, pension funds, and banks, remained 

the primary participants, while retail investors had negligible involvement due to low awareness and 

limited access to credit-rated corporate instruments. This imbalance restricted the market’s role as an 

alternative source of long-term financing, particularly for infrastructure and capital-intensive sectors. 

3.1.2 Institutional and Retail Investor Participation up to 2014 

Institutional investors, particularly the Life Insurance Corporation of India (LIC), Employees’ 

Provident Fund Organisation (EPFO), and mutual funds, dominated the corporate debt landscape. 

These investors preferred high-rated securities (AA and above) with minimal default risk. Retail 

participation remained below 2% of total issuances due to limited distribution channels, complex 

documentation, and lack of transparency in pricing and risk assessment. The dependence on bank credit 

for corporate financing persisted, constraining diversification in the funding ecosystem. Consequently, 

the development of a robust credit enhancement mechanism was seen as crucial for expanding investor 

confidence and market depth. 
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3.2 Regulatory Initiatives (2009–2014) 

3.2.1 RBI and SEBI Guidelines on Corporate Bonds and Credit Enhancement 

The period from 2009 to 2014 witnessed several regulatory efforts aimed at revitalizing the corporate 

bond market. The Reserve Bank of India (RBI) and the Securities and Exchange Board of India (SEBI) 

jointly worked to simplify issuance norms, improve disclosure standards, and introduce mechanisms 

for risk mitigation. SEBI allowed infrastructure companies to raise funds through public issuance of 

bonds with credit enhancement features. In 2010, SEBI also mandated electronic trading platforms to 

improve price discovery. The RBI permitted banks to provide limited guarantees to corporate bonds, 

subject to prudential exposure limits, to strengthen investor protection. 

3.2.2 Role of the Reserve Bank of India’s 2012 Framework for Partial Credit Enhancement by Banks 

A major milestone was the introduction of the RBI’s 2012 Framework for Partial Credit Enhancement 

(PCE). This framework allowed banks to provide PCE to corporate bonds issued for financing 

infrastructure projects. Under this scheme, banks could offer a credit enhancement of up to 20% of the 

bond issue size, enabling lower-rated issuers (typically BBB or A-rated) to achieve higher credit ratings, 

thus improving their marketability. The framework helped bridge the gap between investor risk 

appetite and issuer credit quality. It was a strategic step to mobilize long-term funds for infrastructure 

by leveraging the banking system’s credibility and expertise in project appraisal. 

3.2.3 Ministry of Finance and Infrastructure Debt Fund (IDF) Policies 

In parallel, the Ministry of Finance promoted the establishment of Infrastructure Debt Funds (IDFs) in 

2011–12 to facilitate long-term investment in infrastructure through both Mutual Fund (IDF-MF) and 

Non-Banking Financial Company (IDF-NBFC) routes. These funds aimed to refinance existing 

infrastructure loans and improve liquidity in the system. The government also encouraged the use of 

credit guarantees and viability gap funding mechanisms to attract private sector participation. The 

integration of PCE with IDFs was viewed as an essential reform to deepen the infrastructure bond 

market and diversify funding channels. 

 

3.3 Key Institutions Involved 

3.3.1 Infrastructure Finance Companies (IFCs) 

Infrastructure Finance Companies (IFCs) such as Power Finance Corporation (PFC), Rural 

Electrification Corporation (REC), and Indian Railway Finance Corporation (IRFC) played a central 

role in developing the bond market by issuing long-term debt instruments. They often utilized credit 

enhancement tools to improve their ratings and expand investor reach. IFCs also acted as conduits for 

channelling PCE-backed bonds into the broader market. 

3.3.2 India Infrastructure Finance Company Limited (IIFCL) 

The India Infrastructure Finance Company Limited (IIFCL) emerged as a pivotal institution in the 

credit enhancement ecosystem. In 2013, IIFCL launched a Credit Enhancement Scheme in 

collaboration with commercial banks to provide partial guarantees to infrastructure project bonds. The 

scheme was designed to enable project SPVs (Special Purpose Vehicles) to access bond markets by 

improving their creditworthiness from BBB to A or higher. The first successful issue under this scheme 

was by L&T Infrastructure Finance Company, which demonstrated the viability of the model. IIFCL’s 

initiative not only attracted domestic investors but also paved the way for future participation by 

pension and insurance funds. 

