Privatisation in the 21% Century:

Recent Experiences of OECD Countries

Report on Good Practices

This reportwas prepared under the auspices loé tOECD Working Group or
Privatisation and Corporate Governance Stfate Owned Assetslt was
di scussed at the Working Group6s
Group in January 2009.

Acting as theWorking Group s S e c r e ars rChristiamsen Senidr
Economist, workingunder the supervision dhe Head ofCorporate Affairs
Division, Mats Isaksson.

Corporate Affairs Division, Directorate for Financial and Enterprise Affairs
Organisation for Economic Gaperation and Devepoment

2, rue Ardré-Pascal, Paris 75116, France
www.oecd.org/daf/corporateaffairs




RECENT EXPERIENCE WIH PRIVATISATION IN OECD COUNTRIES........cccccooviiiiiiiiieesiiieeen 4
ADOUL thiS TEPOIL.......eiiiiiiiiiii et eerer e e e e eenenrr e e e e e e e e e s nnnnnnnneeeenenene b
SEIUCTUIE OF TN FEPOIL. ... .. et e e e e e e e r e e e e e e e e e e e e aannnes 4.

I B T T Yo I o] 1V Z= L[S 1o ) SRS 5.

2. Reviewing the data: national and sectoral trends...............oooiiieeeiiiiiiiiiiice e 5

2.1  The new privatisation [aNASBAL............ocoviiiiiiie e eeeenn 7

3. The framework for privatiSAtiQN............uuuuuuiiiiiiiee e 10

3.1 Administrative reSPONSIDIlILY............uviuiiiiiiiiiir e e 11

3.2 Legal considerations and approValS...........c..uvuiiiiiieemieeee e 13

3.3 Regulationand COMPETITION. ........cciiiiiiiiiii it eemes 16

4. The privatiSation PrOCESS........cceieeie e eeee e mmmr e e e e e et e e et e e e e e e e e e e e e aeensssaaeeaaeaeeas 19

4.1  The deCiSION 10 PrIVALISE. .. .eeiiiieiiiiiiiiiiitieeet ettt e e e e ereer e e e e e e s s e e e eeereeeeeas 19

4.2 Preparing the company for privatiSation. ... 27

4.3 PrivatisSation MeThOUS..........ooiiiiiiii e e e e 32

4.4  TiMiNG ANd SEQUENCING......ceeeerieereretriritirrmreeeeeeaaeaaeaaaeaaeeaaeeamaasrrnnnrennnaaan————————eereeees 40

4.5 The role of eXterNal @UVISOIS...........cviiiiiiiieiiieeeiee et e e e reenneeenens 43

4.6  Changing conditions of eMPIOYMENL.........oooiiiiiiiiii e A7

4.7  Assessment and auditing of the privatisation ProCESS........uuuuurruiiiiccrieeeieeeieeeeeeeeeeeeee, 50

5. The corporate governance Of PrivatiSAtION..............ooiuuririmeeiiiiieee e e e e eeesrrree e e e e e 54

5.1 Corporate governance of companies in the process of privatisation.................cccee..... 54

5.2 Managing the transfer: the role of the incumbent management and.hoard.................. 60

BIBLIOGRAPHY ..ttt ettt e e e e e e smmme e e e ettt e e e e e e e s s ammne e e e snnebteeaeaeeeeeeeennnnsans 65
Tables

Table 1.  Privatisation Topl0: OECD countries fim 2000 t0 2007...........ccoeeeeeeeeeeieeecciiiiieiieens 7

Table 2.  Largest ten individual privatisation transactions in the OECD area2000................... 9

Table 3.  Administrative responsibility for privatisSation..............ccccceviiiiieccee e 11

Table 4. Examples of amending systems and laws & regulations in Katea................ccoeceee.. 18

Table 5. Employment conditions during and after privatiSation................ccuvvvieemiinieeeeeeeensnnns 48

Table 6.  Auditing and accountability of privatisation................cevvveviiieeeiie e, 52

Table 7. Mechanisms for disproportional government influence in privatised companies.....58
Figures

Figure 1. Privatisation proceeds by sector, OECD tatal.............ccoouiiiiimmniiiiiiiiiiiiiieee e eeeeenne 6

Figure 2.

TABLE OF CONTENTS

Phased privatisation in the telecom sectors of selected OECD countries.................. 8.



