243

Working
Paper

o
RaRRNon Qa1 A

i JIC JVE

AHFMEBDABAD

INDIAN INSTITUTE OF MANAGEMENT
AHMEDABAD



STIPULATION AND EXERCISE OF
CONVERTIBILITY OPTIONS BY FINANCIAL
INSTITUTIUNS ’

by

UesKos Srivastava
Nikhil M Oza

W P Noe 243
Sep.1978

The main objoctive of the working paper series
of tha I1IMA is to help faculty members
to test out their research findings

at tho pre-publication stage.

INDIAN INSTITUTE OF MANAGEMENT
AHMEDABAD




STIPULATION AND EXERCISE OF CONVERTIBILITY OPTIONS BY FINANCIAL INSTITUTIONS
U.ke Srivastava .

and
Nikhil M, Oza

The Industrial Licensing Policy Inquiry Committee (Dutt Committea) gave
Al
the following justification for its recommsndation regarding conversion of

loans into aquity by term lending institutions:

"We consider it important that whem public sactor financial
assistance in any significant scale is providsd for the private
sactar, not only should an appropriate shars in the benafits
accruing from the project after it is completed be available to
stata, but the project should also naecassarily be traated as
belonging to the 'Joint sector! with proper rapressntation for
the state in its management, This purpose may be achisved by
the financial institutions insisting on the whole or part of
their assistanca in the form of loans and debanturas being
convertible into a2quity at their option and,I if nacessary, ths
law should be amended to provide for this."

The reéommandation of the Dutt Committes and its acceptance by tha
Government of India had two fold objectives: (i) to shars benefits aceruing
from projocts assisted by Public Financial Institutions, and (ii) to
participate in management of assisted concarns, Thus it was expoctad that
financial institutions should not moraly be passive agencics concarned
with the timely ropayment of their loans but bo active partners in the

enterprise which they help to bring into being,

The all-India financial institutions bogan stipulating the convartibility
clause in the fipancial ysar 1970-71, Option of converting loans into

squity was supposad to bo oxercisced by thase institutions two or throe years
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of I.I.M., Ahmedabad, Prof. Prasanna Chandra of IIM, Bangalorc and
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V. Kapoor of IDBI, for their detailed comments on earlier draft of the
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Chairman, IDBI, Mr, S.S. Mehta, Vice=Chairman and Managing Dirsctor of
ICICI and number of other officials of ICICI, and Mr. V. Shunglu, formar
Birsctor of Institutional financo, Government of India, The financial
<eunnart fan poenannhk wae nrenuidad by Indian Institutc of Managemont,
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aftar the implamantation of tho project, At prascnt most of thosce institutions
are in tha procaess of exarcising thig option, Thoy have davelopad suitable
methodologics which are dosignad to help tham in taking dacisions partaining

to this option.

This study is designoed to analyse their oxpzricence with raspoct to
i) stipulation of convartibility option, ii) dccision criteria used for tha
oxarcisc of options and rolated probleoms, iii) sugoost altarnative docision
critaria which can incorporatz risk and uncertainty involved in dacisions to
convaert or not to convart in casc of profitablc and losg making companias
at the time of docision making, and iv) to raisc gulioy issuas, Bofora pursuing
tha main objoctives a bricf digrassion is made to prescnt tho oporatiopal

guidelinas in tha first sczction.

The dotails of loan granted during tha period 1971-76, data on profita-
bility of assistod concerns, sharc prices, and methodologios dzveloped by
financial institutions weres collocted from official rocords and balanco shaeots
of individual companies, and through discussion with officials handling
specific casas. Some data warc also takoen from the publication of the Bombay

stock sxchanga,

I. OPERATIONAL GUIDELINES

Subgaquont to acceptance of Dutt Committoe racommendations, the
Department of Banking (Government of India) issued broad guidelinas to all-
India fimancial institutions (IDBI, IfCI, ICICI, LIC and UTI). According
to these guidelines, tho convertibility clausc is to be includad in loan

agracmonts subjuct to following operational limits:



1« A convertibility clause may be written in at the discretion of
financial institutions in cases whara the aggregata financial
assistance to an industrial concern doses axceed Rs,25 lakh but
doas not excead Rs,.50 lakh, A convertibility clause naad not bo
writtaen if aggragate assistance is below Rs.25 lakh.

2, A convertibility clausz should normally be written in all casos
when aggregate financial assistanco sxccoeds Rs,50 lakh., In casa
it is proposad to waive tha convortibility clausa in such conccrns,
roforences has to bo mado to tha Govornment of India through thoe
Industrial Devclopmont Bank of India bafore finalizing torms and
conditions., Such a rofarenco should alsc accompany the roasons
for waivor,

The convartibility clauss is not to be writton in casa of foreign
curroncy loans, Howaver, if finmancial institutions provide rupooc loans in
addition to foraign aoxchangas, tho convartibility clause is to be written on
rupaa loan component., According to tho guidelimass, financial institutions
ars axpocted to sottle with assistad concarns, at the vaery tima of sanctioning
of financial assistance, torms and conditions on which loan may bo convortad
into cquity. Those torms and conditions includs threc main itemss i) the
amount of tha loan which is to be available for convorsiong ii) prico at
which loan may ba convertady and iii) poriod during which the option may
romain open. These terms and conditions arc to bo arrived at by financial
institutions by oxercising their judgoment with raspoct teo -casonable dabte

oquity ratio, intrinsic valuc of shares at the time of conversion,

profitability of thae projzcts, and circumstances in such case,

Besidaes tha broad guidslinas of the govoernment, sevaral oporational
gui@Olinos and rules wara cvrlved by the all-India term lending institutions
thémselves in various intep-institutional meetings and the government was
informed about these operational rules. Thoa guidelines are briefly summarizad

below:2
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5.

In all cases involving conversion of loans into equity,‘the
decision should be based on the combinad judgement of all
institutions involved.

Pending the issua of separates quidalinas ralating to the
axercise of cgonversion rightsy proposals to exserciss or waivo
conversion options should bea first discussad amaong institutions
at inter—~institutional mestingsy; IDBI is to koop tho govarnment
informed in advancae of implamentation of such daecisions.

In case thoe government wants to intervena, pdrticularly in waivad
casaes, it has to inform its docision to IDBBI wall in advanca,

In cass of new companios, dacisions of sanior axccutivas on the
stipulation of convertibility options on normal tarms (20% of

loans at par) bs merely reported in tho next intar-institutional
meatings for information. In the case of axisting companics which
involve convaersion of loans into squity at a premium over tha

faca valuo .of thoir sharasy tarms of convorsion would raquire
ratification at the intor—institutional macting, Similarly, decision
in cases involving th2 oxercise of convorsion option should bo
roported in th2 next intor-institutinsnal meating for information.
Casos where wiivar of convertibility option is contomplatod would
nead to bo placad beforo tho intor-institutignal mecting. Similarly,
dacision in cascs involving the oxcrcise of conversion option

should be raportaed in the next intor-institutional mooting for
information,. Cascs whorc waiver of convertibility option is
contemplatad would nead to bo placod bafora the inter-institutional
meeting for dacision,

In tho casc of axisting concerns which havo basn assisted in thoe past
and which raquirc additional assistance, "substantial assistanca®
would include assistance by way of subscription to shares/dsbanturas
by institutions sithar directly or as a result of undaruriting
obligations but should exclude market purchascs of such sharas/
dobonturcs by LIC and UTI., Subscquantly, it was agraed to take

tha aggregate of outstanding assistance and sharas and debantures
hald by institutions for judging whother or not assistanco was
"sybstantial®,

Guidelinas on conversion clausa hava bacn amendod to axclude
foroign currancy loans, such as U.K. investmont loan, which are
earmarked by tha government to public financial institutions for
sub-lending, For dotermining "“substantial assistanca", loans
sanctionod/outstanding under the oxompted catagory arc to ba
oxcluded,

No conuersioﬁ rights.may bz stipulatad for additional assistanca
upto Rs.10 lakh, whatever the sizo of aggregatc assistanca sanctionad
carlier.
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In the case of public issua of debanturos whon convarsion is proposed by
Institutions, the right of convorsion and terms thercof should common foi
both institutional and non-institutional holdings,

Financial institutions would have no objection to undarwriting convertibl
debontures offeraed to the public provided the guantum of conversion and
tho toerms of conversion arc sattled to tho satisfaction of institutions,
Ganaerally, thc guantum of conversion should not be loss that 20% of tha
total issuwo. Institutions may, if sc desire, raserve a spocified
portion of doebontura issuc for dircct allotment to thom,

Tho conversion clausc would not apply to concaorns in ths cooporativa
soctor but private limitad companies ara not exzmpt from the conversion
clausa,

The conversion clausa noed not be written in casc of tho public sactor
companics as the benzafits aro alrecady available te the state, For other
government companics conversion option sheuld continus to ba stipulated.
Conversion aoption nead not be stipulated in casc of thoso governmont
companics which are not in a position to fulfil requiraements of listing
thair shares in tha stock exchange {minimum 20% of share capital to beo
offerod to the public).