3.3.3 Multilateral Institutions (ADB, World Bank Support for Credit Guarantees) 

Multilateral institutions such as the Asian Development Bank (ADB) and the World Bank also 

contributed to strengthening India’s credit enhancement framework. The ADB’s Credit Guarantee and 

Investment Facility (CGIF) supported local currency bond issuances by providing guarantees to 

improve credit ratings. Similarly, the World Bank’s support to IIFCL and the government’s 

infrastructure development programs created an enabling environment for leveraging international 

credit enhancement practices. These collaborations helped align Indian mechanisms with global 

standards, enhancing investor confidence and expanding access to cross-border funding. 

3.4 Market Performance and Case Studies (up to 2014) 

3.4.1 IIFCL Partial Guarantee Scheme (2013) 
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The IIFCL Partial Guarantee Scheme, approved in 2013, marked a turning point in the evolution of 

credit enhancement in India. The scheme was operationalized with the participation of leading banks 

and infrastructure finance companies. It successfully demonstrated that project bonds could achieve 

higher ratings (from BBB to AA) through partial guarantees. This improvement significantly reduced 

borrowing costs for infrastructure developers and attracted long-term investors such as insurance 

companies and provident funds. 

3.4.2 Credit Enhancement for Infrastructure Bonds (Example: L&T Infra, IRFC Issues) 

Among notable examples, L&T Infrastructure Finance Company’s 2013 bond issue became a landmark 

case for credit enhancement in India. With IIFCL’s partial guarantee, the bonds secured an AA+ rating, 

making them highly attractive to institutional investors. Similarly, Indian Railway Finance Corporation 

(IRFC) utilized guarantee mechanisms to issue bonds at lower coupon rates. These cases showcased the 

practical benefits of credit enhancement in improving credit quality, reducing risk perception, and 

enhancing market liquidity. 

 

 

3.4.3 Ratings Improvement Through Credit Enhancement 

Credit enhancement mechanisms proved effective in upgrading bond ratings, thereby facilitating access 

to a wider pool of investors. Bonds backed by PCE or third-party guarantees experienced higher 

subscription rates and tighter spreads. However, challenges persisted in terms of standardizing 

guarantee structures, managing contingent liabilities for banks, and ensuring adequate risk pricing. 

Despite these hurdles, the pre-2014 experience laid a strong foundation for the expansion of credit-

enhanced bond issuances in subsequent years. The period up to 2014 marked a phase of 

experimentation and institution-building for credit enhancement in India. The RBI’s regulatory 

framework, coupled with IIFCL’s initiatives and multilateral support, catalyzed the creation of a 

nascent but promising ecosystem. Credit enhancement not only strengthened investor confidence but 

also contributed to the gradual deepening of the corporate bond market, an essential step for financing 

India’s long-term infrastructure ambitions. 

4. Analysis and Discussion 

4.1 Role of Credit Enhancement in Attracting Long-Term Investors 

4.1.1 Pension Funds, Insurance Companies, and Mutual Funds 

Credit enhancement mechanisms played a pivotal role in channelling long-term funds from institutional 

investors such as pension funds, insurance companies, and mutual funds into the corporate bond 

market. Traditionally, these institutions preferred investing in highly rated securities (AA or above) due 

to strict investment guidelines and fiduciary responsibilities. However, the introduction of Partial Credit 

Enhancement (PCE) by banks and institutions like IIFCL enabled lower-rated issuers, often in the BBB 

or A category, to access these investors by achieving higher credit ratings post-enhancement. 

For instance, infrastructure bonds backed by PCEs or guarantees achieved improved ratings, 

expanding their eligibility for investment by pension and insurance funds. This led to diversification in 

investor portfolios and increased demand for long-term fixed-income assets. Mutual funds, particularly 

those specializing in debt instruments, also benefitted from the enhanced liquidity and safety of these 

bonds, contributing to greater market participation and broader financial inclusion within the debt 

market ecosystem. 

4.1.2 Impact on Bond Liquidity and Pricing 

The presence of credit enhancement mechanisms contributed to improved liquidity and more efficient 

pricing in the bond market. Bonds with partial or full guarantees were perceived as safer instruments, 

leading to narrower credit spreads and reduced yield volatility. Enhanced ratings also enabled issuers 

to price their bonds competitively, often at lower coupon rates, which translated into lower borrowing 

costs. 

