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SALE OF ASSETS BY MEANS OF CONVERTIBLE STOCKS 


The C h a n c e l l o r has asked f o r ad v i c e on a s u g g e s t i o n , made t o him i n 
a l e t t e r ( a t t a c h e d ) from Mr Hunter of L Messel and Co, dated 23 May, 
t h a t t h e r e would he an advantage to the Exchequer i n s e l l i n g Government 
e q u i t y h o l d i n g s by i s s u i n g a 10 year g i l t c o n v e r t i b l e i n t o the e q u i t y 
a t a l a t e r d a t e . The F i n a n c i a l S e c r e t a r y has a l s o asked about schemes 
of t h i s s o r t (Mrs D i g g l e ' s minute of 29 May). 

2. A p o i n t to note immediately about such a scheme i s t h a t s a l e of 
c o n v e r t i b l e g i l t s f o r t h i s purpose would not i n i t s e l f cause a r e d u c t i o 
i n the PSBR, but r a t h e r would count as a f i n a n c i n g t r a n s a c t i o n . The 
PSBR would o n l y be reduced (assuming, as w i t h BP, t h a t the e q u i t y s a l e 
i t s e l f d i d c o n s t i t u t e a PSBR r e d u c t i o n ) when the shares were a c t u a l l y 
hahded over.* Thus al t h o u g h the monetary e f f e c t s of a scheme of t h i s 
s o r t would be v e r y l i t t l e d i f f e r e n t from those of an immediate s a l e of 
the shares the PSBR e f f e c t would be delayed u n t i l the o p t i o n to convert 
was e x e r c i s e d . 

3. A c l a i m made f o r the i s s u e of c o n v e r t i b l e g i l t s i s t h a t the shares 
( o r the g i l t s ) c o u l d be s o l d a t a premium r a t h e r than at a d i s c o u n t 
i n the case of d i r e c t s a l e of the s h a r e s . But i n f a c t t h i s i s o n l y 
l i k e l y to be t r u e i f c o n v e r t i b i l i t y i s o p t i o n a l . I n t h i s case t h e r e 
i s a chance t h a t the i n v e s t o r w i l l make a c a p i t a l g a i n because the shar 
p r i c e might r i s e above the o p t i o n p r i c e , whereas i f the share p r i c e 
f e l l the o p t i o n to buy need not be e x e r c i s e d . Thus the i n v e s t o r s would 
have a one-way o p t i o n f o r which they would p r o b a b l y be prepared to pay. 
But an i m p l i c a t i o n of t h i s i s t h a t i f the share p r i c e d i d f a l l the 
s a l e of shares might never occur. 

4. I f the c o n v e r s i o n i n t o shares were made compulsory w i t h i n a certain 

p e r i o d , the e f f e c t on the p r i c e o b t a i n a b l e by the Government i s l e s s 

c l e a r cut and although a premium might be o b t a i n e d t h i s would be f a r 




( com a s s u r e d . Whether o r not a premium was o b t a i n e d would depend, 
i n t e r a l i a , on the l e n g t h of the p e r i o d d u r i n g which the o p t i o n c o u l d 
be e x e r c i s e d and the s h o r t e r the p e r i o d the l e s s the l i k e l i h o o d of a 
premium. I n the extreme case of compulsory c o n v e r s i o n on a f i x e d date 
i n the f u t u r e the s a l e would almost c e r t a i n l y be a t a d i s c o u n t . 

5. Whether the s a l e occurs at a d i s c o u n t o r a premium under t h i s 

scheme thus depends on the extent of a d d i t i o n a l r i s k taken on by the 

i n v e s t o r when buying c o n v e r t i b l e g i l t s r a t h e r than the shares themselve 

I f l e s s r i s k i s taken on, the s a l e w i l l be a t a premium and v i c e v e r s a . 