The minimum/maximum percantage of 10/25 proposod for conversion of
loans/dabenturas into oguity at an sarlier intor—inatitutional meoting
in 1971 should covar tho face valuo of sharos to be taken up by institu-
tions, It does not include tha amount of pramium which should be
adjusted scparately.

In case whera institutions alrzady have somz sharcholding in a company,
as a goneral ruley convarsion option might bo stipulatod in raspect of
such portion of the institutional loan as would ansuro that tha total
instituticnal holdings doaos not o zoad 40% of the share capital of

the company if the option wers to bz axercised, subjoct to 10% of
loan/debantures would be stipulatod for convarsion,

Tho price at which conversion option should bs exercised should bo
dacidad an merits of such casae aftoer faking into account various
factors including markoet price, break-up value, and profitability.

Tho poriod of convarsion should not bz linked to tho accounting year
of tha company but should extand arocund six months after the accounting
YyOar.

Outstanding instalmonts of ropayments of principal of thae loan granted
by financial institutions may ba raduced on a pro-rata basis in tha
gvent of conversion of loan into osquity.

Option for conversion of loans into cquity would not apply to such
portion of instituticnal loan which is raecoived from the contral
govarnmant as subsidy for the projoct.
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In addition, the question about period for holding shares acquired By
the exarcise c¢f convertibility option wsas also discussad, There was,
howsver, predominancz of the view that the institutions be loft froes to

disposae of the holdings from conversion as they think appropriate,

II. STIPULATION OF CONVERTIBILITY CLAUSE IN THE
PERSPECT IVE OF TOTAL TERM=LENDING

It is shown in Table 1 that betwoen 1970-71 and 1975-76 the convertibility
option was introduced in 653 easos, taking sach loan as a separate casa (A
few companiss received more than one loan during the period, therefora,
they account for more than ons case in the total), Of those casas, about
18 por cent are companizs for whom luoss than Rs.25 lakhs was contemplated
as loan asgistance, If thaesc casas wore to be considarsd excluding previous
assistance, theoy would not have attracted tho stipulstion of convertibility
clauso, Since conversion guidolines roquired the institutions to tako the
aggragate assistance into account which included any outstanding amount from
previous loans and share capital acquirad by tha institutions because of
underwriting assistanco, thusc companics fell within the discretionary
limits (botween Rs.25 lakh and Rs.50 lakh), This oxplains the introduction
of convertibility clausc into tho agresmonts with less than Rs.25 lakhs
assistance. Thoso loans warc mainly requirad for mocting cost ovorruns, and

rchabilitation naods.3

The remaining 81 par cent of loan cascs with convortibility clauso
stipulation belong to thc above Rs.25 lakh assistance catcgory (in addition
to any provious outstanding loans and sharc capitel etc.) Although conversion
guidalings put the casos with Rs,25 and Rs.50 lakh assistanca in the
discrationary catogory, (subject to discrotion of concerncd financial

institution), the clausa was stipulated in nearly all casas by the landing



TERMS Of CONVERSION

Conuaréion options stipulatad so far have fixad tho period for the
axarcisa of option commoncing two/thrco years after the project is imple-
mentod. In 1970-71 and 1976-77, on an averago 14 to 18 par cent of total
assistanco to companics with stipulation of tho convortibility clausc was
subjoct to the convertibility option (Tabls 2). In caso of individual
companics, th2 parcentage of amount subjoct to Convorsipn to total assistanca
has ranged botwean 10 and 25 por cant (in initial ycars, thros wers a fouw
casas whare 100 per cent of additional assistance was subjcct to conversion
option). Although a large numbar of companias ware in loess than Rs,.50 lakh
assistance catogory (Tablo 2), the bulk of loan assistance with stipulation
of convortibility clauso was confined to companies with above Rs.50 lakh
assistance (for example in 1976-77 93 por cent of assistance to.companias
with convortibility option wont to companiazs in tha catcgory abovo Rs.50 lakh
assistance), A similar picturc is obsorved with respact to tha percontage
of amount subject to conversion to total assistanca to companies with

convartibility clausc stipulations (Tablo 2)+

It can bo obsorved from Tabls 2 that total assistancs to companios with
tha stipulation of convortibility option accounted for tho bulk of total
torm finance available from thoe all=India term londing institutions taking the
dircet rupca loan assistance.4 This further substantiatos tho obsarvations
mads abova that the londing institutions have introducod tha convertibility
option in most casaes including for those falling within discretionary

limits (botwaan Rs.25 and Rs.50 lakhs).



Coming to tho rata at which conversion options wore effactad, it can bo
saan from Table 3 that 72.43 por cant of cascs carriad thoe convarsion option
at pary 10442 por cont of casos carriod tho option at promium, and 17.15 por
cont of cases with torms cithor not yet settled or not roadily availablo to
the authors. Tha conversion option in casc of now companiss was introducod
at par. In casc alrzady oxisting companias, convorsion options wora
considared and in some casos introducod at premium, doponding on calculations
of fair prices for shares, Soveral difficultios wore oxparioncod botwoen
th2e company cencerned and the financial institution and avon betwsen
financial institutions themsalvos bacause no formula or norms wers fixed
- for daciding tha rate of convorsion in casc of oxisting companics, particularly
wellerun companics. Soma working guidalincs havc emorged rocently in tho
discussions in tho inter-institutional mactings and thosa hava bosn followasd
in last fow ycars by tho institutions. Thosa quidelinas as avolvod and
applioad for arriving at a fair price of the sharas and thereby tho promium

are givon in detail belows

Tha fair prico of shares is calculatud on tha basis of past data of
campanios concerned available at tha time of tho stipulation of convorti-
bility clauso.5 Tho following cloments wera considered in arriving at a
fair price based on the past rccordss 1) broak up value per sharos
2) notional value basad on z2arnings and yield expoctations, and 3) marcket

valuc per sharae,.
BREAK UP VALUE

The break up valuc of cquity shares is arrived at by taking into

account the followings



Agssatss

1« The value of assets as disclosed by.the balance sheet and not
their replacement value was taken into account.

2, Adjustments, if any, arising from the resvaluation of assets
were also mads,®

3, Arrgars of dspreciation, and bad and doubtful dobts not provided
for were deductad,

4, Intangible assets werzc axcluded,

Liabilitisss

1. Praefasrsnce share capital

2, Outside liabilitias by way of loans, dcbantures, doposits,
sundry croditors, ctc.