Additionally, with the participation of large institutional investors, the secondary market for such bonds 

began to exhibit gradual improvements in trading volumes and transparency. Although secondary 

market activity remained relatively limited compared to developed markets, the presence of credit-

enhanced bonds provided a benchmark for pricing similar securities and helped establish credibility in 

the corporate debt segment. 
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4.2 Cost-Benefit Analysis for Issuers and Investors 

4.2.1 Reduced Borrowing Costs for Issuers 

For issuers, credit enhancement offered significant advantages in terms of cost efficiency and market 

access. By leveraging guarantees or partial credit enhancement facilities, companies, particularly those 

in infrastructure and capital-intensive sectors, were able to issue bonds at interest rates lower than those 

otherwise available based on their standalone credit profile. This reduction in borrowing costs was 

particularly valuable for projects with long gestation periods, where high financing expenses could 

otherwise undermine viability. 

The IIFCL Partial Guarantee Scheme (2013) demonstrated tangible results: issuers under the scheme 

achieved an average rating improvement of one to two notches, leading to a 50–100 basis point reduction 

in coupon rates. In addition to cost savings, the enhanced ratings improved issuer reputation and 

facilitated access to a broader investor base for future issuances. 

4.2.2 Enhanced Security and Return Stability for Investors 

From the investors’ perspective, credit enhancement reduced perceived default risk and increased 

confidence in long-term investments. Bonds backed by PCEs or institutional guarantees provided 

greater assurance of timely interest and principal repayment, aligning well with the risk-return 

preferences of conservative investors such as insurance companies and pension funds. 

Moreover, these mechanisms contributed to return stability, as enhanced securities tended to experience 

lower price volatility and more predictable cash flows. For mutual funds, such instruments also offered 

opportunities for stable returns in a relatively illiquid debt environment. However, investors had to 

account for the additional fees or premiums embedded in the bond’s structure due to the cost of credit 

enhancement, which occasionally moderated overall yield advantages. 

4.3 Limitations and Challenges (as of 2014) 

4.3.1 Limited Use Due to Capital Constraints of Banks 

Despite regulatory support, the uptake of credit enhancement mechanisms remained limited by 2014, 

largely due to capital adequacy constraints faced by banks. Under the RBI’s 2012 framework, banks 

were required to maintain capital provisions against their guaranteed exposures, which discouraged 

extensive use of PCEs. As a result, the volume of PCE-backed bond issuances remained small relative 

to the overall size of the corporate debt market. Smaller banks found it difficult to allocate capital for 

such contingent liabilities without affecting their lending operations. 

4.3.2 Regulatory Uncertainties and Rating Agency Approaches 

Another challenge was the lack of uniform regulatory treatment and clarity on how enhanced bonds 

should be assessed by rating agencies and investors. Rating methodologies for PCE-backed bonds 

varied across agencies, leading to inconsistencies in rating outcomes and investor perception. Further, 

regulatory ambiguity regarding the treatment of guarantees in banks’ balance sheets created hesitancy 

in adoption. There was also a limited pool of investors familiar with the complex risk structures 

associated with enhanced bonds, which hindered broader market development. 

4.3.3 Lack of Secondary Market Depth 

Even as primary issuances benefited from credit enhancement, the secondary market for corporate 

bonds remained shallow. The absence of robust trading platforms, limited market-making activities, 

and concentration of holdings among institutional investors resulted in low liquidity. Credit-enhanced 

bonds were often held to maturity, restricting price discovery and inhibiting market depth. These 

structural challenges limited the scalability of credit enhancement as a transformative tool for India’s 

debt markets in the pre-2015 period. 

4.4 Comparative Perspective 

4.4.1 International Practices (U.S., Singapore, and South Korea) 

Globally, credit enhancement mechanisms have been instrumental in deepening corporate bond 

markets. In the United States, instruments such as credit default swaps (CDS), monoline insurance, and 

structured credit guarantees have historically supported the issuance of municipal and corporate bonds. 

The presence of well-capitalized guarantors enhanced investor confidence and secondary market 

liquidity. 

In Singapore, the government actively supported the development of its bond market through initiatives 

like the Credit Guarantee Scheme (CGS) and collaboration with multilateral agencies to guarantee 
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infrastructure bonds. Similarly, South Korea leveraged institutions such as the Korea Credit Guarantee 

Fund (KODIT) and Korea Technology Finance Corporation (KIBO) to provide guarantees and support 

SME and infrastructure bond issuances. These international experiences underscored the importance 

of a strong institutional framework, adequate capitalization, and consistent regulatory support in 

sustaining credit enhancement systems. 

