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EXECUTIVE SUMMARY

Governments at all levels in the United States own commercializable enterprises—in such fields as electricity,
water and wastewater services, parking facilities, insurance, hotels and convention centers, mail delivery, etc.
Interest by public officials in privatizing such enterprises is growing, fed in part by knowledge of the large
volume of such transactions overseas. Yet because actual sales of government enterprises in the United States
have been very few, most public officials have little idea how to actually carry out such a sale.

The mechanics of privatization are complex, and each case raises its own problems. The main optionsare: 1) a
trade sale, where a company is sold to a single firm or a consortium; 2) a public offering on the stock
exchange, either by a fixed price offering or by a tender offering with a minimum price; 3) a
management/employee buyout; or 4) placement with a group of investors. A range of important issues need to
be addressed in preparing a business for privatization. This guide focuses on some of the principal issues
which arise and explains some of the techniques and solutions developed over the past decade in thousands of
transactions around the world.

Privatization exercises are as individual as they are complex, but fundamentals generally include
consideration of industry structures, commercial and regulatory regimes, capital structures, sales
arrangements, and the nature of the continuing relationship between the government and the divested
enterprise. Decisions must be made on methods of sale, special arrangements for employees and customers,
marketing, logistics, timing, and the structuring and management of overseas syndicates.

For most small and medium-size enterprises (especially those owned by municipalities), a trade sale is
relatively quick to execute and works well if the company to be sold is perceived to need the benefit of an
alliance that brings with it skills and know-how. However, public offerings make more sense for larger
enterprises and when the company to be sold has a reasonably strong skill base, and capital markets are
liquid. For national-scale privatizations, combining large retail and institutional offerings and ensuring
competition between banks and regions of the world within the international offer are now conventional
features of privatizations by public share offering all over the world.
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I.  INTRODUCTION

Thisguideisaddressed to public officialsat federal, state, and local levelsof government. At al threelevels, thesale
of government enterprises has reached beyond merely the discussion stage.

At the federal level, the 1980s saw only one magjor divestiture: the sale of Conrail in 1987 for $1.65 billion viaa
public stock offering. But in 199596, Congress has approved the sale of the Alaska Power Marketing
Administration, the helium and naval petroleum reserves, and the U.S. Enrichment Corporation (aswell asauctions
of electromagnetic spectrum). Bills were also introduced to sell Amtrak, the other four Power Marketing
Administrations, the air traffic control system, the U.S. Postal Service, and the Tennesee Valley Authority.

Recent sales at the statelevel include the trade sale of the Michigan Accident Fund, the Port Authority of New Y ork
and New Jersey's Vista Hotel (at the World Trade Center), and a number of commercial properties of the state of
New York. Several governors have considered or proposed the sale of state-owned airports, insurance funds,
turnpikes, and water systems.

Recent municipal sales have included golf courses, power plants, and wastewater treatment plants. A number of
mayorsand other local officialshave proposed the sale of airports, electric and gas utilities, parking facilities, sports
arenas, and water and sewer systems.

A privatization exercise demands the coordinated application of a wide range of skills and expertise, from broad
conceptual sweep to logistical minutiae. While the sale of government enterprises has taken place in nearly 100
countries, the United Kingdom has established a clear reputation as the leading source of expertisein the field.

Working with financial advisors, U.K. public officials devised innovative privatization procedures, starting with
little or no historical precedent. From legalitiesto logistics, from the wide vision of large-scale marketing activities
to the fine detail of documentation, the United Kingdom has spent over a decade and a half refining privatization
processes. The level of expertise developed in privatizing industries—in sectors ranging from airports to water
supply, from electric utilities to rail services, from telecommunicationss providers to R& D laboratories—has lent
itself to wider application.

Almost every country intheworld isnow following the British lead in privatizing its state-owned industries. Hence,
this guide understandably relies heavily on the case histories from Britain to illustrate some of its points. Investors
and consumers have rarely done as well with offerings in other countries as they have done on U.K. issues. In
France, the share price of every company privatized since 1993 but two istrading below itsissue price. Italy hasan
even worse record. Only a handful of other western European countries besides Britain have actually begun to
privatize utilities. Nor has privatization in emerging marketsbeen clear sailing. Thecrucial distinction liesin thefact
that in Britain—as in many former Communist countries in eastern Europe eager to build a solid foundation for
newly regained freedoms—privatization has been pursued as a matter of conviction by governments committed to
the program. Among other western industrialized countries only Canada has set precedentsfor public offerings, by
recently privatizing its air traffic control system and rail services, and in these cases has closely followed the
precedents for privatizations set in the United Kingdom.
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lI.  PRIVATIZATION OBJECTIVES
In their privatization programs governments around the world commonly share three objectives:

. to promote efficiency by exposing businesses and services to the greatest possible competition, to the
benefit of the consumer;

. to spread share ownership as widely as possible among the population; and
. to obtain the best value for each industry or service the government sells.

Governments have also sought to ensure that success in each privatization generated momentum for succeeding
sales.

