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Divesting in CIL, IDBI Bank when their share prices are low makes little sense. Borrowing against govt's stake will bring more benefits ~

MANDINI VIJAYARAGHAVAN

n July 10, 2020, the Gov-
ernment of India an-
i nounced its intention to
” sell its stakes in Coal In-
dia Limited (CIL) and IDBI Bank to
raise ¥20,000 crore (approxim-
ately $2.67 billion). This decision of
the government to sell its stakes in
CIL and IDBI Bank, whose share
pricesare almost 70 per centand 55
per cent lower than their five-year
peak, is short-sighted (see Chart). It
comes on the heels of the govern-
ment's sale of its 11.47 per cent stake
in ITC Limited and 4.59 per cent
stake in Axis Bank in May 2020 for
22,000 crore.

As of June 30 this year, the ag-
gregate value of government's
stakes in CIL and IDBI Bank was an
estimated ¥74,305 crore. To raise
20,000 crore, the government

would have to sell around 27 per -

cent holdings in both entities.

Media reports have stated that
CIL maybuy back the government’s
stake if no other suitable buyers are
found. Though CIL's outstanding
cash and bank balance stood at
%31,124 crore as of end-March 2019,
it is essential for the company to
maintain ample liquidity to dis-
charge its commitments to its em-
ployees, vendors and lenders
rather than to effect a share
buyback.

‘Case againstselling

While it is impossible even for the
most astute stock-pickers to con-
sistently buy at the

fiveyear peak share price of
T431.40. And, its 46.46 per cent
stake in IDBI Bank was worth
¥46,154 crore, more than twice its
current value, at its five-year peak
share price. Second, the govern-
ment loses the dividends it earns
from these entities. In FY19, the gov-
ernment earned an estimated
%7,058 crore in dividends from CIL
and %614 crore from ITC; IDBI Bank
and Axis Bank had paid negligible
dividends. L

The government must instead
borrow against its PSU stakes; a
more advantageous financing op-
tion. First of all, by borrowing, the
government does not sacrifice the
upside potendial in the value of its
shareholdings. Second, it has con-
tinued access to PSU dividends. CIL
was the government’s highest di-
vidend grosser in FY19. Dividends
paid by the industrial constituents
of Bharat-22 ETF accounted for a
quarter of the government's FY19
dividend income of ¥1,13,421 cTore.

Third, the valuation of PSU stakes
is bound to improve as the eco-
nomy recovers, thereby enabling
the government to raise incre-
mental debtusing the existing pool
of pledged shares. Fourth, as the
debt raised is backed by PSU shares,
the net sovereign debt remains
unchanged.

A strong case may thus be made
for defending India’s sovereign
credit rating, which is precariously
perched at BBB-, the lowest invest-
ment grade rating. While S&P has
retained the stable outlook on In-

dia's sovereign rating as

trough and sell at the
peak, the government in-
curs two kinds of finan-
cial losses by selling its
stakes in public sectorun-
dertakings (PSUs) amidst
acyclical downturn. First,
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on date, Moody's and

Fitch downgraded their

16 outlooks to negative in
= June 2020.

Debt instruments

The government must in-

the government earns a
lower quantum of capital
gains. Its 66.13 per cent stake in CIL
was worth ¥1,77,088 crore ie more
than thrice the current value, at its

clude in its debt package
a variety of medium-to-
long tenor debt instruments tar-
geted at investors with varying risk
appetites such as banks, institu-

Government's stakes in industrial constituants
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tional investors, bluechip private
sector corporates, high networth
individuals and middle income re-
tail investors. These include me-
dium-tenor (say five-year) loans,
plain vanilla bonds, deep discount
bonds, callable bonds, and convert-
ible bonds.

Notwithstanding the Covid-19
outbreak and loan moratoriums,
the liquidity position of the better-
managed Indian and foreign banks
continues to be comfortable. Sev-
eral blue-chip private sector cor-
porates, including Reliance Indus-
tries, Wipro and Infosys, oversee
investment portfolios worth lakhs
of crores.

The government may reduce in-
terest-expense related cash outgo
by including deep discount bonds
in its debt programme. Deep dis-
countbonds are akin to cumulative

deposits; no interest is payable dur-
ing the tenor of the instrument. In-
terest is paid together with prin-
cipal at maturity.

Issue of callable bonds enables
the government to reduce its in-
debtedness by redeeming them
ahead of maturity during years of
robust economic performance
and/when profitable PSU divest-
ments occur. Convertible bond in-
vestors may choose to convert their
bonds to equity if these are ‘in the
money' on the designated conver-
sion dates andfor at marurity.
Hence, the government will not be
required to repay or refinance
these bonds.

Listing plain vanilla, deep dis-
count, callable and convertible
bonds is essential to provide in-
vestors with an exitoption ahead of
maturity, and will enhance the at-

tractiveness of long-tenor bonds of
(say)10-15 years' maturity.

Stake buyers

The buyers of the government's
stakes in [TC and Axis Bank have not
yet been disclosed. It is likely that
LIC, one of the public sector non-
life insurance companies or some
governmentlinked entity may
have purchased/will be purchasing
the government’s stakes in [TC, Axis
Bank, CILand IDBI Bank.If this were
the case, divestments may be
viewed as merely a transfer from
one arm of the government to an-
other. So, the government will have
indirect access to the divested PSUs’
capital gains and dividends vide
the dividends paid by the buyer of
these shares. While this is a logical
viewpoint, such transactions can
be sub-optimal.

Borrowing against PSU shares
from a wide spectrum of investors
during a downturn is more
prudent than requiring govern-
mentlinked entities to buy PSU
shares for around 42,000 crore
(between Mayand July 2020 alone).
Also, the government plans to par-
tially divest its stake in LIC through
an IPO. Requiring LIC to buy the
government's stakes in PSUs in an
ad-hoc manner implies that LIC's
strategic and operational inde-
pendence is limited. This view will
depress LIC's valuation and lower
IPO proceeds.

The government conducted a
fire sale of its ITC and Axis Bank
stakes in May, close on the heels of
its March 24 lockdown announce-
ment. Fiscal prudence and finan-
cial savvy ought to now prevail over
the easy way out ie, requiring gov-
ernment-liked entities to purchase
the PSU stakes. Failure to do so will
result in India continuing to face
the lives versus livelihoods di-
lemma long after humankind has
learned to counter the coronavirus.

The writer is Head of Research at Korea
Developrment Bank. Views are personal