4.4.2 Lessons for the Indian Market 

India’s experience up to 2014 highlighted both the potential and the constraints of credit enhancement 

as a market-deepening tool. The key lessons drawn from global practices include: 

1. Institutional Strengthening – India needs dedicated and adequately capitalized guarantee 

institutions to sustain large-scale credit enhancement operations. 

2. Regulatory Clarity and Standardization – Uniform frameworks for credit guarantee assessment, 

capital treatment, and disclosure can enhance investor trust. 

3. Market Infrastructure Development – Building active secondary markets, standardized 

documentation, and transparent pricing systems are essential for liquidity. 

4. Risk Sharing through Public-Private Partnerships – Collaborative models involving multilateral 

agencies and domestic financial institutions can distribute risks efficiently. 

Credit enhancement mechanisms, though at a nascent stage in India by 2014, had begun to demonstrate 

their transformative potential in attracting long-term investors, lowering financing costs, and laying the 

foundation for a vibrant, resilient corporate bond market. 

5. Findings of the Study 

5.1 Summary of Observations 

5.1.1 Credit Enhancement Improved Market Confidence in Select Issues 

The study finds that credit enhancement mechanisms significantly improved market confidence in 

certain corporate and infrastructure bond issuances during the period up to 2014. Although the number 

of such issuances was relatively small, they demonstrated the viability of risk-mitigation techniques in 

mobilizing long-term capital. Bonds carrying partial or full guarantees from institutions such as India 

Infrastructure Finance Company Limited (IIFCL), select banks, and multilateral agencies were 

received positively by investors, especially institutional ones. The improvement in credit ratings 

following enhancement led to broader investor participation, including mutual funds, insurance 

companies, and pension funds, categories traditionally cautious in engaging with lower-rated debt 

instruments. 

Furthermore, the success of early credit-enhanced issues illustrated the potential of structured finance 

tools in addressing India’s infrastructure funding gap. These issues showed that with appropriate 

guarantees, even projects with modest standalone credit profiles could achieve investor trust 

comparable to that of top-tier issuers. This outcome validated the role of credit enhancement in bridging 

the gap between credit supply and long-term investment demand in the Indian debt market. 

5.1.2 Partial Credit Enhancement Helped Infrastructure Financing Initiatives 

Partial Credit Enhancement (PCE) emerged as a particularly effective innovation in India’s post-2012 

bond market environment. The RBI’s 2012 framework allowed banks to provide PCEs of up to 20% of 

the bond issue size, with IIFCL and select financial institutions taking the lead in implementing these 

structures. By sharing risk between guarantors and investors, PCE mechanisms made infrastructure 

bonds more appealing without requiring a full government or institutional guarantee. 

Projects in the power, transport, and urban infrastructure sectors were among the early beneficiaries. 

Case studies such as the Larsen & Toubro Infrastructure Finance (2013) and India Railway Finance 

Corporation (IRFC) bonds highlighted the tangible benefits of PCE in attracting long-term capital. 

Enhanced bonds typically secured one to two notches higher credit ratings, allowing issuers to access 

funds at lower costs while expanding their investor base. Consequently, PCE played a catalytic role in 

supporting India’s infrastructure pipeline during a period marked by fiscal consolidation and limited 

bank lending capacity. 

5.1.3 However, Penetration Remained Limited Due to Regulatory and Market Constraints 

Despite the conceptual success and policy push, the penetration of credit enhancement mechanisms 

remained limited up to 2014. Only a handful of issues were successfully structured with PCE or third-

http://www.ijcrt.org/


www.ijcrt.org                                                        © 2015 IJCRT | Volume 3, Issue 4 October 2015 | ISSN: 2320-2882 

IJCRT1136147 International Journal of Creative Research Thoughts (IJCRT) www.ijcrt.org 22 
 

party guarantees, accounting for a small fraction of the overall corporate bond market. Several factors 

constrained wider adoption: 

 Capital constraints of banks, which were required to hold additional provisions against 

guaranteed exposures. 

 Absence of a dedicated credit guarantee fund or specialized agencies with sufficient capacity to 

underwrite large infrastructure risks. 

 Regulatory ambiguities concerning treatment of enhanced exposures and lack of standardized 

rating methodologies; and 

 Shallow secondary market liquidity, which limited investor exit opportunities. 