A. Competition

Competition is the best way to ensure that goods and services desired by the customer are provided at the lowest
economic cost. Giving customers freedom of choice enables market forces to provide sustained pressures on
companiesto increase efficiency. Privatized companies generally operatein a competitive market environment. In
Britain the government did not wish to confine the benefits of privatization to businessesin competitive areas of the
economy. Therefore privatization was extended to utility monopolies—airports, electricity, gas, telecoms, and
water—where competition is either unworkable or very limited in scope. To the extent regarded as necessary,
regulatory arrangements have taken the place of the market in holding down prices, ensuring good service for the
consumer and in certain markets to help foster competition.

Privatization isintended to benefit customers, employees and the economy asawhol e. Customers benefit when the
greater efficiency that can be achieved through privatization is passed on to them, for example, in theform of prices
which are lower than they would otherwise have been, wider choice and better service. Privatized businesses are
likely to be more responsive to changing customer demands, and more innovativein introducing new productsto the
market.

For employees, privatization means working in a company with clear objectives, the means to achieve them, and
rewardsfor success. Thisreinforcesthe concern for the customer that is at the heart of any successful business. The
economy benefits through higher returns on capital in the privatized industries, which can no longer pre-empt
resources from elsewhere in the economy (viataxation), but must compete for funds in the open capital markets.
Moreover, asthe products and services of privatized industries underpin much activity elsewhere in the economy,
there are substantial benefits for other businesses.

B. Wider Share Ownership

The promation of wider share ownership—among both employees and the general public—has been a major
objective of the privatization program in Britain. This is part of a broader government policy of extending the
ownership of wealth more widely in the economy, giving people adirect stakein industrial success, and removing
distinctions between “owners’ and “workers’. In Britain this has resulted in the number of shareholders roughly
tripling since 1979. There are now 10 million individual shareholders compared to 3 million in 1979. About 90
percent of eligible employees became shareholdersin their companieson privatization. In France privatizationshave
guadrupled the number of shareholders, from 1.5 million before 1986 when the process began to 6 million. Special
arrangements made to encourage small investors and employeesto participatein privatization sales have contributed
to this extension of share ownership.
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C. Obtaining Best Value

Valuing a company is always a difficult matter of judgement, whether it is a state-owned or a privately owned
company that isbeing sold, especially when the company's shares have not been traded before or wherethereare no
directly comparable companies. Moreover, it isimpossiblefor any seller to anticipate accurately the movements of
the stock market between price fixing and the receipt of applications.

Governmentsthroughout the world have always sought professional advice, both on pricing and on other aspects of
asale. Investment banks, lawyers, accountancy firms, public relations and other advisors have proved essentia for
achieving successful privatizations at afair price for the taxpayer and the investors. Advisors are hired because of
the professional judgement and technical skillsrequired to determinethevalue of the company to be sold. Therange
of expected values can be significantly affected by what assumptions are made about future earnings of the company
and thelevel of investor interest. In addition to assisting with the complexity of the exercise, the hiring of advisors
gives the selling government a line of defense in the face of subsequent criticism of the sales process. It is not
uncommon to build into sales processes an obligation on the part of the newly privatized company to reimbursethe
government aportion of any unanticipated profitsthat accrue from the sale of surplus property. This* clawback” of
gainsis used to protect the government (and hence, the taxpayers) against under-valuation of assets.

The standard way of organizing alarge privatization isto appoint an investment bank as advisor and organizer of the
sale. Most countriesin the world have handled their public offeringsin this way; in fact there are few precedents
without the involvement of ainvestment bank. However, over the last few yearsthereisan increasing trend for the
Big Six accountancy firms to challenge banks on their territory by undertaking lead financial advisory rolesin
addition to their traditional accounting and consulting work. This is especiadly the case with smaller-scale
transactions. Also accounting firms have devel oped sector specializations—for example Coopers & Lybrand hasa
well-developed franchise in telecommunications and Price Waterhouse expertise in water systems and toll road
projects—and are understood to charge lower feesthan investment banks. Specialized consulting firms should also
be considered; for example Fieldstone Private Capital in the power sector and Babcock & Brown and Infrastructure
Management Group more generally in infrastructure privatization.

The best way to decide on the type of advisor for a transaction is to issue a tender inviting investment banks,
accounting and consulting firms to provide indicative quotations for a range of tasks. If properly designed, this
approach not only gives an indication of the market place rate for thistype of work, but also provides many “free”
ideas on how to organize a sale. Submission of written proposal s should be followed by interviews with shortlisted
candidates. The government will need to find advisors with a track record and a sensitivity to the particular
reguirements of the transaction.

Inany size or type of transaction, it would befoolish to proceed from first base without legal advice. Again an open
competition should be held. One way to keep control of costs—which appliesalso to financial advisors—isto set a
cap on fees and expenses for each month. The advisor will heed authorization from the client to exceed agreed
[imits.

Assigning the full responsibility for a privatization to a financial advisor has the important advantage that the
government can expect the work to be handled by experienced professionals; and barring disastersthereislittlerisk
of afailure of a“bundled” sale. In any event, the government can deflect blame for any failure on the advisor.