3. Provisions for gratuitias and taxas

4, Dividends payablo out of reserves and surpluscs
5. Undcclared dividaends

6. Arrears of prefarenco dividends

7. Contingent liabilitios (othor than normal trading liabilities
such as bills accaptcd, guarantoes, 2tc.)

Aftor deducting liabilitins from assets, tho net assots valuo is divided by

thae number of cquity shares to give tho break up value par z2quity sharce
EARNING CAPACITY VALUE

Earning capacity valuae is worked out by computing averaga carnings, To
smooth out fluctuations, past throz ycars! avaragoe profits after taxas loss
prefercnee share dividends is taken as fﬁe basa, In computing avarage
profits, suitable adjustments arc mada for sizeable axtrancous incomoe (2.Q.
sala of assets not of taxcs was excluded). In cases whare thera is
pronouncad declining trend in profit sarning capacity for industry in
gencral or for the particular unit, thros year average is not rogarded as
appropriato. Similarly, the average is also misloading in thosc casss whare
sizgablo pért of the projoct was complated (other than raplacement and

rahabilitation) in the last two or throo ycars and benofits of this did not
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gat rofloctad in the past sarning rocord. In thoso casas, discration is to
be oxorcisad by tho lending institution. Sometimes more weightage is given to
profit of the latest ycar whiloc computing the average carning of past threo

yoars,

The average 2apnings arrivad at as ahova arc capitalized taking curraent
yield rates (currently an yicld rate of 15 por cent is assumed), Tho notional
valuo per share was computod taking intec account the sharc capital of tho
company as would be snlargzad aftaer convarsion of institutional loans into
équity and also rights issued subsazqguent te the last brlance shoet and

unraslatod to tho financing pattorn of assistad projects,
MARKET PRICE OF SHARES

The market prico of a sharc doponds upon savaeral factors such as
oxpactations rogarding dividand and capital appraciaticn, and spoculativae
prossures, Thoerofore, it is not always a usoful indicator in detarmining
conuqréion prica. The markat price cannot ba ignored eithor. Thus tho
avarage markat price (including highs and lows) for tho last threas years was
\takon into aqcount.6 The break up valuo, the earning capacity valus, and
the average market price ara averagod furthar to argiua at the fair price,
In casa wherc tho latost market quétation is less than the fair price thus

arrivod, due waightags is given to this fact and intcrmadiato price is

taken as tho convarsion priceo.

The abovo discusscd norms in computing fair price havo brought soma
degrae of uniformity in fixing tha premium but in goneral the offort has

basn to fix it as low as possible,
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II1 EXERCISE OF CONVERTIBILITY OPTION

At tho time of actual conversion two situations arise: ‘i) the company
has achisvad profitability as onvisaged (or cven morz) at the tims of
appraisal, or ii) tho. profitability has not bzan achizvoed to the extent
onvisaged., In thc former casc, it becomes nccossary to compars gains
from conversion vis-a-vis tho option of kocping lcans. In thz latter casa
also it may ba profitable to cxzrcisc the option dopanding on thc assessmant
of futuro profitability of tho company. Even if it is not profitable to
convart, tho convorsion option can still bo axorcisoed for more offactive
control on the management and also because of the fact that the company
may not be able to generatc nacessary cash surplus., Thao decision in thasa

casas is, however, more complcx than is tha casa of profitable companiss,

Sincae the decisicn on conversion option is to bs taken tuo to thrao
ycars after the projoct is implamentad, cascs that have como up so far
havo been feow,. Of the 62 casas that came up till thoe and of Juna 1977,
conversion option was oxarcisad in 36 cases and waived in 26 cascs (Tablo 4).
In a large numbor of cascs, where convcrsion option was axarcisaed, tho
actual amount convertced was much lower than the amount subjzet to conver-
sion (bocausa of rostriction of 40% of shara holdings alrcady hald by all

tha institutions combined),
DECISION CRITERIA USED

Where companics woro making lossas, mostly tha docision was to waivo
the convertibility option. Thase ware considered obvious casaes whara no

rigorous analysis was nezdad,
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In case of those companies which had achieved profitability (even if
it below the envisaged level), net cash flows were compared with tuo

alternatives: 1) convert and 2) do not convert.

In o2se of alternative 1, net cash flows comprise of a) net income from
dividend (net of expenses on borrowing, plus expenses on opportunity cost
of net worth and taxes); b) net capical gains (net of taxes); and ¢) net
interest earnings from sale proceeds of shares in the terminal year. In
case of alternative 2, net cash flows comprise of a) nat income from interest
earning on unpaid balance‘of loans (net of expenses on borrowing plus the )
opportunity cost of net worth and taxes), and b) net income from interest
sarned on repaid instalments (net of taxes), Symbolically these ca@sh flouws
(including their compenents) can be shown as belows

Altermative 1: Convert specified loan amount into equity.

The present w@lue of cash flow in this case=

n [{(Iot -EB) (1-TD)-EN % + {(Isn -PS) (1-T6) § +{1Rn (1-Tc)§]
z ,.

—1 t
t= (145)

Whers t = period for which the analysis is done (normally considered
t=1,4045) '
‘IDt = dividend income from equity shares in the t th year;
EBt = expenses on barrowing;
ENt. = opportunity cost of net worth
70 = rate of taxation on dividerd
Iﬁn = gross income from the sale of equity shares in the nth yearj;

PPS = loan amount used for conversion into equity shares in the
first year; :
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T6 = rated of tax on capital gaihs;
IRn= interest on reinvestment in nth year

TC = rate of tax on capital gains;

]
i

discount rate used (current relending rate of the institution)

Alternative 2: Do not convert loan into equity (i.e. take the repayment
and interest on loan as envisaged in the locan agreement),
The present value of cash flous in this case =

zn ‘:{(ILt + IR - E8,) (1-TC)£ - ENJ

=1 (140) ©

Where IL_ = income from interest on unpaid balance from loan amount subject
to conversion in the t th year. Other terms are as defined in
altermative 1.

The present value of net cash flows alternatives 1 and 2 are compared
and the decision to convert or waive is taken based on whichever cash flow
is larger. To assess the appropriatensss of criterion for decision-making
on canvertibility option, it is necessary to review the process of qQuantifying

each component of both cash flows., Componentuwise details are given below.7

Time period for the analysis (t) : Although thera is no unanimity on the

number of years financial institutions should hold the shares acquired after
conversion, the analysis was generally carried on for a period of 5 years
(i.e. the present value of return from alternatives 1 and 2 are computed for

the next 5 years period). Terminal year for the analysis wes set accordingly.

Dividend Income from EQuity Shares (IDt): This reduires projection of
dividends in equity shares for the next 5 years. This is done on the =ses
of pest performance of the company and judgements regarding the future
profitability of the industry and the company. After projecting profit after

taxes, a reasoneble dividend is taken into account and the surplus, if any,
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uas transferred tq reserves in taking projections. A rate of 12 to 15

per cent is considered reasonable returns to sharsholders.

Expenses on_borrowing (EBt): This is the current rate of interest at which
financial institutions are borrowing funds from the public and other sources.

This is treated as constant ouer the next 5 years period.

Oppor tunity cost of networth (ENt): This is the cost of equity (assuming a
rate of dividend) to the institution. Since dividends are paid aluays after

tax, this represents nat outflow.

Rate of taxation on dividend income (TD): The current rate of taation on

dividend income is generally assumed to be applicable to the next 5 years,

Gross Income from the sals of Equity Shares: Calculations of gro8s income

from sale of shares acQuired under convertibility options after 5 years

from the time when decision is taken reduire projection of market prices of
shares after next five years in future. This is done by estimating the
relationship between the book value and market price in the pasts Book
values are then projected by addition in the Fbrm of profits expected to be
transferred to reserves, Merket prives are also similarly projected. Since
these estimates are prepared for future prices which are uncertain, two or
three sets of share prices are assumed, The difference between pro jected
share :prices and prices paid under convertibility option represent the amount

of capital gain.

Loan amount to be used for converSion into equity shares (PS): This is the

amount specified in loan agreements which is subject to the convertibility .

clause. Fimancial institutions can conyert an amdunt less than this at their
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discretion; such situations arises in profitable companies when institutiomal
Iholdings in the company after conversion are likely to exceed 40 per cent of
the cxpanded capitals In such cases generélly a minimum of 10 per cent of
.conversion is effected. 1If alternative 1 is not profitable, tﬁe Question of

conversion does not arise.

Rate of tax on capital gains (TG): This is the current rate of tax on cepital

gains applicable to fimancial institutions. Generally the same rate is
assumed to be applicgble in the next five years for which cash flouws are

pro jected,

Interest on reinvestment (IRn): This is the current lending rate. It is

assumed to be same in the nth year when the sale proceeds from shares are

to be put to altermate use.