As a result, credit enhancement did not evolve into a mainstream financing instrument by 2014, 

although its potential to strengthen India’s corporate debt market was clearly recognized by 

policymakers and market participants alike. 

5.2 Key Performance Indicators (up to 2014) 

5.2.1 Number and Value of Credit-Enhanced Bonds Issued 

By the end of 2014, only a limited number of credit-enhanced bond issues had been launched in India. 

According to data from RBI and IIFCL, the total number of PCE-backed issuances between 2012 and 

2014 stood at fewer than ten, with an aggregate value of approximately ₹5,000–6,000 crore. Although 

modest in scale, these pilot issues demonstrated the operational feasibility of the RBI’s framework and 

laid the foundation for subsequent policy refinements. Most of these issuances were concentrated in 

infrastructure financing companies and public sector undertakings, reflecting the cautious approach of 

both issuers and investors during the initial phase. 

5.2.2 Change in Average Credit Ratings After Enhancement 

Credit enhancement consistently led to notable improvements in credit ratings, typically by one to two 

notches above the issuer’s standalone rating. For example, bonds initially rated ‘A’ or ‘A–’ were often 

upgraded to ‘AA–’ or ‘AA’, thereby meeting the minimum investment thresholds for long-term 

institutional investors such as insurance funds and pension trusts. This improvement not only expanded 

the investor universe but also enhanced market perception of issuer stability. The uplift in ratings served 

as empirical evidence of the effectiveness of credit enhancement as a tool for risk mitigation and investor 

confidence building. 

5.2.3 Cost Reduction in Borrowings Observed in Select Cases 

Empirical observations up to 2014 indicate that credit enhancement resulted in measurable cost savings 

for issuers. Bonds backed by PCEs or institutional guarantees generally witnessed a reduction in coupon 

rates by 50–100 basis points compared to similar non-enhanced issues. The improved ratings and 

investor demand allowed issuers to price their bonds more competitively, thereby reducing the overall 

cost of capital. 

For infrastructure projects, where long-term borrowing costs significantly influence financial viability, 

these savings were critical. Additionally, the ability to issue higher-rated bonds enhanced the issuer’s 

reputation and facilitated better access to capital markets for future projects. Although these benefits 

were concentrated among a few early adopters, they underscored the potential scalability of credit 

enhancement as a cost-effective financing mechanism once structural and regulatory constraints were 

addressed. The findings reaffirm that credit enhancement, particularly PCE, had a positive but limited 

impact on India’s debt market up to 2014. It succeeded in improving market confidence, facilitating 

infrastructure financing, and reducing borrowing costs for select issuers. However, its broader adoption 

was hindered by systemic limitations in regulatory frameworks, institutional capacity, and market 

liquidity. These findings form the basis for subsequent policy recommendations aimed at expanding and 

institutionalizing credit enhancement mechanisms within India’s financial architecture. 

6. Conclusions and Suggestions 

6.1 Major Conclusions 

6.1.1 Credit Enhancement Is a Promising Tool to Deepen India’s Debt Market 

The study concludes that credit enhancement represents a strategically important financial innovation 

capable of deepening India’s debt market and supporting its long-term infrastructure financing needs. 

Between 2012 and 2014, mechanisms such as Partial Credit Enhancement (PCE) demonstrated their 

ability to attract institutional investors by improving the credit profile of lower-rated issuers. By 
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facilitating better ratings, enhanced liquidity, and reduced borrowing costs, credit enhancement 

mechanisms created a bridge between issuers seeking affordable capital and investors seeking safer, 

long-duration assets. 

Although adoption remained limited during the study period, the positive outcomes of initial pilot issues 

proved that well-structured credit enhancement arrangements could foster confidence, stability, and 

efficiency in India’s corporate bond ecosystem. In a developing financial system characterized by 

dependence on bank lending, these tools provided a crucial alternative route for mobilizing private 

investment in infrastructure and other long-term sectors. 

6.1.2 Need for Greater Institutional Participation and Risk-Sharing Mechanisms 

A key conclusion drawn from the study is the need for stronger institutional participation and the 

establishment of sustainable risk-sharing frameworks. As of 2014, only a few banks and infrastructure 

finance companies, such as IIFCL, were actively involved in providing partial guarantees. Their limited 

capital base and exposure norms restricted the scale of issuance. Broader participation by public and 

private financial institutions, including multilateral agencies and specialized guarantee funds, is 

essential for achieving meaningful expansion. 