In a w o r l d o f p e r f e c t c e r t a i n t y about f u t u r e share p r i c e s and d i v i d e n d s 

however, there would be n o t h i n g to g a i n or l o s e by a d o p t i n g the 

c o n v e r t i b l e g i l t t e c h n i q u e . I n v e s t o r s would i n both cases examine 

the f u t u r e stream of net r e t u r n s a v a i l a b l e t o them - i n the case of a 

d i r e c t s a l e t h i s would be the value of d i v i d e n d payments and i n the ess 

of a c o n v e r t i b l e the v a l u e of i n t e r e s t payments i n i t i a l l y f o l l o w e d on 

co n v e r s i o n by d i v i d e n d s - and would d i s c o u n t these t o o b t a i n a c u r r e n t 

market v a l u a t i o n . One o p t i o n would y i e l d a h i g h e r v a l u a t i o n than the 

o t h e r o n l y i n s o f a r as the d i s c o u n t e d net c o s t t o the Governme.">t was 

h i g h e r i n t h a t case ( i e o n l y i n s o f a r as the i n t e r e s t payments on the 

c o n v e r t i b l e g i l t s exceeded the d i v i d e n d s on the sh a r e s , o r v i c e v e r s a ) . 

Thus i n the absence of u n c e r t a i n t y the tv/o methods would be e q u i v a l e n t 

as f a r as the c o s t to the Government was concerned. 


6. In h i s l e t t e r Mr Hunter a l s o argues t h a t the p r i c e of the shares 

would be depressed to a s m a l l e r extent p r i o r t o s a l e i f i t were known 

t h a t the method of s a l e vas to be i n the form o f c o n v e r t i b l e g i l t s 

r a t h e r than an immediate s a l e . But t h i s i s l i k e l y to be o.aly a t i m i n g 

e f f e c t . I n v e s t o r s would know t h a t the shares would e v e n t u a l l y be s o l d 

and t h a t the share p r i c e would e v e n t u a l l y r e f l e c t the i n c r e a s e i n 

supply. They would take t h i s i n t o account when a s s e s s i n g the v a l u e of 

the o p t i o n a v a i l a b l e t o them when p u r c h a s i n g the c o n v e r t i b l e g i l t s 

and thus t h e r e i s no presumption t h a t the Government c o u l d o b t a i n a 

h i g h e r p r i c e as a r e s u l t . 


7. There are f u r t h e r aspects of the method of s a l e of Government shares 

which c o u l d be d e s c r i b e d here, such as d i f f e r e n t i a l t a x advantages of 

the d i f f e r e n t methods, but n e v e r t h e l e s s our view remains t h a t the 

method of s a l e proposed by Mr Hunter would o n l y b e n e f i t the Exchequer 

i n s o f a r as the r i s k taken by i n v e s t o r s was reduced, and i n order t o 

ensure such a r e d u c t i o n i  t would be necessary t o pr e s e n t thorn w i t h a 

v/ide range of o p t i o n s , and i n the extreme case an o p t i o n not to purchase 




I n t h i s case i t c o u l d not he guaranteed t h a t the s a l e of shares would 
a c t u a l l y take p l a c e w i t h i n a reasonable p e r i o d , and although t h i s would 
not have s i g n i f i c a n t l y adverse monetary consequences, the g a i n t o the 
PSBR c o u l d a l s o not be guaranteed. * (see end) 

8. A d o p t i o n of the technique suggested by Mr Hunter cannot t h e r e f o r e 
be recommended f o r the s a l e of a s s e t s i n the c u r r e n t f i n a n c i a l y e a r , 
g i v e n t h a t the Government envisages a s s e t s a l e s as a means of c u t t i n g 
the PSBR. The advantages of such a scheme i n terms of i n c r e a s e d r e t u r n 
to the Exchequer are i n any case somewhat d o u b t f u l . A c c o r d i n g l y , I 
a t t a c h a d r a f t l e t t e r a l o n g these l i n e s which the C h a n c e l l o r might send 
to Mr Hunter. 

C J RILEY 

19 June 1979 


* L a t e s t a d v i c e suggests t h a t i  t c o u l d w e l l he the case t h a t the 

PSBR i s not reduced even when the shares are handed over. 
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SALE OF ASSETS BY MEANS OF CONVERTIBLE STOCKS 


The F i n a n c i a l Secretary has seen the attached note|and commenttd: 


"I e n t i r e l y agree. This proposal i s useless so f a r as t h i s 

year's d i s p o s a l s are concerned - as my Private Secretary's 

note of 29 May made c l e a r . I t might j u s t have some relevance 

to the long term problem of s e l l i n g shares i n some of the 

l e s s promising n a t i o n a l i s e d i n d u s t r i e s , and w i l l be borne 

i n mind i n that context, although I am doubtful i f i t w i l l 

prove the best way even then." 


P C DIGGLE 

20 June 1979 