One aternative which has been used successfully in the Baltic States is for the government to assume full
responsibility for the sale and to appoint afull-time project manager—from among severa candidates—who would
recruit asmall team of advisors. Thisapproach should savethe government significant feesand ensure sometransfer
of know-how and skills which can be available for future sales (assuming that a number of enterprises are planned
for divestiture). However, it does mean that the government assumes responsibility for the downside.
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RESTRUCTURING GOVERNMENT ENTERPRISES FOR PRIVATIZATION

The first steps a government needs to take will be as follows:

to set its objectives for the sale;

to consider the need for legidlation;

to decide whether the business should be reorganized to create a viable unit or to raise performance
standards by introducing competition into the industry.

In the early stages of a national privatization program, viable government enterprises in competitive sectors of
industry are routinely transferred to the private sector in their existing form. In other cases, a break-up proves
necessary in order to achieve a successful sale or the promotion of competition. To take examples from the U.K.

program:

In 1982, the exploration and production assets of the state-owned oil company British National Oil
Corporation were separated out and sold in the Britoil flotation.

In 1984, the telecommuni cations functions of the former General Post Office were separated out and sold
as British Telecom.

The oil assets of British Gas were separated out and sold in 1984 as Enterprise Oil and Wytch Farm.

National Buswas split into over 60 separate businesses, prior to aprogram of salesin 1986-88, in order
to stimulate competition among bus operatorsin alargely deregulated environment.

The electricity industry in England and Wales was restructured to encourage greater competition in the
generation and supply of electricity following privatization in 1990. Three generating companies were
created. Two of them—National Power and PowerGen—and 12 electricity distribution companieswere
transferred to the private sector. The bulk of the third—the nuclear industry—isto be sold in July 1996.

In the current privatization of British Rail, track and train operations are being separated. Operation of
passenger transport services is being transferred over time to the private sector through competitive
franchising. Private-sector operatorswill be ableto introduce new servicesfor both passenger and freight
through open access. Railtrack—the rail infrastructure company—was sold in May 1996.

The wider competition which may follow restructuring can have a significant impact on an industry's efficiency.
Regulation and the greater competition in the generation and supply of electricity following the U.K. privatization
have reduced household electricity prices by seven percent in real terms and industrial prices by ten percent in the
last two years. Some businesses have seen even larger reductions.
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IV. PROVIDING A PERFORMANCE RECORD

Once the organizational structure has been settled, the next priority isto ensure that the enterprise to be privatized
has an appropriate trading record and a suitabl e balance sheet beforeit isoffered to investors. The business must be
seen as acredible entity with correct positioning in the marketplace and thefinancia structureto enableit to achieve
itsgoals. Thisis particularly important in the case of a public share offering.

The government therefore needs to consider:

. Strengthening the M anagement Team. The existing management may well need to be complemented
by the infusion of private-sector skills, especially at senior management level.

. Introducing New Working Practices. The previous noncommercia corporate culture may not have
focused on maximizing the workforce's productivity and may, in fact, have resisted the substitution of
new equipment for labor or making use of best-practices from the private sector. This should be
remedied.

. Turning a Loss-making Enterprise into a Profitable One. Expert advice on an appropriate capital
structureis an essential part of this process. The enterprise to be privatized must be left with sufficient
capital to meet its business requirements but not over-capitalized as this might lead to poor investment
decisions and reduce government proceeds.

. Articulating a Clear Business Purpose. Because of the often conflicting mix of social, political, and
business objectives previously imposed on a government enterprise, its identity as a business venture
might not be readily apparent to potential investors.

Accounting adjustments and improvementsin the quality of information-gathering and reporting may be needed.
These might include changing the accounting convention under which the business reports, reassessing asset values
or atering capitalization policies.

Informed decisions on preparing a business for sale can contribute significantly to its saleability and subsequent
performance in the private sector.

V. REGULATION

In the case of some privatized industries, especialy utilities and other enterprises (e.g. airports or toll roads and
bridges) which may have some monopoly characteristics, someform of independent regulation will be needed until a
fully competitive market has developed or to achieve the benefits of competition. The government will need to
address this need at an early stage in the sale preparations.

The desire to distance the privatized utility industries from political control, to provide market credibility, and to
separate ownership and regulatory functions has often led to the development of regulators who undertake their
responsibilities independently of government. In Britain, since the utilities were privatized at different times and
have distinctive regulatory requirements, a separate regulatory office has been established for each industry—
telecoms, gas, water and power.

Inthe U.K. model each officeisheaded by aregulator appointed for afixed term, normally fiveyears. Thereisalso
aseparate body with regulatory dutiesin relation to airports and air traffic control. Broadly the aim of aregulatory
regimeisto put in place aframework of regulation which is explicit and transparent in nature and which operates
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through incentives on managers of the business rather than through the complex administrative arrangementswhich
has characterized control under government ownership.

Where competition cannot be introduced or will take some time to develop, the regulator's role is to protect
consumers from abuses of monopoly power. This requires controls on both the price and the quality of output. In
addition, regulators are generally responsible for promoting competition and, in certain cases, social and national
objectives—such as the provision of an emergency (police, fire and ambulance) tel ephone service.