Boxes

Box 1. Theemergence of China and Russia as dominant players in privatisation....................... 10
Box 2. The framework legislation of FranCe...........ooooiiiiiiiieeeeee e 14
Box 3. A paradigm Shift iN SPAIN.......ccoiiiiiiii e eeer e 21
Box 4. The decision to privatise: overall and specific considerations in Denmark....................... 23
Box 5. Conditions for stat®@wnership according to Germany's Budget Law............cccooeeiivieeeneen. 24
Box 6. The Polish approach to ppegivatisation reStruCturing..............eeeveeeeeiniiccnn i 28
Box 7. Preprivatisation valuation in TUMKEY..........ooiiiiiiiii e 31
Box 8. Privatisation objectives in AUSIIIAL.............cooii i ener e e e 35
Box 9. Trade salg in FINIANG...........cooeiiiiiiiieeee e 37
Box 10. Public share offerings iN SPain.............uiiiiiiiiiii e 38
Box 11 Timing and SequUeNCING iN IALY..........uuuuuiiiiiiiiime e s 41
Box 12. Initial strategic advice in POland................ooo e 44
Box 13. The use of external advice in FINIANG............coiiiiiiii e e e 45
Box 14. Elements of the Transparency and Accountability Guide concerning auditing.............. 51
Box 15. Management and boards with an interest in the privatisation method: a USl@xam....... 61

Box 16. Incentivisation of management by a private equity firm: QinetiQ of the United Kingdon63



RECENT EXPERIENCE WI TH PRIVATISAT ION IN OECD COUNTRIE S

About this report

The presenteportwas prepared in response to a request by the Working Group on Privatisation and
Corporate Governance of State Owned Assets, in its programme of work and Budg20@80that the
Secretariat underak e a st ocktaking of Afgood practicesd in
years.The eporti s essentially intended as an wupdate of
privatisation practices in member countries five years ago (OECD, ,268ahg into account the
occurrence in the meantime of the OECD Guidelines on Corporate Governance oDv@iate
Enterprisest hencef ort h @At hand tBeOr&visidhwi tdeeQECD Rrimaiples of Corporate
Governancd it h e Prlncornsegpetegtsedmain new elements that have been added since OECD
(2003) relate to corporate governance during the privatisation process as well as the governance of the
privatisation process itself.

The factual information about recent privatisation practicess well as individual privatisation
transactionsi derives mainly from a questionnaire sent to the members of the Working Grbep.
information in the questionnaires related te geriod 2000 to 2007. Twentgur countries have responded
to the questionaire, twentytwo of which with a full submission of privatisation practices and tretitszs:
Austria, Australia, Belgium, Canada, Czech Republic, Denmark, Finlarahce, Greece, Hungary,
Ireland, Italy, KoreaNorway, Poland, Portugal, Slovak Republipain, Sweden, Switzerland, Turkey and
United Kingdom. Germanresponded to the questions regarding privatisation practices, but did not submit
data on individual transactions. ThéS Delegationnotified the Secretariat thaince 2000the United
Stateshasno practices or transactions to report.

The purpose of theeportis twofold. First, it provides government officials in OECD countries with
an opportunity to synthesise and compare their recent experiences with privatisation. Second, it aims to
provide a compendium of good or generally accepted practices that may serve as an inspiration to
countries that have only recently embarked on a process of privatisation.

Structure of the report

The remainder of theeportis organised as followsSectbn 1 proposes a definition of privatisation
applied to the rest of theeport Section 2 provides a brief overview of privatisation trends in OECD
countries since 2000, including with respect to the national and sectoral variations. Section 3 reviews the
main issues that governmeaificials normally have to address prior to privatisation. Section 4, the most
comprehensive in theeport goes through all the main phases of the actual process of privatisation,
starting with the decision to privatise and enpwith postprivatisation audits and accountability. Section
5 addresses specific corporate governance issues that may arise during the privatisation process, including
agency problems in the privatisation process and theppivsitisation concerns thatay arise in the case
of partial selloffs.



1. Defining privatisation

The definition ofamdngtheirelewnt iagharitieob @ECD cbunfriése Some
agencies include only transactions effected subject to privatisation legisiati@mce for instance
disregarding asset disposals by partly privatised -stateed enterprises (SOEs). Others consider as
privatisation not only any asset disposals but also transfer of individual activities from the public to the
private domain.

This reportdoes not intend tpropose a common definition of privatisation. However, for the purpose
of reproducing information submitted by member countries a relatively broad definition is applied
throughout the textAs privatisationmay beconsidered any materidl r ansacti on by whi c
ultimateownership otorporate entities is reducedhis definition includes direct divestment by the state,
divestment of corporate assets by governngentrolled investment vehicleas well as the dilutiorof
state pogions in SOEs by secondary share offerings to thestate shareholderft. may also include
divestment of subsidiaries by SOEs, though this is more of a gray area: if fBOEgsampleshed
subsidiariesn consequence of government decisions then thdtaes transactions would normally be
considered as privatisation. However, if partly statmed enterprises decide to divest based on
commercial considerations then it makes little sense to speak of privatisatest any merger and
acquisition of thesai d enter pri ses should be consi déeed as
following sectionincludes data from the Privatisation Barometer which, as a general rule, includes
divestment by partly owned SOIs.

By the samedefinition the transfer focertain commercial activities from SOEs to private operators
(e.g. through concessiondelegated managemecntracts leasingor other forms of publiprivate
partnership) is normally not considered as privatisation. Nor is the dilution of governomrdl ©ver
incorporated entities through means other than share transfers (e.g. share class unificatiges;to the
articles of associatiorgancellation of golden share#). sum, the word privatisation is used to refer to a
transfer of assets todhprivate sector rathaéhan a transfer of activitie§.his distinction is particularly
pertinent as an increasing share of privatisations takes place in public utilities and infrastructure, sectors
which also have a high proportion of pubtidvate parterships that in some respects may be close
substitutes to asset selloffs.