Rate of tax on corporate income (TC): It is the rate of tax on corporate

income applicable at the time decision on conversion option is takens. It

is assumed to be same for the next five years.

Income from interest on unpaid balance (ILt): This is calculated on the basis

of interest rate specified and repayment terms agreed upon in the loan

agreement.

Discount rate used (r): The current lending rate is used as discount rate for

making calculations of the present value of cash inflows in the next five

years.

It can be seen from the above details of data for each components that
cash flow components of alternative 2 are known with certainty (exceptioml
cases where the company i1s not in & position to repay the princip2l and

interest, and rescheduling hes either been already done or is being contemplated).
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In case of alternative 1, two components of cash flow are extremely uncertain:
a) dividend on equity shares (IDt) and b) gross iAcome from the sale of
equity shares in nth year (in this case, fifth year). The accuracy of
projections of these uncertain variables determines the accuracy of decision
on the exercise of convertibility option or its waiver. The procedure
currantly used for projecting the two uncertain variables is heavily

weighted by the performance of the unit in reference in the past years and
general cbnditions of the industry at the time of decision., The projected
values besed on judgement are treated as treated as determinate for the

purpose of apalysis, This aspect will be analysed further in subsequent

section.

IV ALTERNATIVE DECISION (RITERIA FOR
EXERCISING CONVERTIBILITY OPTION

Financial institutions will face much larger number of decisions on
convertibility options in the next five years than in previous years even if
no more stipulations of convertibility options were to be made in subsequent
years. On the basis of loan agreements concluded up to thevend of March 1977,
the number of companies coming up for the exercise of conversion option has
been projected in Table 5. Furthermore, according to current indications,
not more than 50% of the companies coming up for decision on conversion option
would be profitable at the time the decision hes to be made (Table §). This
implies that decision on conversion option will continue to the taken under
tuo types of circumstances: (i) where the company has achieved the envisaged
profitability and (ii) where the company has not achieved the envisaged
profitability. Of the cases where the decision on convertibility option uas

taken till March 1977, the picture emerges as follows: of the converted cases
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the assumption of profitability assumption seemed té work in 16 out of 26
cases (Table 6). In case of companies where conversion option ues taken and
profitability assumptions heve not materialized, it may actually ﬁean monetary
losses to the fimancial institutions concernad. In case of companics where
the option was weived and they have turned out profitable subsequently, it
means an opportunity loss (i.e. opportunity of stering geins has been lost
because a wrong decision was teken in the form of waiver). Now that a large
number of cases are coming up for decision, it is necessary to examine the
adequacy of decision criteria currently used and look for alternative

decision criteria which c2n avoid or minimize monetary loSses and opportunity

losses respectivaly,
OBJECTIVES OF THE FINANCIAL INSTITUTIONS

The primary objective of development banks is to provide assistance to
industrial enterprises; sharing gains, at best, can be regarded only as a
secondary task, If the primary objective is to be mat, funds cannot be tied
up in holding shares of assisted companiceg for a long time, In view of this
constraint, they are perfectly justified in waiving the option under conversion
clause in case of those companies which heve not achieved profitability at the
time of decision-meking. In fact, if these institutions were to convert
looking at the expectations of future profitability in case of loss making
companies it will amount to a inuestment‘decision which was not the intent of
Dutt Committee. Besides these, two additiomel points arise: (i) funds will
be locked up for Guite a while because of carry over losses, (ii) if the
institutions were looking for investment decision, they could have bought

shares of loss making companies in most cases at below par walue. Therefore,
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the financial institutions will be fully jus.tifiéd if“ they waived the option
sumnarily in case of loss making companias. If these companiesi subseduently
turn out to be profitable, and if thers is a possibility of getting higher
(higher than the interest rate) and capital gain, the opportunity loss of
development banks can be made mare than good by investment institution'’s
purchasing shares in the open market. Therefore, the existing decision
criteria are adefuete for future decision meking as well. The institutions
can still convert on management grounds but it will be meanimgful only if the
unit under consideration is out of the line of the profitability of comparable
concerns in the industry and there is retson to believe that menagement

intervention may improve the performance.

In case of companies which have attained profitability (whether at
envisaged level or more) existing criterion is that if the net present value
of returns in alternative 1 is greater than ttat of altermtive 2, the
decision is to convert. The uway data are computed for comparing alternative 1
with altermmtive 2 does not, however, recognize risk and uncertainties with
respect to rate of dividend and capital gains. Cash flows 1 or 2 are uncertain
because (i) dividends rate is uncertain in future years, and (ii) share price
is uncertain at the time of disposal in future. One may say that since the
company is making profits and share prices are higher than per level, there
is no uncertainty. The shares acquired by conversion can be sold at profit.
But, in actual practice, even if share prices were above par at the time of
conversion, they go down immediately afterwards since conversion is effected
by expanding equity tase). Thus, the institutions heve to hold shares for
some time before prices get back to the level which obtained before the

conversion, It is in this period that the profitability assumption must hold
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goods If share prices do not come up to prdéitable level in the near future,
it may mean monetary loss, This implies that the uncertainty with respcct to
dividend and share prices during the holding period must be explicitly

recognized and incorporated in decisione-making.
RISK AND UNCERTAINTY IN CASE OF PROFITABLE COMPANIES

SeQeral methods tAve been applied to problems tAving multi-period
decisions under uncertainty.8 The commonly used methods are: (i) the risk
adjusted discount rate method; (ii) certainty EQUivalentg (CE) of present
value method; and (iii) the discounted certainty eduivalent method. Although
risk adjusted discount rates can transform certain future cash flows into
present values, the me jor difficulty arises in picking a rate that represents
the decision-maker 's attitude touwards ;isk. The certainty eQuivalent of
present value method is used by practictioners because it is substantially
less complex than other approaches. Yet in the context of multi-period
decisions under uncertainty, this method makes some very simplifying
. assumptions. Two of those assumptions are: (i) constant risk aversion on
the part of the investar during the period for which cash flows are considered;
and (ii) independence of investments (i.e., the decision-maker 's computation
of the value to him of all eassets would be unaffected by changes in his

wealth resulting from resolution of other investments),

The discounted certainty eQuivalent method converts future uncertain
cash flows at any point of time into certainty equivalent at the future date
and then present values of these certainty equivalents are worked out by
discounting these at a riskless rate of interest. The discounted certainty

equivalent method differs from the certainty equivalent of present value in
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one aspect: while the former method applies the VYon Newmann-~Morganstern
logic in all future decision years, the latter appliss the logic only once

to present values.

Temnican tas compared both the certecinty eJuivalent methods and hes
come to the conclusion that the discounted certainty equivalent approach
for multi-period decision problems is most apprOpriate.1o Using the discounted
CE approach, wa can reuwritc net gains from alterpative 1 (convert loan into

equity) in the previous chepter as follows:

CE [j{(IDt - EBt) (1-TD)-ENt% + {ﬂzsn-ps)(1-rc)§.+{lan (1_70)}]

n

t=

1 1+ r)t

Where all terms are as defined in the previous chapter except the certainty

equivalent (CE). UWe have to find the CE of the numerator sach year (t=1,...,n)
A . t

and discount it by (1+r) which tes no uncertaintye In the numbrator,

finding the CE will imply the calculation of CE only of dividend (IDt) and

sale price of shares (ISn) since other terms do not heve any uncertainty

attached (i.e. their velues are known with probability 1). Thus, the

question is how to find the certainty equivalent of dividends (IDt) and

' share prices at the time of disposal (Ist)

The certainty eQuiwvalent is an amount which a person is willing to pay
for an uncertain investment with chances that he will receive nothing or
a much higher amount. The certainty equivalent will differ from person to
person depending on his attitude to risk, which, in turn, is affected by
his wealth position. It is possible to compute certeinty equivalent by
11

following five simple axioms given by Von Neumann and Morganstern. But

the certainty eduivalent will still differ from person to person. It has been
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Found, howsver, that in averags business situéﬁions the certainty ejuivalent
is equel to the expected monetary value.12 In case of the decision of
institutions on each conversion option, wealth and attitudes towards risk
can be considered stable. Thus, each decision can be regarded as the
average business situation and in this situation expected monetary valuyes

can be taken as certainty eQuivalent.