The U.K. regulators control relevant pricesthrough aprice-cap regime. Thisoperates by fixing therate at whichthe
regulated industry is permitted to raise the prices of certain of its products or servicesfor apre-determined period of
time. (Other prices may be outside the regulator's scope because the services are aready subject to full
competition—e.g. cellular phone services or airport-terminal concessions). The starting point for allowable price
increases is usually the retail price index (the RPI), a generally available and widely recognised index which is
beyond the influence of the companies being regulated. When fixing the price cap the regulator looks ahead and
makes an estimate of the efficiency gainsthe businessis expected to be able to achieve over the coming period (the
so-called “ X" factor). Thisforecast isgenerally subtracted from the RPI to produce the individual utility's price cap
formula. Account may be taken of major capital investment programs when calculating the price cap.

The main advantage of this approach—in contrast to traditional U.S.-type public utility regulation—isthe efficiency
incentive for the industry concerned. With no specific controls over profits, the industry has every incentive to
reduce costs asfar aspossible. If it achieves efficiency gainswhich exceed “X”, it retains the benefits of its efforts
during the time period in which the cap remainsin force.

In alecture to the Centre for the Study of Regulated Industries on January 10, 1986, Michael Jack, Financial
Secretary tothe U.K. Treasury, reflected that in the United Statesthere are currently widespread movesto strengthen
the incentives of regulatory arrangements. “ US regulators are discovering that weak cost control incentiveslead to
overcapitalization and their response to these problems has been to bolster the incentive properties of their
arrangements,” he said."

VI. PRIVATIZED COMPANY'S RELATIONSHIP WITH GOVERNMENT

Governments have tended to seek a clean break with each privatized enterprise at the point of sale so that its
management and employees arefreeto pursue the best commercial strategy for the business, subject to free-market
pressures or, where appropriate, independent regulation. Nevertheless, for various policy reasons, in certain cases
there may be some degree of continued government involvement.

A. Golden Share

Governments may wish to consider whether a specia (or “golden”) share would be appropriate in certain limited
circumstances where there is a clear need to protect a newly privatized business from unwelcome take-over on
national security grounds or, as a temporary measure, to provide an opportunity for management to adjust to the
private sector. The special sharerequiresthat certain provisionsin the Articles of Incorporation of acompany may
not be changed without the specific consent of the special shareholder. The details of those provisions vary
according to the circumstances of each company, but they typically include a prohibition on any one person, or
group of persons acting in concert, from controlling more than say 15 percent of the equity of a company. If a
government wel comes overseas investment, this limit need not make a distinction between overseas and domestic

! Michael Jack MP, Utility Regulation—A Political Perspective (London: Chartered Institute of Public Finance and
Accountancy, 1996), pp. 5-6.
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investors. In the case of defense-related industries, it is common to place a (higher) limit on the proportion of the
company that may be held by overseas investors. In the U.K. this ruling has applied to Rolls Royce and British
Aerospace.

The presence of a specia share is a useful tool but is not intended to be a government straitjacket on the
management. The management, and not the government, are generaly responsible for ensuring that the special
shar€'s provisions are observed. In order to develop a free market in shares, special shares should be, as far as
possible, timelimited. For example, in Britain special sharesin 10 water companies and 12 electricity distribution
companies expired five yearsto the day after privatization. Also the provisions attached to a special share may be
amended or waived where the government deems the circumstances to warrant it.

B. Residual Shareholding

Since the purpose of privatization is to remove the government from ownership of the enterprise, it may seem
strange to talk about residual government shareholding. But in some cases, especially where there are major
uncertainties about the probable market val ue of the business, U.K. and other governments have sold their ownership
interest in several tranches over a period of years. If theinitial, say, 40 percent stake is priced conservatively, the
price of subsequent tranches sold over the next several years may be higher (asthefirm establishesatrack record of
good performance). Hence, the government (i.e., the taxpayers) will realize a higher value from sale of the
subsequent tranches than if 100 percent of the shares had been sold at the initial price. In such cases where
government sellslessthan 100 percent of an enterpriseinitially, it generally undertakes not to exercise voting rights
attached to its residual shareholding.

VIl. ORGANIZING SALE PROCESSES

Once the enterprise has been prepared for privatization, any needed regulatory and other control issues have been
addressed, and any required legidlation passed, the usual practice is for advisors to manage the sale process on the
government's behalf. The main options are atrade sale, where the company is sold to asingle firm or aconsortium
(including the option of a management/employee buyout); a public offering on the stock exchange; or a placement
with agroup of investors.

A. Trade Sale
1. Sale to Trade Purchasers

Sales of smaller government enterprises tend to be targeted at trade purchasers. When a trade sale is used,
competitive bidding isby far the most desirable method of sale. Although “ marketplace™ auctions on thefloor of the
stock exchange have taken place in countries such as Portugal and Brazil, far more common isaproperly organized
tender where participants submit bidsin sealed envel opes. In addition to price, the auction needsto take into account
factors such as capital investment to which the bidder is willing to commit, and guarantees the bidder makes to
employees and customers. Some examples follow:

. When Ameritech and Deutsche Telekom purchased a 30 percent stake in the Hungarian state
telecommunications company MATAYV in 1994, they committed themselvesin the concess on agreement
to amandatory 15 percent annual increase in the number of new linesinstalled.

