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Abstract. The paper deals with the problems of assessment of financial benefits of subordinated loans and
convertible bonds. The paper authors aim to propose and verify methodology for assessment of the financial
benefits of subordinated loans and convertible bonds. The introductory part characterizes the theoretical
background of assessment of the financial benefits of the classic financing sources. Subsequently, the au-
thors propose methodology for assessment of the financial benefits of subordinated loans and convertible
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of the comparison of the financial benefits of the mentioned instruments in the actual conditions of the Czech
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1. Introduction

Utilization of unconventional economic tools, pro-
cedures, and practices in all areas of corporate ac-
tivity (in the context of quantitative methods
(Vickova et al. 2012)) is a prerequisite for prosper-
ity and future existence of businesses in the present
turbulent environment. These tools, procedures, and
practices can, on the one hand, represent an interest-
ing opportunity for businesses, but they might, on
the other hand, also become a significant threat.
From the point of view of corporate financing, in-
novated tools also include mezzanine financing in-
struments. Although some mezzanine financing in-
struments were first used in the USA as early as in
the 80’s of the 20th century and in Europe in the
90’s, they still are not very widely used in a number
of countries.

Mezzanine financing (or just mezzanine) rep-
resents a hybrid form of financing, which combines
the features of equity and debts (Anson et al. 2010;
Silbernagel, Vaitkunas 2010; Welz 2006). From the
point of view of the corporate balance, it is possible
to distinguish equity mezzanine (mezzanine financ-
ing with a higher rate of equity) and debt mezzanine
(mezzanine financing with a higher debt tendency)
(Meluzin, Zinecker 2009; Volkmann et al. 2010).
From the point of view of public tradability, it is pos-
sible to distinguish private mezzanine (it includes
mezzanine instruments that do not enter the open
capital market) and public mezzanine (it includes

mezzanine instruments that are publicly tradable on
the capital market) (Baker, Filbeck 2013; European
Commission 2010; Vasilescu, Popa 2006). Equity
mezzanine instruments can include silent partner-
ships and preferred stocks, which belong, in the cor-
porate financial structure, to the equity, but they
limit one or more of the basic ownership rights, such
as e.g. the right to participate in the management of
the company. Debt mezzanine instruments can in-
clude participating loans and bonds, subordinated
loans and bonds, convertible bonds exchangeable for
stocks and bonds with warrants, which belong, from
the point of view of the balance, to the debt capital,
but they are connected with the right or obligation of
the equity provider. As for participating debts, the
yield depends on the achieved corporate profits, just
as it is with the owners’ yield. The liabilities con-
nected with subordinated debts, just as the liabilities
towards the owners, are not settled until all the lia-
bilities towards the other creditors have been settled.
Convertible bonds provide, under certain condi-
tions, the possibility of exchanging the bond for the
issuer’s stocks, and bonds with warrants are con-
nected with the right to buy the issuer’s stocks, and
so the investor can become an owner of a part of the
company. Private mezzanine financing instruments
include silent partnerships, participating loans, and
subordinated loans. On the other hand, public mez-
zanine financing instruments include preferred
stocks, participating bonds, subordinated bonds,
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convertible bonds, and bonds with warrants.
(Meluzin, Zinecker 2009; Svedik, Tetrevova 2015;
Tetrevova 2009)