Moreover, credit enhancement works best when risks are shared across multiple stakeholders rather 

than being concentrated within banks. Joint guarantee models, where risk is distributed between 

domestic institutions and international partners like ADB or World Bank, can create more resilience 

and capacity for large-scale projects. Such collaborative models would also help diversify the credit 

guarantee system and ensure continuity even under adverse macroeconomic conditions. 

6.1.3 Improved Regulatory Clarity Required for Broader Adoption 

The research underscores that regulatory clarity is a prerequisite for the wider adoption of credit 

enhancement mechanisms. During the study period, uncertainty regarding the treatment of enhanced 

exposures on bank balance sheets, capital adequacy requirements, and varied rating methodologies 

created hesitation among both issuers and guarantors. The absence of standardized documentation and 

consistent evaluation criteria further impeded scalability. 

Therefore, harmonization of rules by RBI, SEBI, and the Ministry of Finance is vital to encourage 

broader market participation. Establishing clear frameworks for risk assessment, disclosure norms, 

and capital provisioning would enhance transparency and consistency, ensuring that credit 

enhancement evolves into a reliable and integral component of India’s bond market structure. 

6.2 Policy Recommendations (as relevant to 2015) 

6.2.1 Strengthening Credit Guarantee Institutions 

India must focus on building strong, well-capitalized credit guarantee institutions to sustain large-scale 

credit enhancement programs. The establishment of a dedicated Credit Guarantee Fund for 

Infrastructure Bonds could be a crucial step in institutionalizing the process. This fund could operate 

on a risk-sharing model involving government, development financial institutions (DFIs), and private 

sector participants. 

By pooling resources and expertise, such an institution would not only improve the availability of 

guarantees but also standardize practices across issuers. Learning from international examples like 

KODIT in South Korea and Monoline insurers in the U.S., India can design a framework that provides 

long-term stability and reliability for investors while mitigating systemic risk. 

6.2.2 Enhancing Banks’ Capacity for Partial Guarantees 

Given the success of the RBI’s 2012 framework, there is a strong case for expanding banks’ ability to 

offer partial guarantees without excessively straining their capital adequacy ratios. Policy measures 

could include differentiated capital norms for PCE exposures, allowing higher participation by banks 

within safe limits. 

Additionally, encouraging consortium-based or pooled guarantee mechanisms among multiple banks 

can help distribute risk and increase aggregate capacity. Incentivizing banks through regulatory 

relaxation or tax benefits for credit enhancement activities may further promote their engagement in 

the corporate bond market. 

6.2.3 Promoting Securitization and Tranching in Infrastructure Projects 

To complement PCE, policymakers should promote structured finance instruments such as 

securitization and tranching, particularly in the infrastructure sector. These tools enable the division of 
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risk across different investor classes, allowing high-risk tranches to absorb initial losses while offering 

lower-risk tranches to conservative investors. Such structures, when combined with credit 

enhancement, can attract diversified investor participation and improve market liquidity. 

The development of securitization markets also supports better asset-liability management for financial 

institutions by freeing up capital for new lending. However, regulatory frameworks must ensure 

transparency, adequate disclosure, and prudent valuation to prevent the risks observed in global credit 

markets during the financial crisis. 

6.2.4 Encouraging Rating Transparency and Market Awareness 

Finally, enhancing rating transparency and investor awareness is essential for the long-term success of 

credit enhancement in India. Rating agencies should adopt uniform methodologies for evaluating 

enhanced bonds, clearly distinguishing between issuer risk and guarantee coverage. Consistent 

disclosure of guaranteed terms, credit exposure levels, and contingent liabilities will build confidence 

among investors and promote informed decision-making. 

Furthermore, regulatory bodies and market associations can play a proactive role in investor education 

and outreach programs to familiarize participants with the structure, risks, and benefits of credit 

enhancement mechanisms. Increasing awareness will help expand the investor base, particularly among 

smaller institutional and retail participants, thereby improving liquidity and market depth. As of 2015, 

credit enhancement stands at a formative yet promising stage in India’s financial landscape. It has 

demonstrated tangible benefits in improving credit access, lowering borrowing costs, and fostering 

investor trust. With strategic policy interventions, focused on institutional strengthening, regulatory 

clarity, and risk-sharing, credit enhancement can evolve into a cornerstone of India’s corporate debt 

market, bridging the gap between infrastructure needs and sustainable long-term finance. 
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