. Portugal's state-controlled Banco Fomento & Exterior (BEF) isto be privatized viaacompetitive bid for
acontrolling stake. Thewinner will haveto retain a51 percent stake for five years. Key assets are to be
protected for a similar period. The selection process takes into account factors such as the financia
strength and size of the bidder, in addition to the price offered.
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. PTT Telecom Netherlands and Swiss Telecom were selected in 1995 as the strategic investor in the
Czech telecoms utility SPT Telecom by several factorsincluding price, the estimated val ue of services
which theinvestor would contributeto SPT, offered time schedules and the technol ogical meansthat the
investor will be able to use to modernize Czech telephone lines.

. Interested buyersfor the Italian dairy company Centrale del Latte di Anconain 1995 needed to provide
employment guarantees, ensure that the dairy remain in the city, and undertake to maintain product
quality.

As these examples make clear, the total amount offered by the prospective purchaser is an important factor in the
auction. But, especially in the case of utility-type enterprises, there is an obvious trade-off for the government
between: 1) obtaining the maximum amount of sales proceeds, and 2) ensuring that chargesto the utility’ scustomers
remain at affordable levels. The higher the purchase price (and hence sales praceeds), the higher the customer
charges must be, in order that those financing the purchase can realize acompetitive return on their investment. Y et
another factor, in caseswhere the government hasfailed to properly maintain the infrastructure and significant new
investment in facilities will be required by the purchaser, is the amount the buyer is prepared to invest in
modernization, versus the amount it will spend to obtain ownership of the existing (run-down) facilities.

For these reasons, governments frequently develop anumber of selection criteria, rather than simply awarding the
bid to the company offering the highest price for the enterprise. In Australia, the Victoriagovernment included the
following as selection criteria for shortlisting bidders for the Y allourn Energy power station:

. Indicative bids (i.e., dollar amounts offered)

. Strengths and capabilities of prospective power station operators
. Financial strength and credentials of bidders

. Any special conditions or assumptions attached to the bids.

In selling SPT Telecom, the Czech government stated that the offered price would be an important but not decisive
factor in the selection of a [strategic-investor] partner. The overall merit of individual offers in ensuring the
company’s future development was to be the principal criterion.

Where prospective “rate shock” isamajor concern (e.g., in cases where utilities have, for political reasons, held
pricesfar below market levels for many years), it may be advisable to spell out in advance the extent to which rate
increases will be permitted over atransition period (e.g., of five to ten years). Prospective purchasers can then be
evaluated on the basi s of how much they will pay for the enterprise (and possibly on their commitment to aschedule
of needed modernization) given the known constraint on future pricing.

A negotiated saleisanother possibility. Financial advisors may advise this course when an offer from one particular
bidder or set of biddersisunlikely to be equalled in open competition; hence the expense and time of the competive
process can be avoided. Alternatively, a government may opt for a negotiated sale after a failed bidding process,
offering in turn bidders a right to submit a buy offer at a reduced price. For instance, this happened when the
Philippine government sought to privatize a stake in the National Steel Corporation in 1994. Occasionally apublic
offer is combined with the negotiated sale of a tranche to a strategic investor. Negotiated sales are also used in
countries where transparent processes are not the order of the day, a process sometimestermed “ crony capitalism.”
To avoid concerns about favoritism and the like, there need to be very persuasive arguments in play for a
government to opt for a negotiated sale rather than a competitive selection process.
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Compared to apublic offering, atrade saleis generally regarded as a quicker option to execute. It is appropriate if
the enterprise to be sold is perceived to need the benefit of an alliance that bringswith it skillsand know-how. The
Victoriagovernment in Australiachoseto sell itsfive el ectricity distribution businesses by trade sale. This probably
reflected apreferencefor arapid introduction of outside expertiseinto the electricity sector and al so their view that
busi nesses such as power supply are not well understood by Australian markets, and thus abetter pricewaslikely to
be obtained through trade sales.

By contrast, public offerings make more sense when the company to be sold has areasonably strong skill base, and
capital markets are liquid. To take another example from Australia, a public offering for the large
telecommuni cations company, Telstra, may well be more suitable for that industry than saleto an existing operator,
due to the level of expertise already in place at the company and the gradual emergence of competitors.

In the United Kingdom trade sales have generally only been used with smaller industries or enterprises. There has
been concern among British voters about astate enterprise being sold to acommercial company, especidly if thisis
aforeign-owned company. An attempt in the mid-1980s to sell Britain's|loss-making state car factoriesto the U.S.
firm General Motors collapsed in the face of intense public opposition. In the end, the company was sold to a
privatized U.K. company in a deal which included guarantees about future production and special financial
incentives for the workforce. In France, the vast mgjority of privatizations have been conducted through initial
public offerings. However, there have been some exceptions. For example, therewere four trade salesamong the 29
companies sold between 1986 and 1988:

. Compagnie Generale de Constructions Telephoniques (CGCT) was sold to the Swedish company
Ericsson who outbid AT & T and Siemens. The trade sale method was chosen because CGCT was
deemed too small to compete on its own against domestic and international competition.