Each of the mezzanine financing instruments is
characterized by specific features that determine its
advantages and disadvantages financial managers
have to take into account when considering their in-
corporation into the corporate capital structure; see
more in (Svedik, Tetrevova 2014). Apart from these
qualitative criteria, it is also necessary to consider
quantitative criteria and to assess the financial de-
mands of individual capital forms. The financial
theory offers several possibilities of assessment for
the classic financial instruments, both in the form of
the cost intensity of individual types of capital based
on the method of the weighted average cost of cap-
ital, and the criteria of financing effectiveness in the
form of the net present value of capital or the inter-
nal rate of return on capital. Therefore, it is possible
to ask a research question whether it is possible to
use the procedures of assessment of the financial de-
mands of acquisition and holding of a financial
source used for the classic financial instruments also
for mezzanine instruments. In view of the specific
characteristics of mezzanine instruments, we can as-
sume that it will be necessary to modify the given
tools and procedures. We can formulate the follow-
ing hypothesis: Assessment of the financial benefits
of mezzanine financing sources requires modifica-
tion of the assessment procedures used for the clas-
sic financing sources. With respect to the European
tradition of debt financing (Hobza 2009; Hucka
et al. 2011) and to the fact that a significant alterna-
tive to bank loans is represented by corporate bonds
(both from the point of view of the corporate prac-
tice, and e.g. from the point of view of the pecking
order theory), the attention will be focussed on as-
sessment of selected debt mezzanine instruments,
i.e. mezzanine financing instruments with a higher
debt tendency. Specifically, they will include subor-
dinated loans and convertible bonds, as only these
two instruments were, in the Czech Republic in the
monitored period of 2006-2012, used by non-finan-
cial enterprises, whose core business consists in
manufacturing and providing non-financial services
(Eurostat 2010). The authors of this paper aim to
propose and verify methodology for assessment of
the financial benefits of subordinated loans and con-
vertible bonds.

2. Data and methodology

The paper is based on integration of two key areas
of knowledge, the theory and practice of financial
management. The starting point was a secondary

analysis aiming to process the current status of
knowledge of the solved problems, whose essence
was research into the domestic and foreign pro-
fessional literature.

The second phase included qualitative research
focussing on identification of the structure and vol-
ume of the cost items of bank loans and corporate
bonds in classic and mezzanine forms. As for deter-
mination of the costs of bank loans, the research was
performed in the form of directed interviews with
representatives of banks belonging, in accordance
with the methodology of the Czech National Bank
(CNB) among large banks, i.e. banks with the bal-
ance sum exceeding CZK250bn (CNB 2013), i.e.
with representatives of Ceskoslovenska obchodni
banka, Ceska sporitelna, Komercni banka, and
Unicredit bank on the one hand and, on the other
hand, with a representative of the Czech-Moravian
Guarantee and Development Bank (CMGDB),
which was, in the monitored period (2006-2012),
the only provider of subordinated loans in the Czech
Republic, and also with a representative of Broker
Trust, a company dealing with financial consultancy
and mediation of financial trade in the Czech Re-
public. As for determination of the costs of corpo-
rate bonds, the research was in the form of directed
interviews with representatives of Ceska sporitelna
and WOOD & Company. These directed interviews
were conducted in June — September 2013 and were
50 minutes long on average.

The findings obtained through the research into
the professional literature and the information ob-
tained through the directed interviews were used to
propose methodology for assessment of the finan-
cial benefits on the principle of the cost intensity for
subordinated loans and convertible bonds. Subse-
quently, the proposed methodology was verified
with a case study presenting outcomes of compari-
son of the financial benefits of subordinated loans
and convertible bonds in the actual conditions of the
Czech Republic.

3. Theoretical background of assessment of the
financial benefits of financing sources

The professional literature offers two basic ways of
assessment of the financial benefits of financing
sources, which are specified for the classic financ-
ing sources, i.e. assessment on the basis of compar-
ison of the cost of capital, and on the basis of the
financing effectiveness criteria in the form of the in-
ternal rate of return on capital and the net present
value of capital.

The basic way of quantification of the cost of
capital can be seen in determination of the cost of
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individual types of capital within the method of the
weighted average cost of capital (WACC); see more
e.g. in (Baker, Martin 2011; Kislingerova et al.
2007; Pratt, Grabowski 2014; Vochozka 2011).
This method specifies the cost of individual types of
capital like payments the company has to make in
relation to obtaining the appropriate types of capital.
The cost of individual types of capital is expressed
as a percentage rate, and so it is possible to compare
them. A shortcoming of this way of cost determina-
tion is the fact that it considers as the cost of debt
only the interest, or the issuance costs in the case of
corporate bonds. The other costs that can be con-
nected with acquisition of debt capital, e.g. fees re-
lating to loans, or the costs incurred within the life
cycle of the bond issue, are not taken into account
when calculating the cost of debt within the method
of WACC. Another significant disadvantage can be
seen in the fact that formulas in this basic form,
specified in the professional literature, cannot be
used in financial instruments where the yield for the
creditor is not specified in the form of interest, such
as e.g. in participating loans or participating bonds.

