1. GENERAL ISSUESAND RECOMMENDATIONS

ON DISINVESTMENT

Review of Progress in Disinvestment

In its Fourth Report, the Commission

had indicated, in the form of a

Statement, the action taken by Government on its recommendations contained

in its first three Reports. Since then, some more decisions

announced by Government on the specific

have been

recommendations of the

Commission aswell asin continuation of ongoing public sector reforms. The

Commission
recommendations of the Commission

presented in the form of a Statement.

Table 1 Genera Recommendations

has taken note of the progress so far in implementing the

in its four Reports and once again it is

Recommendations

Government Action

Establishment of Disinvestment Fund (1:3.1)

According to Government communication Fund
set up in September, 1996. Details as regards
scope or purpose hot available.

Formation of Standing Empowered Group (1:4.1)

Core Group empowered as recommended

Guidelines on -Offer of Sale - Book building for
domestic and GDR issues (1:4.2)

Book building followed in GDR issues

(IV:1)

Employee Pension cum Insurance Scheme (11:1) &

Guidelines on selection of Intermediaries (1:4.3) Accepted
Retailing PSU shares to small investors & Accepted
employees (1:4.4)

Recommendation on joining NSDL (11:1) Accepted
Revamped Voluntary Retirement Scheme - Decision Awaited




Table2 Corporate Governance: All PSUs (Other than Navratna Category)

Recommendations for all PSUs

Government Action

* Professionalising the Board by induction of non-
executive directors to be chosen by PESB (1:3.4)

Govt. to broadbase Boards of 97 PSUs by
inducting at least three non-official part-time
Directors and the number of such Directors
should be at least one-third of the total strength
of the Board. These Directors would be
selected by Search Committee comprising of
Chairman, PESB; Secretary, DPE; Secretary of
the Administrative Ministry; and some eminent
non-official(s).

Provision for Elected Directors (1:3.4)

* Selection of Top Management (1:3.4)

* Salaries and Incentives for Top Management
(1:3.4)

Decision Awaited
Decision Awaited
Decision Awaited

* Autonomy in Price Fixation (1:3.4)

Decision awaited

* Accountability (1:3.4)

Accepted

* Setting up of Pre-Investigation Board (1:3.4)

Decision awaited

* Strengthening the Investor Interface (1:3.4)

Decision awaited

Moderate Performers
* Powers to dispose of Assets (1:3.4)

* Freedom of Investment within certain
limits (1:3.4)

Decision awaited

To incur capital expenditure on hew projects,
modernisation, purchase of equipment etc. upto
Rs.300 crores or equal to their networth
whichever islower for category | PSUs, and Rs.
150 crores or upto 50% of their networth
whichever islower for Category Il PSUs.

Strong Performers
* Powersto form Joint Ventures (JVs) (1:3.4)

[# Category | PSUs - PSUswho have made a
profit in the last three years continuously and pre-
tax profits should have been more than Rs.30 crores
or morein at least on of the three years and should
have a positive net worth.  Category || PSUs -
PSUs who have made profit for the last three years
continuously and should have a positive net worth]

* Full freedom with regard to Investments (1:3.4)

To establish JVsand subsidiariesin India-
Should be limited to Rs. 100 croresin any one
project, should not exceed 5% of the networth
of the PSU in any one project or 15% of the
networth of the PSU in all Jvs/subsidiaries put
together for Category | PSUs" and Rs. 50
Croresin any one project, should not exceed
5% of the networth of the PSU in any one
project or 15% of the networth of the PSU in all
Jvs/subsidiaries put together for Category |l
PSUS".

To incur capital expenditure on hew projects,
modernisation, purchase of equipment etc. upto
Rs.300 crores or equal to their networth
whichever islower for category | PSUs, and Rs.
150 crores or upto 50% of their networth
whichever islower for Category Il PSUs.




Table 2A Corporate Governance : Eleven Select PSUs (Navaratna Category)

Recommendations for Strong Performers

Government Action

* Professionalising the Board by induction of non-
executive directors to be chosen by PESB (1:3.4)

Govt. to broadbase Boards by inducting in the
first instance at least four non-official part-time
Directors and the number of such Directors
should reach at least one-third of the total
strength of the Board within six months. These
Directors would be selected by Search
Committee comprising of Chairman, PESB;
Secretary, DPE; Secretary of the Administrative
Ministry; and some eminent non-official(s).

*Provision for Elected Directors (1:3.4)

* Selection of Top Management (1:3.4)

* Salaries and Incentives for Top Management
(1:3.4)

Decision Awaited
Decision Awaited
Decision Awaited

* Autonomy in Price Fixation (1:3.4)

Decision awaited

* Accountability (1:3.4)

Accepted

* Setting up of Pre-Investigation Board (1:3.4)

Decision awaited

* Strengthening the Investor Interface (1:3.4)

Decision awaited

* Freedom of Investment (1:3.4)
* Powers to dispose of assets (1:3.4)
* Powers to form Joint Ventures (1:3.4)

Accepted

Decision Awaited

The PSUs have been allowed to set up
financial joint ventures and wholly owned
subsidiariesin India or abroad subject to (1) an
equity limit of Rs. 200 croresin any one
project, (2) 5 percent of the networth of the
PSU in any one project and (3) 15 percent of
the networth of the PSU in all joint ventures/
subsidiaries together. However, for entering
into technology joint ventures and strategic
aliances, the PSUs have to adhere to guidelines
to beissued by Government from time to time.




Table 3 Specific Recommendations for 19 PSUs

Recommendations

Government Action

Modern Food Industries India Limited
(MFIL) (I1:5.1) Saleof entire Government
shareholding on an as-iswhere-is basis

Decided to reduce Government shareholding in
Modern Foods from present 100% to 50% in Phase 1

Gas Authority of IndiaLimited (GAIL) (1:5.2)
-25% disinvestment through GDR
Autonomy under Strong Performer Criterion

Implement TL Sankar Committee
Recommendations

24.84% (210 million shares disinvestment through
GDR
Granted Autonomy under “Navaratna Status”

Implemented

Indian Tourism Development Corporation
(ITDC) (1:5.3) Handing over the hotels
located in prime locations to established hg
chains to run on long term structured contr
on lease cum management basis. The hot
in other locations may be demerged into
separate companies and Government to s¢
100% of its equity in those new companies

options as identified by Core Group

tel Acceptance of the Disinvestment Commission
act recommendations

els  Acceptance of the view of the Ministry of
Tourism (limiting disinvestment upto 49%)
Reduction of Government shareholding to 509
favour of strategic partner

Reduction of Government shareholding to lesg
than 50% in favour of strategic partner

b

Decided to appoint global adviser to evaluate fouf

Bharat Aluminium Company Limited
(BALCO) (I:2.1) Immediate disinvestment ¢
40% of the equity to a strategic partner with
an agreement to dilute Government holding
26% through public issue within 2 years. Tf
Government to disinvest its balance holdin
of 26% in full at an appropriate time in futui

Accepted
Df
0

Bongaigaon Refineries and Petrochemicals
Limited (BRPL) (11:2.2) Strategic sale of 50
of Government holding with an agreement
further dilute to 26% or below through publ
offer at a later date.

) to
ne
J
e
Decided to appoint global adviser to evaluate two
options
[@ Disinvestment Commission’s recommendation
¢ for a strategic sale

Ministry of Petroleum’s suggestion of merger g
Oil India and BRPL to make it a integrated oil
company and disivest Government holding to
50% or below in the merged entity

HTL Limited (HTL) (11:2.3) 3 options for
disinvestment -

Sale of 100% shares in HTL alongwith
ITI in the process of Strategic Sale
50% of shares of HTL may be offered t
a strategic partner through a global
competitive bidding

if none of the above options is feasible,
straight sale of assets of the company
through competitive bidding

Core Group broadly endorsed the recommendatio
however waiting for the views of the Telecom
Commission.

1=




Table 3 Specific Recommendations for 19 PSUs (Continued)

ITI Limited (ITI) (11:2.4) Immediate
reduction of manpower through VRS and
hiving off the Defence Division in Bangalore
and merge with Bharat Electronics Limited
followed by strategic sale of 50% of the
shares with an agreement to reduce the
Government holding to 26% through public
offer to Indian institutions, small investors
and employees later

Core Group broadly endorsed the recommendations,
however waiting for the views of the Telecom
Commission.

Madras Fertilisers Ltd (MFL) (11:2.5)
Recommended to initiate negotiations with
National Iranian Oil Company to change the
terms of agreement which would permit sale
of 50% of the shares in the company to a
strategic partner

Approval for negotiations with NIOC aong the lines
suggested by the Commission

Manganese Ore India Limited (MOIL)
(11:2.6) - No immediate disinvestment

Accepted

Container Corporation of India Limited
(CONCOR) (111:2.1) -10 million shares offer
toinstitutional investors and public and at a
later stage the company could go in for fresh
issue of 12.5 million shares thereby reducing
the Govt’'s share to 51%

Disinvestment of 6 million shares approved along
with fresh issue of 12.5 million shares - Distributio
of issue between domestic and international mark
be based on the market conditions

=

et to

Kudremukh Iron Ore Company Limited
(KIOCL) (llI: 2.2) Strategic sale of 30% and
induction of the strategic partner in the
management. There should be an agreem
with the strategic partner for further dilution
of Government equity to strategic partner &
public offering within 2 years.