. Bangue Industrielle et Mobiliere Privee, which operated much like a private Swiss bank, was not
regarded as a suitable candidate for awell-publicized public offer and amajority of the company'sshares
were sold to a group of ingtitutional investors.

. For the TV channel TF1, an operating group that would have management rights was first chosen. The
general building company Bouygues purchased majority interest in TF1 at a 30 percent premium price
compared with the public offering price.

. Instit de Developpement Industrial, a financial holding company specializing in venture capital, was
privatized through a leveraged management buy-out.

In atrade sale or management buyout, the government's financial advisor will conduct negotiations on the basis of
an information memorandum, along form report prepared by reporting accountants, and sal e agreements prepared
by the government's lawyers.

2. Management/Employee Buyout (MEBO)

Many governments encourage management and/or employee buyouts, consistent with the policy of promoting
employee-share ownership, and to increase competition for asale. For smaller companies, particularly those which
are highly dependent on their personnel, management/employee buy-outs are suitabl e privatization techniques. A
large number of companies have been sold in thisway, but becausethey areall fairly small enterprises, they tend to
attract little public attention. Although most buy-outs areled by management, active participation by theworkforce
isaprerequisite of success. When considering arequest from agovernment enterpriseto privatizeitself inthisway,
agovernment would be well advised to ensure that the workforce are brought along, are contributing some of their
own money towards the enterprise, and face positive incentives to make their investment succeed.
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During 1994, most of London's bus service was reorganized into companies which were purchased by their
managers and employees. Belfast International Airport in Northern Ireland was sold, viaacompetitiveauction, toa
MEBO backed by the Bank of Scotland and fund manager Mercury Asset Management (with the MEBO holding
about half the equity). Coal Products, one of British Coal's noncore subsidiaries, was sold to aMEBO in February
1995. And in April 1996 the U.S. Office of Personnel Management announced the impending purchase of its
background-investigation functions; a MEBO called U.S. Investigations Service, Inc. will purchase the business,
with financing from Marine Midland Bank.

3. Trade Sale Combined with Public Offering

Another form of privatization isthe sale of amajor staketo astrategic investor followed by ashare offering at alater
date. This is certainly appropriate when—before the public share offering—the company is perceived to need
technological expertiseto be provided by amajor player inthe market in return for management control. A strategic
partner will help to boost the company's profitability aswell asitsattractivenessfor public offering. A shareoffering
to domestic and international investorsisintended to follow ayear or so later.

In Argentinamost privatizations were conducted by trade sale, but the government generally retained a portion of
the shares, typically 39 percent, to be sold later in a public offering. The Australian government is planning public
share offerings of airport companiesfollowing the trade sales planned for 1996-97. In 1995 BankWest in Australia
followed atrade sale with a public offering.

4. Placement with a Group of Investors

One additional sale technique, which has been little used in the United Kingdom but is utilized in some other
European countries, is sale via a private placement with a group of selected institutional investors—generally for
public-policy reasons.

For example, in September 1995 the Italian Treasury placed 18.4 percent of the state-owned insurance group INA
with agroup of investors. The three biggest buyerswere Italian bank groups Cariplo with four percent and IMI and
San Paol o with three percent each. They each agreed not to sell for three years. Thisfollowed the pattern previously
adopted in privatizing the large financial institutions IM1 and San Paolo. In February 1996 the Dutch government
placed 20 percent of the chemical concern DSM in this manner.

A similar approach is used by the French with their “ noyau dur” or stable shareholder concept. By creating a small
group of shareholdersthat buy up to 30 percent of the sharesviaprivate placement beforeapublic share offering (in
exchange for agreeing to restrictions on near-term sale of their shares), the “noyau dur” is designed to foster
stability.

5. Bids from Government-Owned Companies

In May 1996 the government of Brazil sold amgjority stakein theelectric utility Light Servicosde Eletricidadeto a
consortium of foreign firms. One of the members of the winning consortium for Light was Electricite de France, a
government-owned company. Several years ago, Spain’s state-owned airline | beriawas the winning bidder in the
privatization of Aerolineas Argentinas, that country’s largest airline. Because many such state enterprises receive
government subsidies, their bids may be viewed by private-sector bidders as aform of unfair competition. Andin
point of fact, selling agovernment-owned enterprise to another government-owned enterprise cannot legitimately be
considered privatization.

Governments seeking to sell enterprises via trade sales should decide at the outset what their policy will be with
regard to bids from government-owned enterprises—and spell out such policies in their initial request for
gualifications from potential bidders. One policy, of course, would be to reject such bids categorically as not
representing legitimate privatization. Another approach would be to require that any such bidder be able to
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demonstrate that it 1) does not receive any government subsidies and 2) pays taxes to the same extent aswould an
investor-owned company carrying out comparable business activities. This would permit bids from fully
commercialized (or corporatized) government enterpriseswhich operate as businesses but in which their government
happens to be the sole or majority shareholder while ruling out unfair competition from subsidized government
enterprises.