An alternative possibility of assessment of the
financial benefits of financing sources is assessment
through the internal rate of return on capital, which
ranks among the financing effectiveness criteria
(Tetrevova 2006). The internal rate of return on cap-
ital represents an analogue of the internal rate of re-
turn used for assessment of investments. This
method monitors incomes and expenses relating to
individual types of capital. The internal rate of re-
turn on capital then represents a discount rate, where
the difference between the present value of all the
future incomes and the present value of all the future
expenses equals zero (Fotr, Soucek 2011). How-
ever, the internal rate of return on capital is not of
the universal character either, and it is not possible
to use it for determination of the cost of debt in all
types of bonds. The thing is that in the case of con-
vertible bonds the internal rate of return on capital
reaches, when the conversion rights are exercised,
negative values from a certain volume of conver-
sion, which does not, from the point of view of the
information value of calculation of the cost of capi-
tal, make sense.

Another possible way of assessing the financial
benefits of selected types of capital is through the
net present value of capital, which also represents a
criterion of the effectiveness of financing (Oswald
1994). This criterion is based on comparison of the
present value of cash incomes and the present value
of cash expenses connected with the acquired type
of capital. The resulting values are expressed as
monetary sums, where the financing option with a

higher net present value of capital is more advanta-
geous. Therefore, the net present value of capital is
based on the same principle as the net present value
used for assessment of investments. The only sig-
nificant difference between the net present value of
capital and the net present value used for making in-
vestment decisions is the fact that the first cash flow
is positive, while the subsequent flows are negative.
The professional literature solves assessment of the
financing effectiveness through the net present
value of capital only from the general point of view,
but not from the point of view of mezzanine financ-
ing instruments. Moreover, application of this crite-
rion is complicated by a number of limiting factors,
e.g. comparison must be based on a comparable
value of instruments, or it is necessary to compare
instruments with the same lifetime period. The net
present value of capital, just as the internal rate of
return on capital, then cannot be used as a criterion
of assessment of convertible bonds in the case of ex-
ercise of conversion rights as it would not be possi-
ble, in consequence of non-redemption of the prin-
cipal of these bonds, to compare the resulting values
of this indicator with values achieved in other types
of financial instruments.

4. Proposed methodology for assessment of
the financial benefits of subordinated loans
and convertible bonds

The methods of assessment of the financial benefits
of financing sources specified in the literature are,
as the above mentioned shows, connected with a
number of problems, and they are not entirely suit-
able for assessment of the financial benefits of mez-
zanine financing instruments. Therefore, the hy-
pothesis that assessment of the financial benefits of
mezzanine financing sources requires modifycation
of the assessment procedures used for the classic fi-
nancing sources has been proven. For this reason,
this paper hereafter proposes a procedure for assess-
ment of the financial benefits of selected mezzanine
financing instruments, i.e. subordinated loans and
convertible bonds, which were the only debt mezza-
nine instruments used by non-financial companies
in the Czech Republic in the monitored period.
Moreover, a convertible bond is an instrument that
is connected with the highest number of restrictions
from the point of view of application of the methods
of assessment of the financial benefits specified in
the professional literature. The proposed method of
assessment of the financial benefits of the above
mezzanine financing instruments is based on the
principle of cost intensity, where it is abstracted
from expenses that are not costs, and from incomes
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of individual forms of capital, taking the factor of
time value of money into account at the same time.

Quantification of the cost of debt acquired by
acceptance of a subordinated bank loan is affected
by a lot of factors. The factors affecting the costs,
such as the interest rate, fees connected with the
bank loan in relation to its acquisition and within the
course of its lifetime, or its maturity, also have to
include the frequency of interest calculation or the
way of repayment, which influence the costs, too. If
we work on the assumption that the repayment is
even, i.e. the method where the company is repaying
the principal of the loan evenly distributed into in-
dividual instalments, and also the fact that the com-
pany also has to pay, apart from the interest, the
bank loan acquisition costs (Cap) and other bank
loan life cycle costs (Cicbly), it is then possible to pro-
pose, for calculation of the cost of debt acquired
through a subordinated bank loan, a simplified for-
mula, which is also usable for calculation of the cost
of the classic bank loan, as follows:

Cpp =Cop (1-T)+

n
2 , :

t=1 (1+74)

)

where: Cup — bank loan acquisition costs in CZK;
CgL — bank loan costs (after tax) in CZK; Ciepii —
other bank loan life cycle costs within individual pe-
riods (t) in CZK; ip, — bank loan interest rate in in-
dividual periods (t) expressed as a coefficient (i.e.
%/100); n — number of periods until debt maturity;
Py — bank loan principal in CZK; 74 — discount rate
expressed as a coefficient (i.e. %/100); f— individual
periods (yearly, quarterly, monthly, etc.) until debt
maturity; 7 — tax coefficient (profit tax rate in
%/100).