The question arises as to how to find expected monetary values of
dividend (ID,) and market prices of shares at the time of final disposal
(ISn). Currently, the institutions are making judgements on the values of
these variables directly. For finding expected monetary values, twc types of .
data will be required: for determining the range of valuas of the variable
and c@lculating prababilities.attached to each values In other words, we
require the probkability distribution of these variables., This reQuire
recourse to past data, which c@n be acQuired by making judgements about
(i) comparable companies (because the company for whom the decision is being
made only has three or four years of working results unless, it is an
ongoing company and has not undergone major expansion and diversification),
and (ii) identifying relevant years for which the data will be meaningful.
It is not difficult for the fipancial institutions to make this judgement
because they continously carry on industry studies and monitor data from
previously assisted compani85.13 Once a judgement has been made regarding
relevant comparable companies and relevant years, the past data of dividends
and sharc prices can be used (see illustrative case in subsequent section)
to arrive at a probability distribution for digidends (IDt) and sale prices
of.shares (ISn) and this is to bs used in computing the expected monetary

valne of these variahles. If the number of comparable companies and data
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relating to them for relevant years is not very large complete distribution
can be enumerateds If the observations are largec, one can approximate

the distribution by normal distribution.14 The freQuency distribution do
not have to be necessarily constructed from the past data. 'Frequency distri=~
bution ean be subjective (judgement tased)15 whan required amount of past
data from the company under reference and other comparable companies are

not availables .
ILLUSTRATIVE CASE

The above mentioned discounted certainty equivalent of dividends (IDt)
and market prices of shares (Iﬁn) can be illustrated by reworking cash flows o
of Bhavanipur Paper Products Ltd. (BPPL) (see Appendix for details).16

The judgements of present researchers and the fimancial institutions
were poaled to identify three companies comparable to BPPL. These are
mentioned as companies 'A', 'B', and 'C'.17,It was further decided that data
of five years immediately preceeding the year of decision (the decision uas‘

in 1976) would be relevant therefore, the data of dividends {in % terms)

and share prices was collected (see Table 7).

Based on data in Table 7, probability distributions of dividends paid
by the company and other comparable comp2nies were Worked out as in Table 8.
The protabilities in Table 8 uwere calculated by freduency approach (observed
frequency/total FréQuencies in col.2), The probebilities wers multiplied
by the rate of dividends paid by BPPL and other companies (in % terms) and
the wvalues put in the fourth column. The sum of all values in column 4 gives

the expected monetary value which comes to about 10%.
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Similarly, data in Table 7 were used to get the probability distribution
of percentage changes in market price of shares of BPPL and other comparatle
compénies (see Table B). First of all, high and low values of share prices
of BPPL and other comparable companies were conver ted into percentage changes
from the par value. These wWere then put in ascending order alomg with
frequencies of these percentage changes (increase or decredase). Thc observed
frequencies against each percentage change vere divided by the total ffBQUenciss
to arrive at probabilities in cole. 3. The probabilities were multiplied
with parcéntage changes and summed up (col. 4) to get the expscted monetary
value. The expected monetary value of percentage changes in share prices
wqued out to be 53.7, implying the price of Rss 15.37 for a share of par

vaiuzs Rse 10,

The expected monetary values of dividends and market prices of shares
were used to rework the net cash flow and present value (see Table 10).
Except for changes.in dividend and capital gain, other figures Were worked
out based on assumption given in casc study (sce Appendix). Since the
probability distribution of the rate of dividends in the next four years
were assumed to be same, the expected monetary values uers also kept sams.
The discounted certainty equivalent worked out to be ks. 5,93,700 (Table 10)
which is nearly half of amount worked out in Exhibit 3 of case study in
the Appendix 1. Since the pay-off from alternative 1 is still higher than
that from alternative 2 (see Exhibit 3, case study in Appendix), the decision
still is to convert, Howsver, the illustration brings out the fact that
under discounted certainty equivalent amalyses which explicitly incorporate

uncertainty, present values have been drastically different that when
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judgement was directly exercised with respect to the rate of dividend and

market prices of shares.

To apply the discounted CE mothod to a larger number of forthcoming
decisions (in cases of profitable compenies) it is necessary to collect
input of forming judgements with respect to (i) somewhet comparable companies,
and (ii) relevant years for the past ®ata. Once this is done, risk and
uncertainty can be explicitly incorporated into the amalysis, providing a

better base for decision-mking on convertibility options.
SOME RULES OF THUMB

The above discussion can be summarized into some rules of thumb which
oan in fact minimize elaborate calculations involved in present value of
cesh flows as well as discounted CE of cash flows for comparison purposes
(comparison between alterpatives 1 and 2)'1B These rules of thumb are as

19
followss

(R) In case of companies which zre not profitable or merginally
profitable at the time of decision, check the following two
conditions: v

(1-1D) 10, < (1-TC) IR
t t
and

PS
ISn<
Where all terms are as defined in section I1I, except IRt which is interest

earnings from existing loans in t th year. If the conditions are met, the

2
decision is waive the option.
(8) In case of companies which are reasonably profitable, chack, if:

(1-T0) CE 0, % (1-TC) IR

and
CE IS 7PS
n
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Where all terms are as definsd in section IIl. If the conditions are met,

. 2
the decision is to convert. 1

(€) In oase of companies which are profltable but when both conditions
do not have similar signs, i.e.

(1-10) CE mt< (1-TC) mt (1-TD) CcE IDt > (1-TC) IRt
and or . and
CE IS > PS ce 1s < PS
n n :

1t is necessary to do the full calculation (like those in Table 8) and check ifs

) ce[{ o, - £8)) (-TO)f -en ] ce[{(15 -ps) (1+T6)] + {mn(qqc)}]
> <
t=1 (1+r)t ('}.H:)t

If the left tand side is greater than the right hand side, the decision is to
convert end vice versa.l If the decision is to convert, the actuel amount of
conversion (within the upper limit of total amount Subject to conversion given
in the loan agreement) would, of course, depend on the percentage of shares
already held by 2ll institutions together as discussed in Section 3, In cse
of profitable companies, investment institutions 2lready have substantial
amount of shareholdings., This fact again indicates that the amount of loan
actually converted (out of the amount subject to ponversion) will be much
smaller.
V OTHER PROBLEMS AND EXPERIENCES
Stipulation and exercise of convertibility cleuse hes posed several

problems. Some of these are summarized below.
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Delay in disbursement of loan assistance:

The introduction of convertibility clause has been one of the m jor
contributory factors touzrds the time lag betwean the sanctioning of
assistance and its disbursement. Before a company can use the loan with
convertibility option, it has ta obtain the consent of shareholders in a
general body meeting and obtain the consent of shareholders in a general
body meeting and obtain the approval of the Company Law Board. This is a
time conmsuming process. However, with the framing of rules cealled “Public
Companies (Terms of issue of Debentures and of raiSing of loans with option
to convert such debentures or loans into shares) Rule 1977“ which were
published in Guzettee of India dated May 7, 1977 compliance with the
cumbersome and time consuming procedures have been disposed with except in
the cases where such conuersionbis to be exercised at a premium of more

than 25%.

Concerns which attract convertibility clauses

A large number of companiss for whom convertibility option has been
stipulated belong to the less than Rse 50 lakh categcry. Although companies
requiring assistance between fkss 25 and 50 lakh were within discretiomiry
limits, fimancial institutions have introduced the clause for almost all.
This has created an amamoly in the sense that IDBI normelly allows comp2nies
to avail of indirect assistance up to Rs.. 30 lakh and the conversion clause
is not applicable to this assistance.

Morsover, the existing mandatory and discretionary limits (fixed according

to 1971 guidelines) have become unrealistic in the context of present day

price levels and project costs. Financial ipstitutions would like to waive
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the stipuiation of convertibility options in the following cases: (i) assis-
tance for modernization or replacement programme, (ii) assistance for meeting
cost overtuns; and (iii) rehabilitation of weak projects. But in case the
aggregate assistance exceeds Rs,- 50 lakh waiver of the convertibility

stipulation involves lengthy correspondence with the government.