Decided to appoint global adviser to advise the
Ministry of Steel and KIOCL on disinvestment and
strategic sale.

ent

nd

Mahanagar Telephone Nigam Limited
(MTNL) (In:2.3) - 60 million shares in GD
market and 28.3 million shares in domestic
market through book building

Financially restructure - by formation of a
new company for raising funds for DoT
Grant of Autonomy under Strong Performe
Criteria

Disinvestment 47 million shares along with fresh
Rissue of 60 million shares - Distribution of issue
between domestic and international market to be
based on the market conditions

Decision awaited

Granted Autonomy under “Navaratna Status”

Oil India Limited (OIL) (ll1:2.4) -
Disinvestment and Company’s IPO only aft
company’s prospects are clearly establishe
through the outcome of exploration activitig
in the North Bramhaputra area and
Government'’s policy on APM

Accepted
er
d

(%)

Oil and Natural Gas Commission Ltd.
(ONGC) (lI: 2.5) -Disinvestment after the
organisational changes are in position and
Government’'s policy on APM

Accepted




Table 3 Specific Recommendations for 19 PSUs (Continued)

Rail India Technical & Economic Services Accepted
Ltd (RITES) (111:2.6) - No disinvestment

Hindustan Copper Limited (HCL) (IV:2.1) - | Decision awaited

Two options suggested:

e HCL to implement the expansion
programme and al so restructure the ICC
mining operations by closing down mines
through VRS. Afterwards, Government to
divest 51% of its holding through a
strategic sale. The balance 22% to be
disinvested through offer of saleto
domestic ingtitutions, small investors and
employees

* Immediately disinvest 51% through a
strategic sale and after restructuring and
expansion, disinvest balance 22% through
offer of sale to domestic institutions,
small investors and employees

Pawan Hans Helicopters Limited (PHL) Decision awaited
(IV:2.2) - Recommends writing off the
Westland loans together with interest. Offer
the entire Government holding to ONGC. If
ONGC not interested, sell the entire holding
of Government to an investor.

Power Grid Corporation of India Limited Decision awaited
(POWERGRID) (1V:2.3) Disinvestment only
after entire electricity sector isfully
restructured.

Shipping Corporation of India Ltd (SCI) Decision awaited
(1V:2.4) Government to disinvest 40% of its
holding to oil refineries, (30% to public sector
and 10% to private sector refineries). This can
be followed by the company’s own equity
raising.

Arising out of this, the Commission would like to make the following general

observations:

Firstly, the Commission considers the establishment of the Disinvestment
Fund to be extremely vital to the credibility and social acceptability of the
disinvestment process and hence towards building a general consensusin
the country in its favour. Government has communicated that a

Disinvestment Fund was set up in September, 1996 - prior to the



Commission’s recommendation. However, in the view of the Commission,
what is currently sought to be done is merely to earmark a small portion of
disinvestment proceeds towards restructuring schemes of PSUs and specific
VRS proposals. The Commission would reiterate that there is urgent need
for Government to consider the Commission’s recommendations fully,
keeping in mind the objectives to be achieved through the establishment of
the Disinvestment Fund. Later in this Report, the Commission has made some

further remarks on the Disinvestment Fund.

Secondly, while Government has processed the recommendations of the
Commission with regard to strategic sale of some PSUs and taken certain
decisions, there is some concern that the implementation of those decisions
could be delayed if time-limits are not laid down for the Ministries

concerned to implement the decision.

Thirdly, while the Commission welcomes the further initiative taken by
Government towards conferring autonomy to a large number of PSUs with a
view to improving corporate governance therein, it hopes that this process will
be carried forward in a comprehensive and co-ordinated manner, taking into
account the Commission’s recommendations made in its First Report. In

particular, the Commission would like to emphasise the following:

(i) The Commission has recommended autonomy for all PSUs categorised

accordingtotheir performance (1:3.4).

(i) The Commission’s recommendations also include the setting up of Pre-

Investigation Board, proper incentivisation of the top management



personnel, strengthening investor interface (1:3.4) and need for change
in the perspective of audit by the C&AG and examination by
Parliamentary Committees taking into account the changes in the
commercial environment in which PSUs are now operating (I:3.3).
These need to be considered urgently by Government, both for
improving the investor perception of PSUs as also for creating the
necessary climate for the Boar ds of Management of PSUsto exercisethe
greater powers now proposed to be conferred on them, without

hesitation or fear.

(iii)Providing representation to minority shareholders in the PSUs where

disinvestment has already taken place needs to be stressed. To start
with, Government may consider providing such representation in PSUs
wher e disinvestment has exceeded 25%. This step will greatly improve
investor confidence in PSUs and will help the process of future

disinvestment.

Terms of Reference

The terms of reference of the Commission, as notified in the Government
Resolution No. 11013/3/96-Admn. dated 23 August, 1996, of the Department

of Public Enterprises inter-aliainclude the following:

VI.

VII.

To supervise the overall sale process and take decisions on instrument,

pricing, timing etc. asappropriate.

To select the financial advisers for the specified PSUs to facilitate the

disinvestment process.



IX.  Tomonitor the progress of disinvestment process and take necessary

measures and report periodically to the Government on such progress.

Para 4 of the Government Resolution reads:

“The Disinvestment Commission will be (an) advisory body and the

Government will take a final decision on the companies to be disinvested
and mode of disinvestment on the basis of advice given by the
Disinvestment Commission. The PSUs would implement the decision
of the Government under the overall supervision of the Disinvestment

Commission.”

The Commission has considered the terms of reference and is of the view that,
in the light of para 4 quoted above, it will not be possible for it to act on items
VI and VII of the terms of reference. In its First Report, the Commission,
therefore, while recommending the establishment of the Standing Empowered
Group (SEG) recommended that the selection of Financial Advisers,
supervision of the overall sale process and decisions on instrument, pricing,
timing, etc. as per terms of reference, items VI and VII may also be entrusted
to the SEG. Government has since taken decisions on the specific
recommendations of the Commission relatingto some PSUs and entrusted
implementation to official groups. This would indicate that the
Commission’s interpretation of the terms of reference as above has been
accepted by Government. In other words, the Commission will function as

an advisory body and will not involve itself, as originally envisaged by



items VI and VIl of the terms of reference, in the actual disinvestment

process itself.

The Commission in the First Report had also mentioned that “in order to enable
the Commission to monitor the progress of the disinvestment process as per
terms of reference IX, it is proposed that the SEG should keep the
Disinvestment Commission informed of the various steps undertaken from time
to time.” According to the Government decision communicated to the
Commission, “the recommendations of the Commission will be processed by
the Ministry of Finance through the Core Group chaired by the Cabinet
Secretary for obtaining the decision of the Cabinet thereon. The Core Group
will also monitor the actual process of disinvestment in each cAsedtding
toitem I X of theterms of reference, the Commission isrequired to monitor

the progress of disinvestment process and take necessary measures and

report periodically to the Government of such progress. The Commission

will, therefore, continue to take note of the Government decisions and
monitor the progress of the disinvestment process with regard to the
implementation of the Government decision with a view to maximising the
benefits to the Government and the economy in general, accruing out of

the disinvestment process.

Government referred 40 PSUs to the Commission in September, 96, and ten
more PSUs in March, 1997 (vide Appendix ). The Commission has arranged
to have diagnostic studies of all these companies through professional

consultancy firms prior to the consideration of disinvestment in them.
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However, some of the administrative Ministries have raised objections to
disinvestment in the PSUs under their purview, well after the PSUs were
referred to the Commission by Government. For instance, the Department of
Defence Production & Supplies in the Ministry of Defence has written to the
Commission that the PSUs under its administrative control, namely, Bharat
Earth Movers Ltd., Bharat Electronics Ltd., Garden Reach Ship Builders &
Engineers Ltd., and Hindustan Aeronautics Ltd. need not be considered by the
Commission. Government have since accepted this view and withdrawn these
four PSUs from the Commission. Again, recently, the Ministry of Coal has
expressed similar views regarding PSUs coming under its administrative
control, namely, Northern Coal Fields Ltd., South Eastern Coal Fields Ltd. and
Western Coal Fields Ltd. In respect of Air India, the Commission understands
that separate studies have been initiated by the Ministry of Civil Aviation for

restructuring the company including merger of Indian Airlines with it.