The cost of debt in the form of corporate bonds
convertible for stocks can be determined in a similar
way. At the same time, we particularly have to take
account of the costs relating to the process of issu-
ance of corporate bonds (Cp), the paid interest (In,),
which is usually determined from the bond nominal
value (NVy) and the interest rate (i), and also the
other bond issue life cycle costs (Cicby), and also any
potential costs of conversion of bonds into stocks
(Ce). On the basis of these facts, we suggest using
the following formula for calculation of the cost of
debt acquired through a convertible bond issue:

Cep =Cip(1-T) +
()

i NV iy, (1—T)+C,Cb,t (1-7) . C,

P (1+Vd)t (1+rg)" ,

where: C.— costs of conversion of bonds into stocks
in CZK; Ccp — convertible bond costs (after tax) in
CZK; Ci»—bond issuance costs in CZK; Cics — other
bond issue life cycle costs within individual periods
(t) in CZK; is, — bond interest rate in individual pe-
riods (t) expressed as a coefficient (i.e. %/100);
NV, —bond nominal value in CZK; other used sym-
bols, see above.

It is necessary to add to Formula (2) that it only
quantifies the costs directly relating to the given
bond. However, in the event of exercise of the right
of conversion into stocks, these stocks are con-
nected with occurrence of additional payments, e.g.
payment of dividends. Furthermore, there might be
some more effects that can hardly be quantified,
such as a change in the corporate ownership struc-
ture, and so also the possibility of participating in
the management of the given company.

5. Case study — comparison of the costs of
subordinated loans and convertible bonds

The below specified comparison is based on actual
data obtained within a survey performed among rep-
resentatives of banking entities and financial com-
panies in the Czech Republic. As for subordinated
loans, the comparison involved a subordinated loan
with which companies were provided in 20062012
by CMGDB within a programme called “Progress”.
It was a type of a long-term special loan with a fixed
interest rate of 3% p.a., provided in the volume of
CZK2 — 25 m, which had to be from at least 50%
co-financed through a loan from a commercial
bank; see more in (CMGDB 2007). The convertible
bonds chosen for the comparison included convert-
ible bonds of Orrero, a.s., issued in 2011, due to the
fact that it is the most current issue of convertible
bonds in the Czech Republic. They were paper
bearer bonds convertible into common stocks, is-
sued with the nominal value of CZK5000 in the total
volume of CZK26.24m (i.e. 5248 pieces of bonds)
with a two-year maturity date, whose yield was de-
termined as the average CNB Lombard rate for the
previous 12 months + 2.5% p.a. There was no exer-
cise of the conversion right in this particular issue
of convertible bonds, and so the calculation will be
based, for one thing, on this actual situation, and for
another on a model situation — including conversion.

The comparison will be based on a single vol-
ume of debt, derived from the volume of the issue
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of the above convertible bonds (CZK26.24m), and
with respect to the conditions of the programme
“Progress”, regarding the volume and share of the
subordinated loan, we will be considering a subor-
dinated loan of CZK11.24m in combination with a
classic bank loan (mediated by Broker Trust) of
CZK15m, with a two-year maturity date (the same
as in the case of the above convertible bonds) and
an interest rate of 6.8% p.a.

In view of the fact that some partial costs of
loans and convertible bonds (in the case of acquisi-
tion costs — Ca/Cip and other life cycle costs —
Ciebi/Cicb,) were identified with individual repre-
sentatives of the banking entities and financial com-
panies in a range, the costs of individual instruments
will be specified in intervals. These intervals will
then determine the minimum and maximum ex-
pected costs of the analysed financial sources
(CsL/Ccp).