Joint Scctor Projects:

Since the idea of joint sector has gained acceptance, mny joint sector
and government companies are coming up to the all-India institutions for
financing. This has eroded the justification of introducting convertibility

clause on mandatory besis,

Determiration of fair Price of Shares:

It has been indiceted in previous section thet the fimencial institutione
have been conservative in allowing premium on ¢hares of existing profit
making coﬁpanies to be acquired under conversion clause with a ration2le of
course, The rationale behind this viesw is that gains should accrue to the
financial institutions elso. This has, however, cieated a conflict of
interest of LIC, UTI and GIC as investors and other development institutions

in setting the terms of conversion option.

Constreint on Conversion:

In casé of assisted companies which are not doing well, the companies
are keen that Financial institutions should exercise their option because
it improves their proFitability.23 Howaver, in these cases it is not in
the inﬁereét of institutions to convert. In case of loss meking companies,

in financial institutions convert loans into eQuity, they have to move from
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the position of creditors to the less preferred position of shareholders

with no returns. In case aof profitable companies, the exercise of conversion
option creates a dif ferent kind of problem. Since these companiss are
profitable, institutional investments like UTI,LIC, and GIC also ouwn large
‘amopnt of eQuity in these companies, Consequently, institutioral holdings

in these cases often exceed 40% of the tatal, limiting the Guantum of actual

conversion to a minimum of 10 per cent.

Average yield of Equities, Stare prices vis-a-vis Lending Rates:

One of the objectives of the Dutt Committee in suggesting the
conver tibility option was to share profits aof the enterprise. In this
connection, it is to be noted thst average yields for equities uwas more or
loss at the same level in 1975~76 as in 1970-71, while lending rates of
all=India fimancing institutions have meanwhile besn raised from 8.5 per cent
in 1970-71 to 11.25 per cent in 1975-76. Similarly the index of equity prices
for the Bombay Stock Exchange (1970-71=100) shows a slight decline (Table 11),
This indicates that altsrmative 1 in fact does not turn out to be more

profitable than alternative 2 in actual practice an an average.

VI CONCLUDING DBSERVATIONS AND
POLICY ISSUES

On the basis of findings and discussions, the following recommendations

can be made.

1. The mandatory limit for inserting the convertibility clause needs
to be raised to atleast Rss 75 lakh. A few fipancial institutions even wanted
the mandatory limit to be Fixea at Rss 1 crore.

2. The stipulation of convertibility option needs to be exempted in the

following cases: assistance for modernization and replacement programme
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assistance for meeting cost over runs, and rehabilition of weak projects,

3, To avoid delay in disbursement of sanctioned assistance because of
reduired formalities, provision should be made for interim withdrawals
pending the completion of requirements., Alteady IDBI is allowing the
withdrauwal of a part of sanctioned assistance even before the formalities
are completed. Other all-India fimancial institutions should also permit
such facilities,

4. Starting with the framework of primary objective of fimancial
institutions, the existing criteria for arriving at a decision on converti-
bility option in case of loss meking companies also suffice for forthcoming
oasese In fact, in these cases, if the financial institutions were to
convert loan equity looking at future profitability, it will amount to an
investment decision which was not the intention of the Dutt Committee,
Moreover, if the investment decision was to be made, these institutions
could eve purchased shares in the open market in most cases much below
the par value. The opportunity loss (arising from the fact that ths company
has turned out to be profitable after the option uas waived), if.any, can still
be made up by subsequent gains in investment institutions.

S« 1In case of profit meking companies, evidence indicates the possibility
of even monetary losses in some caseS because profitability assumptions
have not materialized after conversion and share prices have not come up to
the assumed levels Now that a much larger number of cases are coming up for
decision then in the past, it is necessary that chances of such wrong decisions
are minimized. We have proposed and illustrated the use of discounted certainty
equivalent method for arriving at the comparable cash flows in this study.

The method explicitly incorporates risk and uncertainty in the future stream
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of cash flows. Application of this method in practice means the use of
expected monetary values of dividends and capital gain (under certain
assumptions) in arriving at the certainty eﬁuiualent of cash flows for
discounting purposes, The method followed in the illustrative case to
arrive at probability distributions of dividends and capital gain also hes
the advantage of reducing weightzge of the performance of unit in the years
immediately proceding the time of decision. However, several other

alternatives for arriving at the reduired probability distributions of

Y

dividend and cepital g2in need to be explored.

6. If the discounted certainty equivalent method is to be used for
decision-making on convertibility options, the financial institutjions will
havé to collect data on units comparable to the case under decision and
sharpen the judgement relating to relevant years for which past data will
be appropriate, This implies thet, instead of directly making judgements
on futurc values of dividend and capital gain, the financial institutions
will have te strengthen the inputs for making judgement on the process which
generates the probability distributions of dividend and market prices of
shares (and thercby capital gains)

The above mentioned recommendations can help get over the operational
difficulties in stipulating and exercising the convertibility option; they
can alsc improve the gains to the fimancial institutions by minimizing the
possibility of wrong decisions. Gains from convertibility options will,
however, be limited because a large number of assisted companies which will
be coming up for convertibility decision are not expected to achieve
profitability or achieve profitability which is not attractive vis-a-vis

lending rates. Even in case of those companies which turn out to be profitable

<
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another constraining factor would be the large amount of holdings of investment

institutions (which will continue to invent in profitable companies).

This will restrict the actual amount of conversion within the total

amount subject to conversions. This raises the following policy issues:

1e

3.

4e

Se

Houw far the stipulation and exercise of convertibility clause has
helped in bringing about the idea of joint sector in practice?

If the convertibility dlause s not served the objective of
bringing about the joint sector concept, should it be continued

as a ritwal as seems to be the case,

How far the limited gains from convertibility options are real, and
not merely a trapnsfer of gains from investment institutions to
development institutions?

The development banks have to assume development as well as
commercial roles in oxercising the convertibility clause, How far
these two roles are‘compatibla?

Has the convertibility option deterred several companies from
seeking assistance from the all-~India term lending institutions?

An exampls aof this is found in case of soft-locan scheme., UWhile the
schems did not pick up between 1976 and early 1978, it s started

picking up only after the convertibility clause uwas dropped.
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Table 1: Distribution of cases with convertibility clause stipulated
according to magnitude of assistance (year wise all-India
institutions combined)

Total number of cases classified

Years according to loan amount Total
é:grﬁ§‘ Up to Rse25.01 to Above No.of cases
© Rs.25 lakh 50.00 lakh Rs.50 lakh

1970=71 5 16 16 37
(13.52) (43.24) (43.24)

197172 11 24 25 61
(18.04) (39,34) (42.62)

1972-73 20 23 58 101
(19.80) (22,77) (57.43)

1973=74 21 28 51 100
(21.00) (26.00) (51.00)

1874=75 17 24 38 79
(21.52) (30.38) (48.10)

1975-76 .26 24 61 111
(23.42) (21.62) (54.96)

- 27 29 8 164
1976~77 (164 46) (17.68) (%g.es) 4
Entire
Period 127 168 358 ‘ 663

(19.45) (25.72) (54483)

Some companies had taken several lcan in dif ferent years., £ach loan
treated as seperate case in this table,

Figures in parenthesis dencte the percentage of number in respective
colunn to total number of cases.

Source: Records of industrial development bank of India
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Ta‘ble 3: Terms of conversion option
Total number of cases classified
Years according to terms of conversion Total
(April- (rate) no. of
March) - - ses ™
At par With Premium Terms not cases
specified/
available
1970-71 23 11 3 37
(62.16) (29.73) (8411)
1971=72 45 3 13 61
(73.77) (4.92) (21.31)
1972=73 71 21 9 101
(70.30) (20.79) (8.9)
1973~74 74 8 18 100
(74.00) (8.00) (18.00)
1974=75 58 6 15 79
' (73.42) (7.59) (18.99)
1975-76 B4 10 17 111
(75.68) (9.01) (15.31)
197677 118 9 37 164
(71.95) (5. 49) (22.56)
Entire
Period 473 68 112 663
(72.43) (104 42) (17.15)

* .
Some companies had taken several loan in different years, Each loan

treated as seperate ocase in this table.