The matter whether a PSU should be considered by the Commission for
disinvestment or not should be sorted out between the administrative
Ministry and the Core Group (SEG) beforereferring it to the Commission.
Government should have the prima facie intention to consider
disinvestment in a PSU before referring it to the Commission. The
Commission would then examine the PSU and recommend to Government
whether there should be disinvestment, and if so, the timing and the modalities
thereof. Oncea PSU isreferred to the Commission, the concerned PSU and
the administrative Ministry concerned should be directed to co-operate
fully with the Commission. In the absence of such clear understanding
on these issues, the Commission’s time and effort and Government

resources, will be needlessly wasted as has happened in the case of the

11



seven PSUs referred to earlier. Pending clarifications by Government, the
Commission isunable to proceed further with the examination of the three
PSUs under the Ministry of Coal.

Among the 50 PSUs so far referred to the  Commission, there are some which

are subsidiaries of PSUs. These are:

Table 4 Holding companies

Name of the Subsidiary Holding Company

» Hotel Corporation of IndiaLtd Air India

* Northern Coal Fields Ltd.

+ South Eastern Coal Fields Ltd. Cod IndiaLtd.

»  Western Coal Fields Ltd.

» Ranchi Ashok Bihar Hotel
Corporation Ltd. ITDC

» Utkal Ashok Hotel Corporation

The shares in such subsidiaries are held by the PSUs and not directly by
Government. Disinvestment per se would relate to sale of shares held directly
by Government. The case of subsidiaries, therefore, should not normally come
under the purview of the Disinvestment Commission. Government have also
recently clarified that the off loading of sharesin such subsidiaries would
be decided by the Boards of Management of the concerned Public Sector
holding company and in future would not be referred to the Commission.
In so far as some of the subsidiaries have already been referred to the
Commission and the Commission has also completed the studies with a
view to examining them for the purpose of disinvestment, the Commission
would be making recommendations in those cases even if proceeds from
disinvestment of shares by the holding companies may not accrue directly

to Gover nment.

Disinvestment Fund
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In its First Report, while recommending the offer of sale in GAIL, the
Commission had mentioned that the price and the exact timing may be
decided by the SEG depending on market conditions. In its recommendations
for offer of sale in MTNL made in the Third Report, the Commission also
reiterated among other things that the appropriate timing of the sale of shares
will be decided by SEG keeping in view the market conditions.

These recommendations relating to market conditions have to be read along
with that for setting up a Disinvestment Fund made in the First Report. It was
pointed out that the separation of disinvestment proceeds from the other non-
debt capital receipts in the Budget will prevent the short-term budgetary
compulsions from obscuring the long-term benefits of disinvestment in loss
making PSUs; and will help in highlighting the seriousness of the fiscal and
revenue deficits and can compel actions to deal with them in the context of

raising current revenues, and/or curtailing current expenditure.

The essence of the Commission’s recommendation is the delinking of
disinvestment from the annual Budgetary exercise. Budget-driven
disinvestment will have to be made under compulsion of the budgetary
time-frame and may not allow the sales to be timed to suit favourable
market conditions. Selling under the compulsion of the budgetary time-
frame would encourage investors to bid lower prices particularly when
market conditions turn unfavourable. The setting up of the Disinvestment
Fund into which proceeds can be put in as and when disinvestment takes
place would enable Government to undertake disinvestment at the most

opportune moment in the market.
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The Commission would, therefore, suggest that in the light of the foregoing
considerations, it is important to take an early and clear decision on the
structure and utilisation of the Disinvestment Fund on the lines recommended

in the First Report of the Commission.

Strategic Sales- Some |ssues

Strategic sale is one of the modalities recommended by the Commission to
achieve disinvestment of Government shares in non-core PSUs. A strategic
sale would involve selling a substantial stake in a PSU along with management
control to a bidder who would complement the existing strengths of a PSU with
a view to imparting long-term viability. The Commission has favoured an
initial transfer of shares to the selected strategic buyer to the extent of 30 to
50% of equity and within an agreed time-frame, further dilution of Government
equity through a combination of public offer and offer to the joint venture
partner to enable him to acquire controlling interest in the company. The
Commission has proposed that Financial Advisers be appointed to draw up the
terms and conditions for inviting bids from potential strategic buyers with
appropriate prequalifications. In its first four Reports, the Commission has
recommended strategic sales as a mode of disinvestment in the following
Companies. ITI, HTL, KIOCL, BALCO, ITDC, MFIL, BRPL, HCL & PHL.
Government have since accepted either wholly or in part the recommendations
of the Commission in respect of BALCO, BRPL and KIOCL and indicated that
Financial Advisers would be appointed to pursue action therefor. It is
important at this juncture to further elaborate on some aspects relating to

strategic sales.
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(1) It is essentia to clarify the role of Financial Advisers in this context. The
appointment of Financial Advisers has been recommended for arriving at a
proper valuation of the assets of the PSU and fix arealistic value of the shares
to be offered to the strategic buyers; to finalise the terms and conditions of the
bid to be invited from prospective strategic buyers; to arrive at norms for
prequalification of bidders, and finally to advise the Government on the
evaluation of bids received. The Commission while making recommendations
takes due account of all the relevant factors specific to the PSU as well as
general market conditions in the industry in which it is operating. Its PSU
specific recommendations are given after careful deliberations, consultations
and a close examination of the different options before the PSU in the light of
its past performance and future prospects. The Financial Advisers therefore
are expected to advise and assist in theimplementation of the decisions of
Government on the recommendations of the Commission on strategic sale
of select PSUs. Their role is not to evaluate the disinvestment options as
recommended by the Commission. This needs to be clarified while

appointing Financial Advisersand settling their terms of reference.

(2) The essence of the strategic sale modality is the identification of a suitable
strategic buyer who would contribute the required strengths to the PSU for its
future viability and sustained operation in an increasingly competitive
industrial environment. Such strengths could be in the areas of Finance,
Marketing or Technology. The importance of prequalification of bidders, as
stressed in the Second Report, arises from the need to select a suitable
strategic buyer who could add to the existing or potential strengths of the

PSU in any one or more of the areas identified as vital to the PSU’s future
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and to avoid entry of others who may have intentions of merely reaping

short-term gains.

(3) After the strategic buyer has been identified, there is need for entering into
an agreement with him spelling out the manner in which the control of the PSU
would pass from Government to him. Initially, there would be an offer of a
substantial stake in the PSU, to the extent of 30 to 50% as recommended by the
Commission at the price determined on the basis of the competitive bidding.
In order to assure the strategic buyer that eventually Government would
withdraw from the PSU, it is necessary that the agreement should spell out
the details, including the time-frame, for further dilution of Government
share holding. However, even at the time of the initial induction of the
strategic buyer, Government should entrust management control to him as
already recommended. The agreement should also spell out clearly the
medium-term and long-term strategy of the strategic buyer to strengthen
and improvethe viability of the PSU.

(4) Continued Government presence in the PSU with significant share holding
exceeding the holding of the strategic buyer even as a transitional arrangement
would deter prospective bidders. The Commission, therefore, recommends
that Government may keep its direct share holding below the level of the
iInvestment being offered to the strategic bidder by divesting some portion
of its equity to institutions such as multilateral financing institutions,
private Equity Funds, Mutual Funds and a few select PSUs who have
businessinterest in the particular PSU being disinvested. Such sales would
be at the same price asthat paid by the strategic bidder. Thiswill improve

the response to Government’s invitation for strategic partnership.
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As already recommended by the Commission, 5% to 10% of the equity
should also be earmarked for allotment to employees under the existing
SEBI guidelines as also to a trust under an appropriate Employee Stock
Option Scheme (ESOP).

(5 The response to strategic sales will also improve if Government takes
some immediate action towards restructuring the PSU concerned.
Immediate financial restructuring including waiver of past long standing
loans, arrears of interest and penal interest, if warranted under particular
circumstances of a PSU, should be undertaken. Also where ever the PSU
has a problem of an unviable workforce size, it would be useful for
Government to undertake essential rightsizing through VRS before
inviting the offer for such strategic sales. The Commission, in its earlier
Reports, has already given its suggestions for making VRS effective and
attractive. Among other things, Government needs to announce a suitable
long-term VRS with stable terms so that workers concerned have a clear
idea of the compensation they would receive. Secondly, the Commission
has also proposed that the VRS should be reformulated to combine the
features of a monthly payment, an annual payment and insurance in the
long-term interests of the employees opting for the scheme. Thirdly, the
PSU concerned needsto be assured of the fundsrequired for implementing
VRS. The Disinvestment Fund proposed by the Commission will take care
of such assistance to the PSUs. Fourthly, for those employees who may not
opt for the pension scheme but would liketo set up a commercial venture
with the lumpsum VRS payment, the management of the PSUs in

collaboration with organisations like the Industrial and Technical
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Consultancy Organisation in the State should organise a counselling
service so that they may be properly guided as regards alternative
investment options like establishing a small business venture or retraining
to seek alternate employment. Both these measures, namely, financial
restructuring and implementing the revamped VRS would maximise the returns
to Government through strategic sales. If financial restructuring and VRS
were to be left to the new strategic buyer, it islikely that he would discount the
value of the shares being sold to him to take care of these measures and such
discount could actually be higher than the cost to Government in undertaking

them prior to sales.