To determine the costs of a combined loan of
CZK26.24m with a two-year maturity date, it is pos-
sible to use Formula (1), which calculates the costs
of the bank loan from the bank loan acquisition
costs (Cabl), the interest (Iyi), and the other bank
loan life cycle costs (Cicbly).

The bank loan acquisition costs (Capi) equalled,
in the analysed classic loan, zero, and in the subor-
dinated loan they only consisted of a fee for consul-
tation required by the client for assessment of the
feasibility of the business plan before entering into
the contractual relations, which was CZK500 for
each commenced hour. This consultation will be in-
cluded in the calculation in the estimated duration
of 2 to 4 hours. The considered bank loan acquisi-
tion costs (Cap1) will then amount to CZK1000 —
2000. The income tax rate of legal entities in the
monitored period was 19%.

Other constituent parts of Formula (1) are in-
terests on the bank loan in individual years (Iyi).
When determining the interest (), where we as-
sume that they were paid once a year, we will be
considering a fixed interest rate of a classic bank
loan (icbit) of 6.8% and a fixed subordinated loan in-
terest rate (isi¢) of 3%. The interest rate of the con-
cerned combined loan (i) was 5.2% (in For-
mula (1) as ipt), and it was determined on the basis
of the following formula:

. v, . Vg . .
el t ZK TVCBL *lcbl,tj"'(TVSL *lsl,tj:|a (3)
cL cL

where: i — classic bank loan interest rate in indi-
vidual periods t expressed as a coefficient (i.e.
%/100); ic;, — combined loan interest rate in individ-
ual periods t expressed as a coefficient (i.e. %/100);
isir — subordinated loan interest rate in individual

periods t expressed as a coefficient (i.e. %/100);
TVepr, — total volume of the classic bank loan in
CZK; TV¢; — total volume of the combined loan in
CZK; TVs, — total volume of the subordinated loan
in CZK.

Another constituent part of Formula (1) is the
other bank loan life cycle costs (Cicbl). These costs
amounted, in the given type of a classic bank loan,
to CZK300 — 400 per month, while in the given sub-
ordinated loan they equalled zero. l.e. the yearly
volume of the other combined loan life cycle costs
was between CZK3600 and CZK4800.

Formula (1) also includes a discount rate (rq).
The discount rate (rq) represents the annual rate of
inflation in the Czech Republic, and to avoid its ex-
treme values in the monitored period, we will base
our calculation on the CNB inflation target, which
has been 2% since 2010 (CNB 2010).

If we substitute the above values in For-
mula (1), we get the cost of debt acquired through
the combined loan, in the interval from
CZK1,612,760 to 1,615,647.

At the same time, it is also possible to quantify
and compare the share of individual cost items.
99.41 t0 99.59% of the cost of debt acquired through
a combined loan is made up of the interest on this
loan (Iyi). The other bank loan life cycle costs
(Ciebry) amounting to 0.35-0.47% and the acquisi-
tion costs of this loan (Capi) of 0.06—-0.12% consti-
tute almost a negligible part.

To determine the cost of convertible bonds
(Ccg) of the nominal value (NVy) of CZK26.24m
with a two-year maturity date issued by the com-
pany Orrero, a.s., in 2011, we will use Formula (2),
which includes the issuance costs (Ci), the interest
(Ivy), the other bond issue life cycle costs (Cieb.), and
the cost of conversion of bonds into stocks (C.). In
view of the fact that the amount of the above types
of costs, with the exception of the cost of conversion
of bonds into stocks (C.), will be the same both in
the actual, and in the model situation (Alterna-
tive 1 — without conversion, Alternative 2 — with
conversion), they will be specified for both alterna-
tives together. What will only be presented sepa-
rately will be the cost of conversion of bonds into
stocks (Cc1) and C¢2)) and the total cost of convert-
ible bonds (Cca(1) and Ccp(2)).