Figures in paranthesis denote the percentage of number in respective
column to total number of cases.

Source:

Records of Industrial Devel opment Bank of India,
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Table 4: Distribution of companies where the decision on convertibility
option has been taken (category upto June 1977)

Categories Jotal no. of Conver ted taived
companies

Up to Rse 25 lakh 10 6 4
(60.00) (40, 00)

Between Rs. 25 and

50 lakh 23 15 8
(65.22) (34.78)

Above Rs. 50 lakh 29 15 14
(51.72) (48.28)

Total 62 36 26
(58.06) (41.94)

Figures in parantheses denote percentages to total in column 2.
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Table 53 Profitability of companies coming up for the exercise of

convaertibility option and amount involved in next five years*

Years Amount Aggregate Percentage
(Rpril-  Making Making Incep- Total 3iMvelved assistance of col.6
March) Profit Loss tion in con-  sanctioned  to col.?
stage version to companies
according (Rs.in lakh)
to loan 4,
agreement
(Rse in
lakh)
1977-78 43 35 10 88  1943.75 12083.00 16,09
(48.86) (39.77) (11.37)
197679 32 34 14 80 1705.79 89689, 47 18. %8
(40,00) (42.50) (17.50)
1979~80 21 18 27 66 2012.09 113474 46 17,73
(31.82) (27.28) (480.90)
1980-81 24 9 36 69  1974.30 10372,50 19,03
(34.78) (13.04) (52.18)
1981-82 8 4 29 41 1220495 '6437,99 18.96
(13.51) (9.76) (70,73)
Total 344 B8856.88 49230, 42 1799

*Profitability of the companies coming up for the exercise of convertibility
option is based on the latest available balance sheet, profit and loss
account.

**The pro jected number of companies in the table is based on the data for

companies for which the conversion clause uwas alrerdy stipulated by the
duar ter ending March 1977. For the purpose of yearwise classification,
we took the first year when the option will become open. In practice
however, the option will in most cases will remain open for two years
and years will spill over beyond firancial year.

Figures in parénthesis denote percentage of each figure in raw to rau
totals,



Table 6: Profitabilities of companies with convertibility option exercised

Conver ted cases where uwived cases whare

the assumptions the assumptions
worked™® did not worked* did not
work work
Up to 25.00 lakh 6 - 2 2
(18.18) (12.5) (20.0)
Between 25,01 and
50,00 lakh 13 2 6 2
(39.39) (66466) (37.5) (2G.0)
Above 50,00 lakh 14 1 8 6
(42, 43) (33.34) (s0.0) (60.0)
Total 33 3 16 10

*
According to the latest available balance ¢heets. Figures in parentheses
indicate percentage of categorywise number to col. total,
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Table 82 Probability Distribution of Dividend paid oy BFPL and other

comparable companies

39

Rate of dividend Observed
paid by BPPL and fr eQuency

Propability of 4 = col (1) x col (3)

various dividend

other comparable of the rates

companies % rate of (Percentage)

(Percentage term)  dividend
4 2 . 1052 0. 4208
7 2 .1052 0.7364
8 1 0527 D. 4216
Be5 1 0527 0.4480
10 5 «2631 - 2.6310
12 4 2105 2,5260
13 3 .1579 2,0527
14 1 .0527 0.7378

Expected monetary — 9.9743

valye of dividend
(Percentage)

'Ehsed on data in Table 7.
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Table 9: Probability Distribution of Percentage Changes in Market Price
of Shares of BPPL and other comparable companies

Percentage changes in Frequency , Protabilities col (1) x col (3)
market price of shares distribution

of BPPL and other x

comparable companies

-41.9 1 » 025 -1,0475
-40.1 1 . 025 ~1.0
~3649 1 .025 -0, 9225
-3447 1 . 025 -0.8675
~14.0 1 « 025 ~0.3500
-12.5 1 .025 ~-043125
-841 1 . 025 ~-0,2025
348 1 .025 -0,0950
1.9 1 .025 0.0475
3.6 1 » 025 0.0900
9.2 1 . 025 0.,2300
1244 1 .D25 0.3100
16.0 1 .025 0.4000
1745 1 »025 0,4375
23.7 1 «025 0.5925
28 1 025 0,7000
31 1 . 025 0.7750
32 1 « 025 0.8000
38 1 .025 0. 9500

46 1 «025 1415
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Table 9: (Continued)

Percentage changes in Frequency , - Probabilities col (1) x col (3)
market price of shares distribution

of BPPL and other *

comparable companies

47,2 1 .025 1.18
47.5 1 . 025 1.1875
50 1 . 025 1.25
52 1 .025 1.3
5647 1 . .025 144175
58 1 .025 1445
60 1 .025 1.5
69 1 .025 14725
81 2 .05 4405
91 : 1 .025 2,275
107 . 1 .025 2.675
123 1 .025 3.075
135 1 .025 30375
147.5 1 .025 3.6875
152 1 ’ . 025 3.8
155 1 .025 . 3.875
16845 1 .025 44,2125
18945 1 .025 447375
210 1 . 025 5625
Expected monetary value 53.7075

percentage increase in
share price

*The range of percentage chenges in market price of shares from their per value
and their freduency include both high and low values given in Table 7,
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Table 11: Lending rates average yield on sduities, and index of eduity prices

Years Lending rates Average yield Index of

of the term for eQuities in eQuity

lending institu=- percentage term prices

tions (1970~71=100)
1971-72 8.0 6.7 94.9
1972“73 9.5 60 9 97.8
1973~74 9.5 6e 9 12148
1974-=75 10.0 Se4 112.5
1975=76 11,25 5.5 95.7

Source: Report on_currency and finance, Reserve fank of India, Bombay, 1977,
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APPENDIX: EXTRACT FROM CASE STUDY

BHAVANIPUR PAPER PRODUCTS LINITED**

Bhavanipur Paper Products Limited was one of the oldest paper manufacturing

unit in the country. Looking at the adequate demand of paper it decided to
diversify its production. In order to enable the company to do so the 'GPPL'!
(Bhavanipur Paper Products Limited) applied for the loan assistance from
ICICI, IDBI and IFCI. After considering the projected profitability and
other reQuirements ICICI sanctioned in to 1971 a foreign currency loan of
377,000 (about fse 71.7 lakh) and a rupee loan of 28.3 lakh totalling to

fse 100 lakh, IDBI and IFCI also sanctioned an amount of Rse 380 lakh and

f. 50 lakh respectively.

ICICI had an option to convert 20 percent of the loan which unless
exercised would exXpire on March 31, 1977. Other institutions which had
sanctioned Rs, 430 lacs to BPPL (IDBI =~ #s. 380 lacs, IFCI Rs. 50 lacs) had
similar conversion rights. If all the institutionsvincluding ICICI
exercised their right of conversion they acfuire Rs. 106 lakh worth 'A!
ordinary shares increasing the company's total 'A’ ordinary shares from
s« 364 lakh to Rse 470 lakhe

Of the current 'A' ordimary shares of Rs, 304 lakh, LIC, UTI, and GIC
held sheres worth Rss 151.8 lakh (41.7 percent). After exercising the
option, the combined institutional holdings of nationalised banks were
considered as institutiomal holdings, the total holdings of the institutions

after conversion wWould be 58 percent.

*For detailed presentation and more case studies see "Uma Kant Srivastava and
Nikhil M, Oza, Stipulation and Exercise of Convertibility Options by
Fimncial Institutions: Analysis and (ase Studies (mimsographed) Indian

Institute of Management, Ahmedabad, 1578.