Audit of Disinvestment Transactions

Disinvestment in PSUs by Government over the last five years has attracted
considerable public attention, especially after reports of audit of such
transactions were completed by the C& AG and submitted to the Parliament.
Experience world wide has shown that in spite of all the conceivable procedural
safeguards, in retrospect it is possible to conclude in some cases that some of
the disinvestment procedures could have been improved. In order that
disinvestment is implemented ultimately in the best interests of the public,
while at the same time establishing a proper environment for decision
making, it is essential that audit of each disinvestment by the C&AG is
conducted thoroughly, expeditiousy and with the involvement of
professionals familiar with the working of the industry and the capital

mar kets.

The need for expeditious completion of audit cannot be exaggerated.

Disinvestment is a continuous process of learning as it has been observed in
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other countries. Delayed audit of performance would not serve this useful
purpose of improving the disinvestment process and maximising the gains
therefrom to the public exchequer. It would be desirable that such audit
should be carried out within six months of the completion of the
disinvestment transaction. Thiswould ensure that, the people involved in
the transaction would be available for examination at a time when ther
memory would be fresh with regard to the action taken and decisions
arrived at soon after the disinvestment transaction under audit. Also an
early availability of audit reports on past transactions would provide
opportunities for improving the quality of processing subsequent
disinvestment transactions. Similarly, involvement of professionals with
full knowledge of the working of the industry and the capital market in the
process of audit is extremely vital. Thiswould enable the process of audit
to identify any deficiencies in decison making and in implementation of
these decisions while, at the same time, protecting the officials concerned
against action for bonafide decisions under conditions prevalent at that
time. This would improve the confidence of all concerned and enable the right
kind of approach, attitude and commitment for implementing the disinvestment
decision objectively and expeditiously in the ultimate interest of maximising

the gains from disinvestment.
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2. SPECIFIC RECOMMENDATIONS

2.1 EngineersindiaLimited

Evolution

Engineers India Limited (EIL) was established in 1965 in collaboration with
M/s Bechtel Corporation, USA mainly to establish consultancy capabilities in
India with respect to petroleum projects such as refineries, oil field

development and oil and gas pipelines.

Over the last three decades, the growth of EIL can be divided into four stages.
In the first stage, EIL responded to the needs of the market by diversifying into
new areas of business such as offshore exploration structures, oil/gas
production systems, fertilisers, etc. In the second stage, the company set up its
own technology development and research facilities in order to provide
specialised skills in the areas of project engineering design, tendering,
procurement. In the third stage of growth, EIL entered new markets by forming
subsidiaries and joint ventures abroad. In the last stage - during the nineties -
the company has focused on improving internal systems which has enabled it to
obtain SO 9001.

The company operates under the administrative control of the Ministry of
Petroleum and Natural Gas. In FY’'94, the Government disinvested 6% of the
equity of Rs. 18 crores in favour of financial institutions, mutual funds and
private parties at an average price of Rs. 585. EIL’'s shares are listed on the
Delhi Stock Exchange. As on July 22, 1997 the share price was quoted at Rs.
650. Due to the limited public shareholding, the stock is illiquid with low

trading volumes.
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Industry & Business Anaysis

Project Services & Role

ElIL’s services range from pre-feasibility studies to commissioning support for
projects across a wide range of process industries (Table 1). EIL's competency
across a range of process industries stem from the synergy available across
industries in terms of designing and engineering practices, similarity of
equipment and materials applicability of codes. However, EIL’'s presence in a

sector is based on commercial considerations.

An analysis of the turnover of the past three years indicates that the sectoral
share of business is dominated by Refineries, Petrochemicals and allied
businesses which together constituted about 70% of the total turnover. EIL’'s
role in projects may vary from that of a prime management contractor (PMC) to

that of an engineering, procurement, construction (EPC) contractor.

Table 1 EIL’s Project Services & Role

Project Services Project Role Industries
PMC
e Consultants involved from the| e Refineries
» Project feasibility feasibility stage (to basic design, award
of contracts and subsequent monitoring
» Basic engineering design of the project), operating on behalf of | «  QOil & Gas
client.

» Detailed engineering design * In some instances consultant aso
undertakes (rather than award to | e Petrochemi

» Procurement another contractor) specific packages cas
like detailed designing, construction
¢ Construction supervis'on supervision etc. (Strictly termed as
EPCM - i.e. engineering, procurement | «  Fertilisers
*  Project management services and construction management)
«  Commissioning support EPC

e Consultant undertakes all aspects
(including engineering, procurement &
construction) of the project (or a
specific module of the project) right
from design to procurement to
construction (on aturnkey basis)

Consultant would assist in project funding

(through its linkages with FIs)
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The financia terms on which projects are awarded vary from the cost-plus

method to the Lumpsum Turnkey method as shown below:

Table2 Financial Terms of Projects

Method Description

Cost plus or (Time plus & | Consultant is re-imbursed for the

Material plus) actual effort based on a man-hour rate
which has in-built margins

Lump sum fee The entire consultancy effort is
estimated and quoted for as one
figure

Lumpsum Turnkey (LSTK) Consultant is responsible  for
engineering, design, procurement,
construction & commissioning within
overal financial limits

In the past, most of the projects executed by EIL were on a cost-plus or a
lumpsum basis which had limited emphasis on time and costs and therefore had

low financial risks. As a consequence, margins, though limited were protected

On the other hand, the trend abroad is that a significant number of projects are
undertaken on a lumpsum turnkey basis (either the whole project or the project
divided into two-three modules each of which is executed on a turnkey basis).
Domestically too, it is expected that LSTK would be increasingly preferred
over the other methods as the customer will benefit by way of reduced costs

and on-time implementation.

As far as the consulting companies are concerned, project execution on LSTK
basis will involve the ability to conceptualise, monitor and implement projects
by adhering to time and cost schedules. If the project has not been properly
estimated in terms of organisational effort and time, the consulting company
could face penalties. Thus, taking on large projects on LSTK basis may be

riskier for a consultancy company. In addition, the consultant may be required
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to provide funds for temporary periods during project implementation. Also the
ability to arrange long-term finance for execution of the projects assumes

importance.

In addition, strong bidding skills and strong linkages with suppliers /sub-

contractors /technology licensers will also be important. Presently, EIL’'s
capability to take on projects on a LSTK basis is relatively limited. The
company is in the process of improving internal systems in order to

progressively switch over to this method.

Competition

The ongoing liberalisation programme of the Government has lead to a
redefinition of the client base in EIL’s traditional areas of operation with a
resultant impact on business. The refinery sector which was hitherto reserved
for the public sector has been opened up for private sector participation. Unlike
public sector refineries, private sector refineries are free to choose engineering
consultants other than EIL. Recently, the Government has proposed substantial
autonomy to nine large PSUs; four of these are in the QOil sector and are
important clients for EIL. With the delegation of autonomy, the driving factor

in consultant selection for these PSUs would be commercial. Thus, EIL may no

longer expect preferential treatment.

The industry has seen the entry of foreign companies such as Kvaerner
Powergas, Betchel, Flour Daniel, Chemtex, etc. in the large and mega projects
segment. Foreign consultants have been preferred in cases where the projects

have to access overseas funds.
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However, EIL’'s experience in handling large projects and the depth of technical
expertise is expected to help the company to face competition. In fact, EIL
currently has a good-mix of clients in the public and private sector. The average
client-wise and sector-wise break-up for the past three years indicates that the
public sector accounted for 56%, private sector 24% with the balance 20%
coming from overseas clients. Within the public sector, the Oil sector
companies comprising refining, oil and gas, petrochemicals dominated with

more than 80% of EIL’s turnover.

EIL’s acceptance with its customers - both in the public and private sector - is
quite high given its credibility, range of experience and expertise in handling
mega projects. Industry feedback indicates that EIL has a good standing in the
industry in terms of project management capabilities, high quality of manpower
and technical services. In the hydrocarbon sector, the track record and the brand

equity of the company is particularly high.

A number of significant investments are likely to take place in the Ninth Five
Year Plan in the refineries, pipelines, petrochemicals sectors both by the public
sector as well as the private sector. These investments present attractive growth
opportunities for EIL as well as its competitors. If EIL has to cash in on these
emerging opportunities, it is imperative that the company should prepare itself

for taking on new projects on a LSTK basis.

Accessto Technology

In the majority of down stream secondary and tertiary processes (e.g. Naphtha
crackers) where technology is largely licensed, EIL has worked with most of

the major technology suppliers in the world. Typically, EIL evaluates and
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recommends technologies to the client who takes the final decision. In general,
ElL’'s acceptability to technology licensers has been quite high in the past in

terms of detailed design capabilities.