The convertible bond issuance costs (Cip1) and
Civ2)) will be determined on the basis of the infor-
mation obtained from the representatives of Ceska
sporitelna and WOOD & Company, and on the basis
of the rate book of the Central Securities Depository
Prague (Central Securities Depository Prague 2013).
These costs are given by the sum of a fee paid to the
issue manager for preparation and subscription of
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the issue (1-2% of the nominal value of the issue),
a fee for registration of new bonds (given by the for-
mula: (0.00005 + k2*M)*O, where O is the nominal
value of the volume of securities, M is the number
of months to maturity, and k2 is a coefficient which
is based on the maturity date of the bonds, and in
this case it is 0.0000035), a fee for assignment of the
International Securities Identification Number —
ISIN (CZK580), and the cost of print of the bonds
(CZK10 — 200 per bond). As for the legal person
income tax rate, it amounted to 19% in the moni-
tored period. Individual items of the issuance costs
of convertible bonds (Cix1) and Cip2)) will thus be
assumed as follows: the fee paid to the issue man-
ager for preparation and subscription of the issue
CZK262,400 — CZK 524,800, the fee for registration
of new bonds CZK3516, the fee for assignment of
ISIN CZK580, and the cost of print of the bonds
CZK52,480 — CZK1,049,600.

Another constituent part of Formula (2) is rep-
resented by the interest on bonds in individual years
(TIpr)¢ and Ip2)y). Orrero, a.s. paid the interest within
the given issue of convertible bonds biannually.
Calculation of the interest (I,;) was based on the
convention for calculation of interest BCK Standard
30E/360. The interest rate (iv) in this issue of con-
vertible bonds was 2.5%, plus the average CNB
Lombard rate for the previous 12 months. On the
basis of these figures, it is possible to determine the
interest on this issue of convertible bonds for indi-
vidual periods (Ip1)c and Ip2)¢); see more in Table 1.

The other bond issue life cycle costs (Cicv()
and Ciey2)1) consisted of fees connected with pay-
ment of the interest and the principal. These fees
amounted to CZK3000 + CZKS5 for each investor.
We will assume these fees, and so also the other
convertible bond life cycle costs (Ciwa): and
Cieb2)), at the amount of CZK3005 — 29,240.

Formula (2) also includes the cost of conver-
sion of bonds into stocks (Ce1y and Ce2)). In consid-
eration of the fact that the conversion right was not
actually exercised in the analysed issue of converti-
ble bonds (Alternative 1), the cost of conversion
(Ccny) will be equalled to zero in this case. However,
the model Alternative 2 presumes that the conver-
sion right was exercised in all the bonds, i.e. an ex-
change for 5248 pieces of new common stocks of
the nominal value of CZK5000/stock. In this case,
the conversion costs (C¢2)) will, in accordance with
information obtained from the representatives of
Ceska sporitelna and WOOD & Company and the
rate book of the Central Securities Depository Prague
(Central Securities Depository Prague, 2013), in-
clude a fee for an increase in the volume of stocks
(the fee is specified onthe basis of the following

Table 1. Determination of the interest on convertible
bonds issued by Orrero, a.s. for the period from

1 September 2011 to 30 June 2013 (Source: Own
processing on the basis of (CNB 2015))

—- | =z | o= i
— = = = =
Pay day S 9 < 9 <
g | 8] 2| 8| 2
2 — e — [
— on on on on
Numberof daysfor | 751 150 | 180 | 180 | 180
which interest is paid
Average CNB Lom-
bard rate for previous| 1.75 | 1.75 | 1.73 | 1.37 | 0.67
12 months (%)
Total interest rate (%) 4.25 | 4.25 | 4.23 | 3.87 | 3.17
Total volume of
interest payments 232,3| 371,7| 555,1| 507,1 | 416,3
(CZK)

formula: 0.00068*0, where O is the nominal value
of the newly subscribed issue, but not more than
CZK800,000), a fee for securing the priority rights
to acquisition of securities (the fee is specified on
the basis of the following formula: 0.00068*0,
where O is the nominal value of the newly sub-
scribed issue, but not more than CZK50,000), and
the cost of print of the issuer’s stocks (CZK10 —
CZK200 for a single stock). Individual items of the
cost of conversion of bonds into stocks (Ce2)) will
be assumed as follows: a fee for an increase in the
volume of stocks of CZK 17,843, a fee for securing
priority rights to acquisition of securities
CZK50,000, the cost of print of new stocks
CZK52,480 — CZK1,049,600.

Formula (2) includes a discount rate (rq). Its
calculation in both alternatives will again be based
on the CNB inflation target of 2%.