B. Initial Public Share Offering
1. Methods of Sale

Privatization by initial public offering of shares hasbeen the option adopted for larger government enterpriseswhere
the following conditions apply:

. there is expected to be awide range of institutional and/or public demand;
. the forecast level of proceeds justifies the higher cost of a share offering; and

. where there is an opportunity to use awidespread public offering to promote wider share ownership.
The principal methods of sale have been a fixed-price offering of shares; a tender offering at a striking price (a
recommended minimum price for shares set by the selling government); or occasionally acombination of the two.
The U.K. government has pioneered the development of major retail offering structures from the privatization of
British Telecom (BT) in 1984, then the biggest public offering in the world, to the 1991 sale of part of the
government's residual holding in BT with its novel distribution, pricing and global tender arrangements.

Typically major flotations have comprised a fixed-price domestic offering aimed at the retail investor and an
ingtitutional offering. In some cases (BT in 1984, British Gas, water supply and el ectricity distribution companies),
the international offering was at the fixed price available in the domestic offering. In some later sales (such asthe
sale of the two electricity generating companies in England and Wales and the sale of the two Scottish electricity
companies), aninternational tender offering was used to secure additional proceedsin circumstanceswheretrading
was expected to open at a premium compared to the issue price.

The U.K. government went further in the 1991 sale of part of itsresidual holding in BT. In this sale there was no
fixed-price offering of sharesto the public or ingtitutions. Instead the price of shares sold domestically was set at a
discount to the strike price secured in an international tender offering. This was a wholly competitive tender
conducted worldwide by aglobal coordinator. In anovel departure from previous sales, there was no underwriting,
or protection for banks participating in the international offering.

The purpose of these sal es arrangementswas to preserve maximum responsivenessto market conditions. The use of
“book-building”, asthisinternational global tender mechanism is known, has since been emulated in government
sales around the world. Book-building refers to the period during which the syndicated banks register institutional
investors' intents as to the quantity of shares they wish to buy at different levels of prices, without yet taking any
firm orders.

2. Conduct of the Sale
An offering on the stock exchange will require amore sophisticated organizational approach than atrade sale. The
government will usually take responsibility for directing strategy and taking decisions on the conduct of the sale but

will also rely on its financial advisor, lead broker and global coordinator, lawyer and public relations advisor to:

. advise on the structure of the international and public offerings;
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. prepare the prospectus required for the public offering and for territories in which the international
offering is made, as well as awide range of legal agreements and other documentation;

. market the offering to the public, through TV and press advertising and direct mail campaigns; and to
institutions through research and road shows;

. manage the generation of demand in the international offering (book-building);
. advise on pricing and allocation of shares.

Most countries have seen considerable advantages in using a single investment bank with strong corporate finance
and global distribution capabilities to perform all three roles of financial advisor, lead broker and global
co-ordinator. The existence of aclear team leader for advisors simplifies the complex lines of communication that
can arisein amajor offering on the stock market. In 1995 there have been unsuccessful experimentswith ateam of
global co-ordinators—two for the U.K.'sresidual electricity generating company shares, four for Portugal Telecom
and eight for Indonesia's PT Telkom. All suffered from the experience.

Demand from ingtitutionsin the international offering of amajor share sale is akey component in maximizing the
proceedsrealized for thetaxpayer. A successful outcome requiresthe appointment of firmswith strong international
distribution capabilities as global co-ordinator.

The usual structure for selling shares in an international offering has involved regional syndicates, led by a bank
from the region concerned. In arefinement for the 1993 sale of sharesin BT the U.K. government's financial and
legal advisorsdeveloped aglobal structureinwhich 11 banksin the syndicate competed worl dwide for demand from
the 500 largest ingtitutions. The greater competition introduced into the regional markets had the effect of generating
substantially greater demand compared with previous offerings and saw more price-aggressive demand at the start of
the transaction, hence boosting proceeds.

After the official selling, share prices may vary widely. One solution for stabilizing the market isfor the government
to make a supplementary offer of shares up to a certain maximum percentage of the initial subscription. Thisis
known as the “ greenshoe” option.

Governments often wish to give priority to serving the domestic individual investors. A “clawback” provision has
been used by governmentsto cut down the quotas of sharesallocated for international selling in order to increasethe
domestic offering of shares.

VIIl. MAXIMIZING PARTICIPATION

Many of theissuesinvolved in divestiture—such as the creation of the prospectus, the publication of research and
the distribution of the shares—are common to both government and private-sector share offerings. However,
government's objectives for privatization may requireits advisorsto develop new mechanismsfor distributing the
shares. Employee and utility customer participation are two examples of this.