A new trend which seems to be emerging is that global engineering consulting
companies have started acquiring specific technologies in order to create entry
barriers. Therefore it is perceived that access to technology will become
increasingly important in future. Anticipating these changes, EIL has already
entered into strategic alliances with specific suppliers for specific technologies.
These would allow EIL to enhance its business through access to new markets
and exposure to latest technologies. However, it is more likely to be available

along with equity participation.
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Financial Analysis
The financial performance of the company over the past five years is presented
in the table below:

Table 3 Financial Performance (Rs.Crores)
FY 96 |FY 95 |FY 94 |FY 93 | FY 92

Operating Income 260 235 224 157 105
Other Income 31 24 20 17 13
Total Income 291 259 244 174 118
Operating Profit 83 86 85 41 25
Profit after Tax 68 60 60 29 26
Equity Capital 18 18 2 2 1
Tangible Networth 320 256 200 142 115
Gross Margin (%) 32.0 365 |37.8 |259 |24.0
Net Margin (%) 26.3 255 269 |187 |24.7
ROCE (%) 33.9 407 |49.7 |375 |29.7
RONW!(%) 21.3 233 (301 |20.7 |226
Earnings per Share (Rs.) | 38(*) | 32(*) | 302 147 259
Dividend (%) 25.0 20.0 ]100.0 |100.0 |100.0

(*) on enhanced equity

ElL’s income from services has shown a consistent increase in the past five
years with a sharp increase in FY’93 and FY’'94. This was primarily due to
large increases in domestic income, large increases in overseas income and a
higher contribution on foreign businesses. EIL's expenditure essentially
comprises of salaries and wages paid to employees. With most of the premises
owned by the company, rental outgo is relatively low. As a result, gross
margins have also been quite healthy and are above 30%. Since EIL has no
borrowings, the net margins of the company are equally high in the region of
25%. EIL’'s ROCE compares very favourably due to high level of internal

accruals. The EPS have been impressive in the past five years.
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Strengths and Areas of Concern

Based on the above business and financial analysis, the strengths and areas of

concern for EIL are as below:

Strengths

Strong Business Position EIL is the only Indian consultancy organisation
which is capable of taking up large and mega projects in a wide range of
process industries for execution. In addition, it is the only company to have
undertaken all aspects of refinery projects including basic design. The company

has thus built up an unparalleled track record and has a high brand equity with

both technology suppliersand end users.

Flexibility to work Across Areas EIL possess expertise in a wide range of
industries by availing of the synergy available across a wide range of industries

in terms of designing and engineering practices, similarity of equipment and
materials and applicability of codes. This has helped EIL to diversify business

risk so that downturns in any one industry would not unduly affect EIL’s
income.

Human Resources EIL’'s main capital is intellectual in nature. Among all
companies including foreign MNC consultants, EIL has the largest manpower
base which is rated quite high in terms of capability.

Srong Financial Position EIL has demonstrated consistent profitability since
inception which have contributed to a high level of internal accruals. As on
date, the company has no borrowings. The reserves as at March 31, 1997 are
substantial at around Rs. 385 crores against an equity capital of Rs. 18 crores.
Bright Growth Prospects The Indian hydrocarbon sector has been opened up to
private sector participation. This is expected to increase the level of

investments thus opening new growth opportunities for EIL.
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Areas of Concern

Changing Business Scenario In the past, EIL had a near monopoly position
due to various reasons. The liberalisation measures initiated by the Government
have brought about a change from cost plus method of bidding to the LSTK
method of project management. EIL currently does not have enough experience
in terms of bidding for projectson aLSTK basis.

Increased Competition The entry of private sector participants in the Refinery
sector coupled with the liberalisation measures initiated by the Government
have seen the entry of a number of established multi-national companies into
India. These companies are expected to increase the competition levelsfor EIL.
Access to Technology Increasingly, global engineering consulting companies
have started acquiring specific technologies in order to create entry barriers.
Therefore it is percelved that access to technology will become increasingly
important in future. In such a scenario, EIL ability to source technology will

become important.

Recommendation

As can be seen from the above analysis, EIL is a profitable enterprise and has
been a consistent performer with a healthy ROCE. The Company has played a
major role in providing engineering consultancy support to the growth of
refinery and petro-chemical industries in the country. However, the recent
changes in the economy requires a long-term business strategy that would
enable it to build on its current business strengths and complement them
through strategic partnership, with other capabilities to cover areas of
weakness, so that it could benefit from emerging opportunities and combat the
competition of global consultancy companies. It has aso the potentia to

become a global consultancy firm through such partnerships. This effort would
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be necessary not merely for EIL to expand the scope of its operations in global
terms but also to sustain its position in the domestic sector. The opening of the
hydrocarbon sector for private investment will see a large number of private
sector and joint sector refinery companies coming up and EIL will have to
compete with international players to secure the contracts on the basis of
competitive bidding. Two other developments which need to be addressed by
EIL are the change in business preference from EPC contracts to LSTK
contracts and the consequent need to access cost effective funds for project
management from domestic or international agencies and multilateral funding
agencies. EIL would need to take urgent action to consolidate its own internal
strengths and forge a strategic partnership to sustain its presence in this fast

changing business environment.

Another dimension of EIL that has emerged from the analysis is its strong
manpower base. It has alarge pool of qualified technical manpower. This pool
Is likely to be the target of new players, particularly the international
consultancy companies and EIL has to address HRD with positive measures,

building up employee loyalty and commitment.

The field of consultancy services over the years has become increasingly
competitive. There is also entry of alarge number of international companies.
Viewed from this angle, a consultancy company could be said to belong to the
non-core sector. Disinvestment in EIL, however, is not viewed from the
standpoint of budgetary resource-raising or Government exiting from a sector
where its presence no longer serves a public purpose. Disinvestment in EIL is
aimed at strengthening EIL as an important domestic consultancy company

which has played a prominent role in the industrial growth of the country and is
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seen to have a similar role in the vital infrastructural sectorsin the future. The
Commission, therefore, recommends a mix of disinvestment modalities
which would enable EIL to continue to function as a major consultancy
company in the field of hydrocarbons, petrochemicals and fertilisers as

also in the new emer ging sector s of power and natural gas.

1. EIL may scan the market for a suitable strategic partner who may be
offered upto 30% equity stake in the Company alongwith appropriate
role in the management. Such a partner should be able to add to EIL’s
strengths in terms of project management particularly LSTK
capabilities, global acceptance and access to international funds,

without, at the same time, eroding its strong domestic brand equity.

2. EIL may also establish an Employee Stock Option Plan (ESOP) and
assign 10% equity towards this purpose. The available models of ESOP
would need to be closely studied and modified to suit EIL’'s own HRD
requirements, particularly the need for providing incentive and

motivation to the middle and top level technical personnel.

3. 10% of EIL’s equity may be offered to public sector oil companies, as
also to SAIL, GAIL and NTPC in view of EIL’'s expertise in providing

services to these companies.

4. Already 6% of EIL’s equity is with the public and this may be increased
to 24% through an offer to domestic investors, at an appropriate time,
after the strategic partner is inducted. Through this process,

Government may reduce its equity holding to 26% and maintain it at
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that level with a view to ensuring that EIL retainsits main character as

an Indian Consultancy Company in strategic areas.

Government may appoint a Financial Adviser to effect the strategic sale as
recommended above. The Adviser would also need to identify strategic
requirements of EIL which will form the basis of the pre-qualification norms

for the selection of the strategic partner.

31



2.2 Engineering Projects (India) Limited

Evolution

Engineering Projects (India) Limited (EPIL) was established in 1970 as “Indian
Consortium for Engineering Projects” by seven Public Sector Undertakings
under the Ministry of Heavy Industry viz., Instrumentation Limited, Heavy

Engineering Corporation, Hindustan Steel Construction Limited, Bharat Heavy
Plates and Vessels Limited, Bharat Heavy Electrical Limited, Mining and
Allied Machinery Corporation Limited and Triveni Structurals Limited.

Subsequently, it became a PSU under the same Ministry.

The company’s main line of activities include preparation of project reports,
feasibility studies, detailed engineering, supply of plants and equipment, civil
and structural work, erection, trial runs and commissioning of operations etc. in
the areas of civil and structural work, material handling systems, metallurgical
sector, chemical process plant, environment and pollution control etc. EPIL
undertakes turnkey implementation of major industrial and infrastructural

projects both in India and abroad.

The paid up capital of EPIL is Rs. 8 crores and Government of India (Gol)

owns 98% of the total share capital with the balance being held by the 7 PSUs.

Industry Analysis

An analysis of the income of the past three years indicates that EPIL mainly
operates in the engineering contract and civil construction sector. Engineering
contracts are driven by the level of investments in the steel and non-ferrous
metals. These industries are experiencing a slow down in investments over the

past few years. Most of these industries are now in a consolidation phase and
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new investments or investments in modernisation and upgradation are not

forthcoming. The market for contracts is thus shrinking.