**The real name s been disguised to protect the identy of the company.
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Looking at the operating results, ICICI made the following assumptions

to arrive at a decision:

{SSUMPTIONS

i) Termirel period.uwas assumed to be Merch 1981 according to past

practice of holding shares for not less than 5 years.

ii) Opportunity investment rate was assumed to be 9 per cent being the

likely return on rupee funds in the next five to seven years,

iii) Interests an foreign currency loan of fse 71.7 lakh and the rupee
loan of Rse 2843 lakh were calculated at 9 Oer cent and 8.5 per cent
respectively, being the lending rates on loans. Interest on

reinvestment would be calculated at 11 per cent,

iv) On the basis of trends of BPPL's market price of shares (Exhibit 1)

expected dividends were assumed as belows

1975-76 12 per cont
1976=177 12 por cent
1977-78 15 per cent
1976=79 15 per cent
1975-80 15 per cent
19680-81 15 per cent

v) It was assumed that the dividend for the current year would be
received in the subsequent year, while interest was paid in the

year of accrual.

vi) It was assumed thet at the time of sale of skAres ICICI would
receiva Rsa 20 per share (net brokerage); the market quotation
of Bss 10 and book value of Rs 20 were expected to appreciate
considerably by 1980-81 (for past data on book value and market

value of shares, see Exhibit 1)

vii) The capital gein of Rs. 10 per share (. 20 less the acQuisition
price of Rs,10) was taken on 200,000 shares, as income in the

beginning of 1981-82.

viii) Sale proceeds (net of capital gain tax) were assumed to be reinvested

at 11 per cent up to the terminal data.



ix)

x)
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It was assumed that ICICI's capital structure would be 139. The
cost wuas 11 per cent and with the assumption of ploughback ration

at p.5, the dividend as percentage to book value would be 5 per cent,
As divided payment was aluays taken aficr tax, it was grossed at the
corporate tax level of 51.75 per cents 1In short, thec cost of equity
was taken at 10:36 per cent (at actual tax rate of 51,75 per cent).

To show the effect of tax savings, celculation regarding tax on
income and tax saving on tax deductible expenses were worked out

separately.

The rate of corporate tax on business income was taken at 51,75 per
cent, on dividend at 23 per cent, and on capital gains at 35 per cent.
This tax structure was assumed to remain same for ncxt seven years,
Hence tax saving available on exponses of interest on borrowing

was R 1,117,000 and on this amount thz saving worked out to be

Rse 60,548 (51.75 per cent of the cost).

From the ocash flow analysis (see Exhibit 2 and 3) it uwes abserved that,

by exercising the option, the total net inflow up to March 1984 would work
out to Rse 11.76 lakh (Ri. 4¢65 lakh if no capital gain was assumed) as
against Rse 1417 lakh during the same period if the option uwas not exercised.
It was further felt that after the completion of the modernization cum

expansion scheme, the company would be making more profit.

-Considering all theso facts it wes decided to sxercise the conversion

option by converting 200,000 ordimary shares of Rse 10 each at par during

the period April 1, 1975 to March 31, 1977.
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Exhibit 1

EQUITY SHARE DATA OF THE BPPL

Dividend Dividend tarnings Book Value fMarket Price

Gross Gross per share per share High Low
Rse % » Rsa Rse

1968 - - 1.12 12,23 Bal12 4,19
1969 - - 0433 12,55 8.00 4,19
1970 0.25 2.50 0. 45 12.74 10.00 7.19
1971 0,40 4400 0.48 12.83 9.19 6.53
1972 0.70 7.00 2,09 14,22 8.75 5.81
1973 0o 40 4400 1.66 15,49 9,62 6431
1974 0.70 7.00 1.64 16427 12,37 6,00
1975 : 1e20 12.00 4.06 20461 15467 10,19
1976 1,20 12,00 4,08 23.27 13.25 8,31
1977 ' 0. 80 8.00 1048 22,99 9,62 7.06

*Data refers to post decision yeare.
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FOOTNOT £S

'See, Govarnment of India (Department of Industrial Development, Ministry of
Industrial Oevelopment, Intermal Trade and company Affairs), Department of
the Industrial Licensing Policy EnqQuiry Committee (Delhi: Menager of
Publications, 1959), pp. 166-167; for further classification on the
implications of convertibility clause, alsoc see Chari, V.V. "Conversion of
Loans and Perticipation in Mamagement" Reserve Bank of India, Bulletin,
Bnuary 1971, pp.62-64; Mani, R.H.S. "Beneficiaries under Convertibility
Optiong of Fimancial Institutions", The Chartered Accountant, 23(10),

April 1975, pp. 481-404; and Nigam R.K., "Convertibility Guidelines, Impact
of Operation", Economic Times April 17, 1974.

, :
“This part of the sections is based on the minutes of several inter=-
institutional meetings.

3Normally companies refquiring Rss 30 lakh in the form of rupee loan go to
state level term lending institutions. It is only when rupee loans

less than Rss 30 lakh are required along with foreign exchange loans or

when additional loans are required to meet cost overruns and retabilitation
needs that all-India term lending institutions get involved.

4In arriving at the direct loan sanctioned, assistance provided to
underwriting and direct subscripticns, refirmance, redicounting of bilils
and subscription to sheres/bonds of other institutions by the Industrial
Development Bank of Incia were excluded from total amount s2nctioned,

SIF fair price for shares is to be worked out on the basis of projectsed
value at the time of conversion, the profit element would automatically
get discounted and this would defeat the objective of gain staring set
out by the Dutt Committee.

6In taking the averagé due adjustments were made in cases where a high
quotation was cum dividend bonus rights shares,

7The discussion on data collection process and numbers are b2sed on ICICI

analysis, The numbers differ from institution. For example the cost of
funds is different for ICICI, IDBI, IfFCI, UTI and LIC

YSee, Tennican, Michael Le Convertibility Debentures and related Securities,
(Bostons Division of Research - Graduate School of Business Administration,
1975), ppe 136=173.

9The certainty equivalent is that amount which an investor would be willing
to pay for an uncertein investment whose outcome would be known in future
after the investment is made., For example, consider an investment where
it is equally likely that pay off may be R, 10000 or nothing. If the
investor is willing to pay Rse 3000 far this investment this amount is
considered to be his certainty equivalent.
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Tennican, Michael L. Convertible Debentures and Telated Securitiss, op.cit
PPe 166-173

Uon Neumnn, John and Morganstern, Oskar ITheory of Games and Economic
Betaviour (Princeton: Princeton University Press, 1947)

2 .
1 Schlaiffer, Robert O. Introdugtion to Statistics for Business Decisions

(New York: McGraw-Hill, 1961), ppe 26=29

13Nanagement of Development Banks, Proceedings of a Seminar (New Deth..

Management Development Institute), 1975

1
4Reutlinger, Shalmo, Technique for Project Appraisal Under Uncertainty

16

1

18

Uorld Bank Staff Occasiomal Paper No. 10 (Baltimore, Johne Hopkins Press,
PPe 18-24

1
sThere is a systematic way to arrive at judgemental protabilities, See

Raifa, Howard, Decision Amalysis: Introductory Loctures on Choices under
Uncertainty (Massachysetts: Addison wesley, 1968), pp. 161-168,

In this case, the company wis profitable at the time of conversion decision
but the profitability and share prices mave been very low after the
conversions Thus, the projected gains merve not materialized.

7Actual names of all companies teve been disguised to protect identities.

The rules of thumb are such that even if we go through elaborate
calculations of cash flows, the decision would be the same.

19The cases included in A and B will mostly exhaust most of the companies

because of the 'Short Sighted Cheracter ' of stock market in India. If the
dividend rate is reasonable, share price is also high and vice-versa. See,
Prasanna, Chandra, 'Valuation of Fquity Shares in India (Delhis Sultan
Chan & Sona, 1978)

20421
fhe incame from dividends (ID,) and income from mterest payments (IT )
have to be adjusted for respective tax payments: The capital gain nee
not be tax adjusted for the limited purpose of comparison between the
alternative because any positive capital gain will still be positive
after tax adjusted. Our thanks are due to I'Ij.ss Madhu Agarwal of ICICI
for bringing this to owr attention

22This part of the discussion draws heavily from discussion papers of inter=~

institutiomal meetings.

23 Nurthy, Guruprasad, “Conversion of loans into Equity"™ An Economic Amalysis",

The Chartered Accountant, 22(5) Nov. 1973, pp. 235-259.