A. Employees

The U.K. privatization program has sought to offer all who work in the industries and services concerned a direct
stake in their future, new career opportunities and the freedom to manage their commercial affairs without
interference from government. The success of restructuring in advance of privatization depends on labor relations
and the cooperation of workers, both of which benefit from offering sharesto employees. The U.K. government has
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encouraged employee participation in both trade sales and public offerings of shares. A similarly motivated
privatization program could emulate the U.K. experience by:

. Structuring long-term employee share ownership schemesin the businessto be privatized. For example,
BT and the gas, water and electricity industries were all privatized with such arrangements.

. Encouraging the participation of management and employee-buyout consortiain competitivetrade sales
and having regard to proposed employee participation in reviewing bids from trade purchasers.

. Devel oping incentives to encourage employeesto participate in magjor share offerings. Theseincentives
have included the free, matching and discount share offering in which employees may receive:

an offering of free shares (up to alimit);

an offering of free sharesin proportion to shares bought by the employee;
adiscount on the offering price of shares (up to alimit);

priority in allocation of shares.

These mechani sms have been very successful in encouraging employeesto buy sharesin the company inwhich they
work. For example, 96 percent of eligible BT employeesand 99 percent of theworkforce of British Gas successfully
applied for sharesin U.K. public offerings. The vast majority of these applicants have continued to hold their shares
in the longer term giving them a direct stake in the performance and profitability of the company concerned.

B. Utility Customers

There are two key reasons for ensuring that shares sold in a major public offering are distributed as widely as
possibleto private individuas:
. to maximize competitive tensions between the public and international offerings. Creating aperception of
scarcity benefits the share price, maximizes proceeds and encourages a healthy market in shares after
privatization;

. to increase the proportion of economic assets owned by private, rather than institutional, investors— an
objectivewhich aimsto make privatized industries accountable to awider constituency of shareholdersto
the benefit of the consumer.

These objectives are especially important when applied to the sale of public utilities, where customersin most cases
will be faced with the prospect of price increases resulting from the transition from noncommercial to commercial
management.

The following techniques have been used to promote customer share ownership:

. Giving the smallest investor priority in allocation of sharesinstead of following the traditional private-
sector practice of scaling back to the benefit of the largest applicant;

. Making purchases more generally affordable through installment payments (typically three payments
over 12-15 months), which also gives the investor a higher initial return on investment;

. Using public relations and other marketing advisorsto develop a major advertising campaign to attract
the small investor; and

. Offering incentives to encourage individual applications in the offering and retention of sharesin the
longer term.
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In mgjor initial public share offerings, shares have been available to private individuals who register their interest
before the start of a public offering and who were subsequently allocated shares. These have typically included a
choice of:

. Customer Vouchers. A voucher or vouchers of agiven amount for domestic customersto set against the
privatized utility company's bills.

. Bonus Shar es. For example, one free share for every ten shares held by a successful applicant for three
years; or

. Installment Discounts. A discount on the cost of the second and third installment payments at the time
they are made.

These techniques were used in the U.K. sales of both water and electricity companies. In the case of the 10 water
companies, shareswere offered to individuals on an installment basis. Of the 240 pence offer price, 100 pencewere
due upon application, 70 pence six months later, and the remaining 70 pence 18 monthslater. A similar schedule
was followed in the case of the 12 regional electricity companies. For both water and electricity, customers of a
particular utility were also offered one free share for every 10 shares purchased at the outset and held continuously
for three years (up to a maximum of 300 shares per shareholder). Water company customers were also offered a
discount of 10 pence per share off the second and third installment payments, for up to 1,500 shares. And el ectricity
customers were offered a choice between one free share for every 10 purchased and held for three years (asin the
case of water customers) or electricity bill vouchers worth up to a maximum of L270 per person to apply against
their electricity bills.

In the sales of its residual shareholding in BT in 1991 and 1993, the U.K. government sought to promote wider
public knowledge and understanding of private sector share-dealing services by appointing eight main street banks,
known as* share shops,” to provide cheap and accessible buying and selling arrangementsfor arange of shares. This
approach encourages individuals to buy shares through professional share-dealing services, thus fostering direct
links between the public and the share investment industry in the longer term.

IX. CONCLUSION

This publication has examined the types of sales methods governments have used in their privatization endeavours.
The size of the enterprise to be sold and devel opment of the country'sfinancial markets are the key determinants of
whether to use a public offering or a trade sale method. The U.S. General Accounting Office in a recent report
correctly summarizes the rationale for using public offerings: “Public offerings are generally used in fairly well
developed financial markets and for the sale of large assets with established financial track records.”” In contrary
circumstances, where atrade saleisto be utilized, competitive bidding is strongly recommended.

Increasingly, privatization structures refined over thelast 15 years are becoming conventional featuresall over the
world. Itiscommonplaceto combinelargeretail and institutional offerings and to ensure competition between banks
and regions of the world within the international offering. The mechanisms of vouchers and bonus shares are used
widely to promote customer share ownership. While public share offerings and trade sal es need careful planning and
transparent implementation, there are now well established techniquesfor arranging salesand the requisite expertise
isreadily available.

2

Privatization/Divestiture Practices in Other Nations (Washington D.C.: GAO/AIMD-96-23, December 1995), p. 12.
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