In addition, EPIL also faces tough competition from peer PSUs such as
Metalurgical & Engg. Consultants (India) Limited (MECON), DCPL etc. apart
from unitsin the private sector. Many foreign companies have also set up their
operations in India and are bidding for domestic contracts. Thus, the level of
competition in the engineering contracts segment is quite high. In the civil
construction sector, EPIL faces competition from peer PSUs like National
Building Construction Corporation Limited (NBCC), NPCC etc. apart from a

host of medium sized companiesin the private sector.

Business Analysis

EPIL has long experience in implementing multi-disciplinary projects on
turnkey basis in India and abroad with expertise in detailed design and
engineering, quality control, project construction management etc. EPIL’s
business activities and their percentage share in the total turnover for FY 97 is

as under.

Table 1 Break-up of Business Activities

Sl.No. Sector % share
1 Civil Construction 27.8
2 Engineering Contracts
« Material Handling 36.8
» Metallurgical sector 25.0
» Water Supply & Miscellaneous | 10.4
| Total 100.0
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The major works under civil construction handled by EPIL are integrated
townships, large public building/high rise Reinforced Concrete Cement (RCC)
structures etc. EPIL has work experience in the material handling systems for
coal, ore, food grain, fertiliser etc. EPIL has specialised in the metallurgical
sector in the areas of Reheating & Heat Treatment Furnaces, Electric Arc
Furnaces, Processing & Finishing Lines, Lime Kilns, Foundries etc. EPIL has
also set up sugar/chemical plants, ore benefaction plants etc. In the field of
pollution control and environment management system, EPIL has set up water
supply & sewage treatment plants, effluent treatment plants etc. for their

clients.

In order to gain a competitive edge, EPIL had from time to time, entered into
term specific and project specific collaborations with foreign technology
suppliers such Mannesmann Demag of Germany, Stein Heurtey of France etc.
Through these collaborations, EPIL could successfully implement a number of
projects involving state of the art technology for integrated steel plants of
SAIL, TISCO, Essar Steels apart from integrated aluminium producers such as
NALCO, BALCO etc. However, most of the technological tie-ups have
expired and only two collaborations viz., one in the field of industria lime &
dolo Calcination plants, and other in the field of setting up Nitric Acid plant
and Sulphuric Acid plant are currently valid.

The Engineering Contracts division is the only division of EPIL which is
currently profitable. This was because of all the magjor steel plants and non-
ferrous units have undertaken massive modernisation and expansion
programmes in the eighties. However, the business from this segment is on the

decline.



Apart from the domestic assignments, EPIL had undertaken various project
works in Iraq and Kuwait. However, due to the Iran-Iraq war, EPIL suffered
heavy losses as many of its projects which were in the midst of completion got
delayed. Payments on these contracts have not materialised. Even though the
company had completed all the projects, there are still outstanding dues
receivable from the Iragi clients. Some claims have already been settled against
which EPIL had received bonds issued by the RBI amounting to Rs.75 crores.
Similarly, EPIL had lost about Rs. 55 crores due to Kuwait war.

The total manpower strength of EPIL as at 31st August, 1997 was 643. EPIL
has 209 engineers, while its finance wing has 92 employees and other services
like personnel, administration have 342 support staff. The proportion of non-
technical staff to the total employee strength appears to be on the higher side

for a project consultancy organisation.

Financial Analysis

The financial performance of EPIL for the past five yearsis given below:

Table2 Financial performance (Rs. Crores)
FY 97 |FY 96 | FY 95 | FY 94 | FY 93
Operating Income 155.0 |125.0 | 1309 |135.0 | 1014
Operating Profit 4.8 -3.7 -8.6 -2.7 -17.2
Profit after Tax -48.8 |-61.2 |-66.8 |-61.6 |-59.8
Equity Capital 8.0 8.0 8.0 8.0 8.0

Tangible Net Worth | -708.2 | -655.8 | -591.1 | -569.7 | -508.2
Note : The ratios have not been presented as they are all negative

The company’s operating income has remained more or less constant over the
past five years. At the operating level, the company’s performance in FY'97
improved and showed profits unlike the previous years. However, due to
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increased burden of interest costs, the net losses remained in the range of Rs. 50
crores. The Government loans to EPIL as at 31st March, 1997 amounted to Rs.
225 crores and the interest accrued on the same amounted to Rs. 621 crores
resulting in a total outstanding payable to Gol amounting to Rs. 846 crores.
Due to the poor financial position, EPIL has not been in a position to pay
interest on the Government loans. Due to the above, the company has a
negative networth of Rs. 708 crores as at 31st March, 1997.

The marginsin civil construction contracts has been very low because of strong
competition from both private and public sector companies. EPIL was making
better margins on its engineering contracts but this business is cyclica in
nature. The company made consistent profits from this sector of business
during the past decade except in FY 96. However, at the overall operating level,

the company still made losses.

Strengths and Areas of Concern

Based on the above business and financial analysis, the strengths and areas of

concern for EPIL are as below:

Strengths

All India presence EPIL hasofficesin all project sites which is spread across
the country. Its operations are controlled from four zonal offices. This wide
geographica presence has helped the company to address a large number of
clients.

Own Construction Equipment EPIL hasits own construction equipment which

are depreciated fully.
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Extensive network of vendors and contractors Over a period of time, EPIL has
been able to develop its own network of suppliers and sub-contractors.

Specialised professionals Due to various technological tie-ups in the past, the
EPIL professionals have acquired experience and expertise in various

disciplines.

Areas of Concern

Surplus manpower As mentioned above, the large component of non-
technical staff has resulted in higher employee cost.

Unattractive Balance Sheet The unpaid loans together with accumulated
interest makes the balance sheet of EPIL unattractive and will limit the ability
of EPIL to raise funds from the market for new investments.

Competition EPIL is mainly in the business of construction contracts where the
company has to face competition from both private sector and public sector.
Moreover, multi national companies have aready started their operations in
India

Technical collaborations In the past, EPIL executed all projects with the
technical collaborations from world class licence holders with state-of-the-art
technologies. However al such agreements have expired. Currently EPIL has
only two technology agreements. Given the nature of the sector in which it
operates, technology agreements with world class licence holders is a must for

sustaining future business.
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EPIL - Current Position

EPIL asit standstoday does not have any significant strengthsin the area
of civil construction. It hasto face competition from other PSUs. I n spite of
having an early presence in the Middle East region, the company had to
withdraw from these projectsasa result it had to incur substantial losses.
Dueto this adver se financial performance, Government had to step in and

provide budgetary support periodically.

In the other main areas of its operations, i.e. engineering contracts, EPIL
had some strengths in the form of technical collaborations. However, new
investments in these sectors are unlikely to materialise and EPIL may not

also be ableto bid for projectsgiven itspoor financial strength.

Recommendation

EPIL was set-up at a time when major investments were being planned by the
Government in metallurgical industries such as steel and non-ferrous metals. Its
primary role was to provide engineering and construction support to its seven
promoter PSUs over a period of time, the Government set-up other PSUs such

as MECON with similar lines of activities.

Currently, EPIL operates in the civil construction and engineering contracts
sector. This business is characterised by low entry barriersin the form of
low initial investments and the lack of any proprietary knowledge or skill
base. As a result, the number of companies operating in the segment - both
from private and the public sector - is quite high. This high level of
competition has made the market fully contestable. On these grounds, the

Commission classifies EPIL as non-core.
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The poor financial position of the company is a major cause of concern. It is
understood that the company does not come under the purview of the Sick
Industries (Companies) Act, 1985 despite erosion of its networth many
times over. The company is currently in a deep financial crisis and given
the current competitive dituation, a complete turnaround under

Gover nment management and owner ship seems uncertain.

The commission has noted that the Department of Heavy Industry has already
obtained approval of the Government for the sale of equity upto 74% in the
company to a strategic buyer. Not much headway has been done, however, in
the matter of identifying a suitable buyer. The Commission recommends that
the Government should pursue the decision already taken. In the absence
of a satisfactory response from prospective bidders, the Commission
recommends closure and sale of the assets of the company, after proper
valuation through a transparent competitive bidding process, and after
giving fair and equitable compensation to the employees. For this purpose,
the Commission recommends that Government should appoint a Financial
Advisor immediately. The procedure for appointing Financial Advisers for
strategic sales and conducting the sale has been outlined in Part B of the First
Report of the Commission (pp 38-40).
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2.3 Hindustan Prefab Limited

Evolution

Hindustan Prefab Limited (HPL) was set up in 1950 as Hindustan Housing

Factory and was taken over by Government in 1955. The company’s name was
changed in 1978. The company was set up primarily to provide cheap houses
using light weight concrete panels for the displaced persons from West
Pakistan. However, due to various reasons, the initial objectives could not be
achieved and the company diversified its activities. It started manufacturing
prestressed concrete (PC) railway sleepers , PC electric poles, PC fence poles,
pavement slabs etc. Since the early nineties, company started site construction

work which has currently become the principal activity.