If we substitute the above values in For-
mula (2), the result in Alternative 1 (without exer-
cise of the conversion right) is in the interval from
CZK1,918,424 to CZK3,042,604. The largest share
in the cost of convertible bonds (Ccg(1)) was, in this
case, made up of the interest (Ipay:), which ac-
counted for 54.17-85.91%. The share of the issu-
ance costs (Cip1)) in the cost of convertible bonds
(Ccpq)) was between 13.47 and 42.02%. The share
of the other life cycle costs (Cicp(1),) was almost neg-
ligible, amounting only to 0.62 to 3.81%.

If we substitute the above values in Formu-
la (2), the result in Alternative 2 (the conversion
right was exercised in all the bonds) is in the interval
from CZK2,012,101 to CZK3,912,586. Also in this
case, the largest share in the cost of convertible
bonds (Ccr2)) was made up of the interest (In2)y),
which accounted for 42.12-81.91%. The issuance
costs (Cin2)) accounted, in this case, for 12.84-32.68%.
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The cost of conversion of bonds into stocks (Cc))
accounted for 4.66—22.24%. The share of the other
life cycle costs (Ciw)t), which represented only
0.59-2.96%, were again almost negligible.

The above case study implies that the costs of
the analysed combined loan were between
CZK1,612,760 and CZK 1,615,647, the costs of the
analysed convertible bonds in Alternative 1 (the
conversion rights were not exercised) were between
CZK1,918,424 and CZK3,042,604, and the costs of
the analysed convertible bonds in Alternative 2 (the
conversion rights were exercised) were between
CZK2,012,101 and CZK3,912,586. Higher expec-
ted costs of debt are thus connected with the ana-
lysed convertible bonds in the entire interval of
these costs. The above comparison is a proof of the
prevailing assertion of the financial theory and prac-
tice, see more e.g. in (Valach 2005) or (Tetrevova
2006), that bank loans are connected with lower
costs compared to the costs of corporate bonds (with
respect to the volume of the issue). As for converti-
ble bonds, the expected costs are logically higher if
the conversion rights are exercised, as a result of the
cost of conversion of bonds into stocks (Ce(2)).

It is also possible to compare both analysed fi-
nancial instruments from the point of view of their
partial cost items. The expected amounts of the par-
tial cost items of both analysed instruments differ sig-
nificantly. While in the combined loan the interest
(Tviy) accounts for almost all the expected cost of debt,
in convertible bonds it is the interest on convertible
bonds (Ip1)r and Ip2)) together with the convertible
bond issuance costs (Cip1) and Cip2)) what accounts
for almost all the expected costs. The other life cycle
costs (Ciebl/Cieb1)t and Ciep)) represent almost
negligible costs in both of the above instruments.

6. Conclusions

Mezzanine financing instruments represent such a
specific financing tool that, as the paper implies, as-
sessment of their financial benefits requires modifi-
cation of the assessment procedures used for assess-
ment of the classic financing sources. Therefore, the
hypothesis defined in the beginning has been
proven. On the basis of this fact, methodology of as-
sessment of the financial benefits of two selected
mezzanine financing instruments, i.e. subordinated
loans and convertible bonds was subsequently pro-
posed on the principle of the cost intensity taking
account of the time value of money. It is necessary
to point out the fact that the cost intensity represents
only one of a number of criteria that have to be taken
into account when considering their utilization.
When assessing mezzanine financing instruments, it

is always also necessary to take account of other sig-
nificant facts relating to their characteristics.

In conclusion, it is necessary to state that the
proposed procedure of assessment of the costs of
mezzanine financing instruments has its limitations,
as it does not take account of the influence of the
factor of time on the value of repayments, and the
comparison has to be based on the identical volume
of debt. A limiting factor of the presented paper is
then the fact that calculations specified in the case
study provide the resulting values in a wide range of
the amounts of individual cost items. The case study
was created with the aim to give an illustrative ex-
ample of application of the proposed methodology
for determination of the costs of debt in selected fi-
nancial instruments, and at the same time it is based
on actual data of the monitored period in the Czech
Republic. It is possible to assume that companies in-
terested in these instruments will have access to the
exact information about individual cost items (indi-
vidually specified for the given economic entity and
particular conditions), and the proposed formulas
will make it possible for them to achieve precise
results.
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