HPL is a 100% Government owned company with an equity capital of Rs. 6.97

crores.

Industry Analysis

The construction sector plays a vital role in the growth of any economy. In
India, it represents about 6% of the GDP. However, the companies in this
sector are highly fragmented as the entry barriers are low. Secondly, the

construction sector generates considerable employment.

The pre-fab segment of the construction industry in India is still in a nascent
stage of evolution. Large construction companies have traditionally
concentrated on the higher end of the pre-fab segment where the products are
used for building bridges etc. In the lower end, such as PC railway sleepers,
PC electric poles, the industry is again heavily fragmented due to low entry
barriers. The existing companies are mostly set up in the unorganised sector.

40



The current government policies are also not favourable for the development of
pre-fab industry in the organised sector. As such, majority of the work of this

nature is done at the construction site itself.

Business Analysis
The principal activities of HPL and their share in the total business for FY 96

are as follows:

Table 1 Principal activities (Rs. in lakh)
SL | Products/Activities Sales | % age to
No. Vaue |total
1 PC Electric Poles 142 5
2 PC Railway Sleepers | 503 17
3 RCC & Vayutan 295 10
4 Site work 1888 65
5 Land Devel opment 86 3

Tota 2914 | 100

The business operations of HPL can be divided into two segments viz.,
manufacturing of pre-fab products and managing turnkey construction projects.
Even though, HPL started its operations with manufacturing, currently the
construction segment has over taken the manufacturing activities as is evident
from the above table. However, the contribution margins from the construction
segment is low when compared to the pre-fab segment mainly because of the

fact that HPL uses sub-contracting.
The product segment such as PC electric poles and PC railway Sleepers, PC

slabs are low value, low tech items. The principal buyers of these products are

State Electricity Boards, Raillways etc. The market growth rates are stétic;
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moreover, the competition from the unorganised sector, the cost impact due to

duty structure have contributed the poor profitability of HPL.

The technology in use in HPL is called the “long line” method which is more
costly than the cost effective method of “stress bench” which is used by many
of the competitors of HPL. This together with the duty structure has put HPL
in a disadvantageous position when compared to its competitors. However, the

company has plans to upgrade its technology and diversify its product mix.

Apart from these activities, HPL has an integrated wood processing plant
including that for seasoning and termite treatment. The plant is lying idle for
the past several years due to the ban of use of timber in construction of
government buildings. The company is making efforts to revive this plant by

taking up the work for furniture industry.

The company currently employs 699 people. The total salary and wages bill
account for 50% of the total fixed cost. The company received Rs. 6.42 crores
from the National Renewal Fund for payment of voluntary retirement (VR)
benefits and during April’ 94 to March’ 96 369 employees accepted VRS. The

company intents to bring down the surplus manpower in future.

Future plans

In the circumstances mentioned above, the company is in the process of shifting
its business focus and is planning to take up the manufacture of prefab products
for the construction sector and undertake such construction projects which

predominantly use prefab building blocks. In order to enable this project, the

company requires investments in plant and machinery.
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The company is located in an area of around 30 acres in Delhi. The factory
alongwith a developed township occupies part of the area. The company
intends to develop a part of this land into commercial complexes and realise
money for meeting the liabilities and future investment. For this purpose, the
company has already initiated the process of getting approvals from the

competent authorities.

Financial Analysis

The financial performance of HPL for the past five yearsis given below:

Table2 Financia performance (Rs. Crores)
FY 96 |[FY 95 |FY 94 |FY 93 |FY 92
Operating Income 32.86 |30.62 |31.82 |3243 |26.09

Operating Profit -2.42 -049 |0.67 |[2.20 0.74
Profit after Tax -4.35 -1.98 |-157 |0.62 0.46
Equity Capital 6.97 6.97 6.97 |6.96 6.96

Tangible Net Worth | -9.20 |-484 |-287 |-1.30 |-1.93
Note : The ratios have not been presented as they are all negative

Even though the company’s operating income remained almost constant during
the past four years, the operating profit has gone down substantially. This has
resulted in erosion of networth and as at 31st March, 1997 the company’s
networth stood at Rs.13.96 crores (Provisional). The Government has given a
loan of Rs.11.13 crores to HPL and on the same interest accrued and due till
31st March, 1996 amounted to Rs. 18.37 crores. The annual interest liability on
the loan exceeds Rs. 2 crores and the same is expected to go up keeping in view
the poor financial position of the company. There are no signs of improvement

in the performance of HPL.



Strengths and Areas of Concern

Based on the above business and financial analysis, the strengths and areas of

concern for HPL are as below:

Strengths

Government Departments as Client The maor clients for HPL products are
railways, Electricity Boards etc. Moreover, HPL is taking up construction
activities for Government. HPL can, at best expect some preferential treatment
by virtue of being a Government owned company.

Diversified Business Activities HPL has diversified into small site based
construction management activities. The anticipated investments in
infrastructure will benefit HPL.

Areas of Concern

Competition HPL operates in those segments where the industry is fragmented

and is in the unorganised sector. HPL has to face competition from the small

local pre-fab manufacturers who normally meet the demand of the customer at

the site.

Limited Customer Base HPL's main customers are only Railways and a few
State Electricity Boards. The company never tried to expand their business
beyond these two agencies.

Technology The technology used by the competitors of HPL in the
manufacture of pre-fab products are cost effective. This has put HPL at a
disadvantageous position vis-a-vis its competitors.

Differential Duty Conventional building products as well as prefab building

components, if made at site of construction, do not attract excise duty, whereas



if made at a factory premise attracts excise duty. This has discouraged
increased use of factory produced prefab building blocks.

Surplus Manpower The current manpower strength of the company is 699. It
Is estimated that for similar sized operations, only half of the existing strength
isrequired.

Lack of project management expertise HPL uses sub-contracting for the site
construction work and as such does not have expertise in the project
management area due which there are cost and time overruns. This sub-

contracting results in reduced contribution al so.

Recommendation

HPL was set up with a view to providing cheap housing for displaced persons
during the partition. However, due to various reasons, it could not achieve
its initial objective and diversified into other business of construction,
manufacturing of concrete railway sleepers, concrete electric poles etc.
These businesses have low entry barriers and are highly competitive;
consequently thereturnsare also low. Moreover, the unorganised sector has
the advantage of lower fixed overheads and the exemption from paying excise
duty. As a result, the competitive scenario is getting increasingly tougher

for HPL in itsbusiness activities.

Since the lower end of the construction sector is competitive and highly
fragmented, there is no public purpose served by Government’'s presence in
these sector9On these considerations, the Commission classifies HPL as

non-core.



Due to the increased competitive pressures, HPL currently isworking at a loss.
Till date, Government has supported the operations of HPL by providing
budgetary support in the form of loans. As on March 31, 1997, the loan and
the accumulated interest amounted to Rs. 29.50 crores. As of the same date, the
company had a accumulated losses of Rs. 21 crores on an equity base of Rs. 10
crores. It is understood that the company does not come under the purview of

BIFR inspite of the complete erosion of its networth.

The company’s operations are located in the heart of Delhi and are spread over
an area of 30 acresThe Commission is of the view that some of the land

held by the company could be used for developing commer cial/residential
complexes. If the commercial complexes are developed by HPL, the
company’s financial position would improve substantially which will
enable the company to venture into new value added products such as pre-

fab building blocks.  These products have bright industrial and
construction demand. In fact, a number of companies in the private sector

are contemplating entry into this product line.

In this regard, HPL has already submitted a turnaround plan to the Ministry of
Urban Affairs and Employment. According to this plan, the company has
proposed the manufacture of value added items. In order to finance these
plans, the company proposes to develop a part of its land holding into
commercial complexes. The company is in the process of getting the requisite

approvals from the competent authorities.

In view of the indifferent financial heath of the company, the Commission

is of the view that the turnaround plan may not be effectively implemented
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by the company itself. Hencein order to take up the turnaround plan and

also induct new technologies, theinduction of a strategic buyer isdesirable.

The Commission therefore recommends that the Government may offer
upto 74% of the shares of the company in HPL to a strategic buyer. The
choice of the strategic buyer should be done carefully so that the project of
development of commercial sites as well as the diversification of the
company’s operations into higher value added products are both
undertaken. However, this can only be possible if Government approval
for the change of land use for a part of HPL land holdings is granted

before the sale.

Prior to the strategic sale, it is recommended that the Government
announce a stable VRS policy along the lines indicated by the Commission
in its Fourth Report which will help the company to rightsize the

workforce.

As aready recommended by the Commission, the Government should appoint a
Financial Adviser to effect disinvestment through a strategic sale. The
modalities for strategic sale have already been indicated by the Commission in
its First Report and further elaborated in this Report.
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2.4 1BP Company Limited

Evolution

IBP Company Limited (IBP) was first incorporated in Burmain 1909 and later
in Indiain 1942. The company was taken over by Government in 1970 and
was made a subsidiary of Indian Oil Corporation. In 1972, IBP was demerged
and established with its own identity under the Ministry of Petroleum and
Natural Gas.

Traditionally, the principal business of the company has been marketing of
petroleum products. Since the early sixties, the company diversified into
engineering activities such as cryogenic and industrial containers, etc. The

company later diversified into the manufacture of industrial explosives.

As a backward integration move, IBP set up a plant for lube blending which
was later transferred to a joint venture company formed with Caltex QOil
Corporation. As part of the same backward integration move, the company is
also in the process of setting up the Numaligarh Refinery Limited jointly with
Bharat Petroleum Corporation Limited and Government of Assam. IBPisalso
in the process of setting up a joint venture for the provision of terminalling

services within the country.

Balmer Lawrie and Co. Ltd. (BLCL) which is 61.8% owned by IBP, isin the
business of industrial packaging, grease and lubricant manufacturing, leather
and oleo chemicals, marine freight containers, tea exports and travel and tour

business.
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The equity capital of IBP as at 31st March, 1997 was Rs. 22.14 crores. This
has gone up from Rs. 14.76 crores as at 31st March, 1996 due to a bonus issue
of 1.2 in FY’ 97. The shareholding pattern of IBP as at 31st March, 1997 was

as follows:

Table 1 Shareholding pattern
Shareholder % holding
Government of India 59.6
Fin. Institutions & Banks 23.0
Employees 1.0
Non-residents 0.4
Others 16.0
Total 100.0

The shares of IBP are listed on all major stock exchanges. As on 7th November,

1997, the stock was quoted at Rs. 117/25 on the Bombay Stock Exchange.

Industry Analysis

IBP’s three main lines of business are: marketing of petroleum products,
manufacture of industrial explosives and manufacture of cryogenic and

industrial containers.

Petroleum Products Marketing

The petroleum sector in India can broadly be segmented as follows:
Crude oil exploration and production (ONGC & OIL)
Integrated refining cum marketing companies (I0C, HPCL & BPCL)
Exclusive refining companies (MRL, CRL & BRPL)

Exclusive product marketing companies (IBP)
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Currently, the petroleum sector continues to be regulated although the
Government has announced a phased decontrol. The production and marketing

of petroleum products are controlled by the Oil Co-ordination Committee

(OCC). Under the current administrative regime, the oil refining companies are

not allowed to sell their products freely. The market shares of oil companies

are controlled by the Sales Plan Entittement (SPE). Until FY’ 89, SPE
allocation varied with each year. Subsequently it was pegged to the market
share of each company at the FY 90 level. As such, all marketing companies
are allowed a uniform growth of sales so as to share the incremental trade on
the basis of the prevailing market share. The market share as per SPE of the

product marketing companies are as follows:

Table 2 Market Share

Company % share
Indian Oil Corporation 55
BPCL 20
HPCL 19
IBP 5
Others 1
Total 100

Every month, the OCC makes an industry supply plan for ensuring supplies to
all refining companies. These companies are allowed to sell their products
throughout the country as they are not bound by any territorial restrictions. The
cost of products made available to the marketing companies at various supply
locations is the same, irrespective of the source, ownership and mode of

transportation upto the destination.
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The Product Exchange Agreement (PEA) alows the oil companies to sell
products of other companies by matching regional demand with their storage
and distribution facilities. Under this agreement, one company can sell
products directly to another oil company. This arrangement has been devised to
avoid cross haulage of products, minimise transportation costs and optimise

usage of facilities.

The petroleum products are normally sold through distribution networks. The
Oil Selection Board appoints retail outlet dealers and distributors.  Currently
more than 60% of the outlets are dealer owned and dealer operated. The
balance outlets are company owned but dealer operated. In case of LPG and
Kerosene Qil, the entire sales are made through dealer operated outlets. The

company wise retail salesinfrastructureisasfollows:

Table 3 Share of Retail Outlets and Tankages

Company | Outlets | Share | Tankage | Share
(No.) | (%) (Mill.KL) | (%)
10C 6723 |40 7.25 52
HPCL 4310 | 26 2.44 18
BPCL 4363 | 26 2.61 19
IBP 1439 |9 0.2 1
Others 1.34 10
Total 16835 | 100 13.84 100

The dealer commission isfixed by the Government and in the case of petrol and
kerosene, dealers are allowed a slab based commission. For kerosene sales,

commission is based on the volume sold.

The prices of petroleum products are administered by the Government. There

IS substantial variance between the international and domestic prices of
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petroleum products due to the system of cross subsidy used for balancing the

under recoveries on subsidised products.

Industrial Explosives

The mining industry has seen a gradual shift from underground mining to open
cast mining, as is the trend globally which has resulted in bulk explosives
becoming increasingly popular. There has also been a gradual phasing out of
harmful nitro-glycerine explosives in favour of site mixed slurry (SMS). Asa
result, the explosives industry can broadly be divided into two categories viz.,
bulk and cartidged explosives. The market for both types of explosives is
fragmented with about 32 manufacturersin operation. As at March 31, 1997 the
total licensed and installed capacity of SMS and cartidged explosives in the
industry was 523 tonnes and 498 tonnes respectively

The two major manufacturersin thisindustry are ICI Ltd. and IBP who together
account for 24% of the licensed capacity of the industry. Competition for
explosives is expected to remain high as the total installed capacity is much

higher than current demand and future demand projections.

As Codl Indiaisthe single largest buyer, the prices are determined by the price
paid by CIL to itssuppliers.

Engineering Products

The major customers for the cryogenic containers produced by IBP are State
Governments. The other users are scientific and biological laboratories and
research establishments. The industrial containers are used for storage and

transportation of liquefied oxygen, argon and nitrogen.
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IBP dominated the cryocan industry till FY’ 96 when Indian Oxygen Limited
entered the market and has gained a 14% market share. In case of industrial
container industry, there are four major manufacturers and IBP’s market share
is only 6 %. Competition for industrial containers is expected to remain high as

the total installed capacity is much higher than current demand.

Business Analysis

Petroleum Products Marketing IBP has a market share of around 4.5% and
correspondingly, its scale of operations is much smaller when compared to
Indian Oil Corporation, Hindustan Petroleum Corporation Limited and Bharat
Petroleum Corporation Limited. The company has traditionally been a
marketer of HSD, motor spirit and Superior Kerosene Oil, which together
constitute around 94.5% of its total petroleum product sales, and are sold
through the company’s retail outlets (ROs) spread across the country. Under
the present regulated environment, development of the retail marketing network
Is also decided by the Ministry of Petroleum & Natural Gas (MoPNG) through
annual marketing plans. In the past, the company had been affected by a lack
of storage facilities for IBP has been focusing on development of retail network
and storage and distribution facilities and investments on account of these are
being funded by loans from Oil Industries Development Board (OIDB) and
internal accruals. During 1994-95, it commissioned its major marketing
terminal in Tamil Nadu viz. the Cauvery Basin Marketing Terminal (CBMT)
and additional storage facilities at Wadala, near Bombay. These would enable
the company to increase sales and improve its market position leading to

improved profitability in the future.
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Industrial Explosives IBP is a dominant player in the industrial explosives

market and in 1996-97, the group attained market leadership with a 23.5%

market share. This was achieved by an increase in its production on the one

hand, and the closure of Nitro glycerine (NG) based explosives by ICl Limited,

IBP’s main competitor, on the other. Currently, there is an over supply
situation in the industrial explosives industry with Coal India and its
subsidiaries being the only major consumer. This does not enable the company
to pass on cost increase to the desired extent. In view of this, the performance
of this business group has remained unsatisfactory in the past. However, the
company is strategically changing its product-mix, by shifting to the production
of site mixed slurry explosives and the more environment friendly emulsion

explosives, which are likely to yield higher margins.

Engineering The products of this business group, excepting for cryo-
containers, do not find a favourable market currently. The sales performance of
this group is dependent upon the budgetary allocation by the various state
governments, since the major customers are the animal husbandry departments
of the various states. This business group would continue to contribute
marginally to the turnover of the company and consequently would not have

any significant impact on the overall financial performance of the company.



Financial Analysis
The financial performance of IBP for the past five yearsisindicated in the table
below:

Table5 Financial Performance (Rs.Crores)
FY 97 |FY 9 |FY 95 |FY 94 |FY 93

Operating Income 3884.2 | 3243.1 | 2929.6 | 2517.6 | 2139.7
Operating Profit 94.5 91.8 |76.7 59.0 54.0
Profit after Tax 25.5 339 |[317 18.9 17.4
Equity Capital 22.2** 148 148 |74 7.4
Tangible Networth 259.8 2395 |220.2 |1121 |954
Gross Margin (%) 2.4 2.8 2.6 2.3 2.5
Net Margin (%) 1.2 1.9