2. Reviewing the data: national and sectoral trends

The privatisation activities in OECD countries since 2000 have been buoyant by past standards. In the
area as a whole privattéan proceeds are estimated to have amounted to at least87%®dlibn over the
eight year period from 2000 to 200As shown by Figure 1 the figures activity reached its maximum in
2005with total proceeds of US$ 103 billiana figure that has histaally been exceeded only in a couple
of the fAboom vy e aITe someiertenttthisas uhdarstandaldledagainst the background of
stock market trends: since the 1990s privatisation activity has been correlated with equity valuation as
many govemments have timed at least their public offerings to coincide with favourable market conditions.
The decline in privatisation transactions after the late 1990s to a trough around 2002 and the subsequent
pickup in 2004 and 2005 are consistent with this axgifion. What may seem less obvious is why the
continued stock market boom into 2006 and 2007 coincidedandttline in privatisations.

Most active in privatising SOEs since 2000 have been the large economies of continental Europe
(Table 1).With a combined US$ 233 billion of privatisation revenue, France, Italy and Germany accounted

! This is a lowend estimate in the sense that it excludes datanMorQECD countries as well as 2007 data for
Me xi co. On t he ot her hand, it includes a wide r e
countries would consider as privatisation transactions.



for almost half of the total proceeds in the OECD afés, of course, to a large extent reflects the size of

the underlying economids plus the fact that unlike some othgig OECD countries the governments in
guestion still held a large portfolio of SOBE&.continuation of the privatisation programmes of Japan
Turkeyand Australia also |Iifted these cdwWmtries to &

Relative to he size of the national economies the most active privatisers were the Slovak Republic
and the Czech Republic where the privatisation proceeds over the period corresponded to 14 per cent and 9
per cent respectively Thsfrefle¢dhse ac ocuonnttrii newsadt iaonnn ucafl td
transition efforts to transfer commercial activities from public to private ownenshlpoth countries the
bulk of the activity was in the beginning of the peri@f. an almost similar relative magnitude were
privatisations in a couple of Nordic countries, namely Finland and IcelanBinland this reflects a
piecemeal selloff of shares in a large number of commercially oriented SOEs, whereas the Icelandic
figures are the effect of a couple of higiofile transctions (in telecom and banking) in a small national
economy.

Figure 1. Privatisation proceeds by sector, OECD total
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Source: Privatisation Barometer, where available; country questionnaire responses, World Bank data and press reports.

Not e: For mo st of the countries the data 1inc
incorporated assets by wholly or partly stawned enterprises. Data for Korea, New Zedland Norway
are not included.

The sectoral distribution of privatisation in recent years also merits attention. As appears from Figure
1 the network industries have totally dominated the picture, albeit toymngaeextent according to the
levels of overall activity. For the period as a whole, no less than 31 per cent of total privatisation proceeds
originated with the telecom sector. Nineteen per cent came from privatisations in the transport and logistics
secbr i mostly related to the selloff of railways, airlines and airports. An additional 17 per cent derived
from divestment of state holdings in (other) utilities companies, mostly in the energy sector. The shares of
privatisation in manufacturing (10 per ¢esf totals) and the financial sector (15 per cent) were low by
historic standards.



The telecom sector appears to be by far the most pritiegp e n d e n t el ement of C
privatisation programmes. At the end of the Kigbh bubble in 2000 telecopmivatisations accounted for
no less than 57 per cent of total proceeds, and in-2006 the share rose again to between 35 and 40 per
cent. Conversely, privatisations in the utilities sector (other than telecommunication and transportation)
have been,ianyt hi ng, counter <cyclical; in the Aweako vy
third of total transactions. This dossome extent reflect the effect of indirect privatisations in the data:
some stat®wned energy groups were selling laogeporate subsidiaries in these years.

Table 1. Privatisation Top-10: OECD countries from 2000 to 2007

Largestabsolute amounts Largest relative tosize of domestic
economy
Country Amount (US$ b Country geDrPcent of 200¢
France 98.2 | Slovak Republic 135
Italy 69.6 | Czech Republic 9.2
Germany 65.0| Finland 8.7
Japan 33.2| Iceland 8.6
Turkey 25.0 | Hungary 6.9
Netherlands 23.1| Greece 4.8
Australia 20.0| Turkey 4.7
United Kingdom 18.4| Portugal 4.4
Finland 18.3| France 4.4
Sweden 16.0| Poland 4.3
Total OECD 497.7| Total OECD 1.4

Sources: Privatization Barometer, where available; country questionnaire responses and, in the case of Iceland, press reports.

Not e: For mo st of the countries the data inc
incorporated assets by wholly or partly state owned enterprises.

2.1 The new privatisation landscape

Behind the overall trends in privatisation since 2000 there are several driving forces. One of these is
the fact that the large privatisation programmes of the formerly communist countries in Central and Eastern
Europe are either nearing completion or, at leasgrieg into a more mature phase. The privatisation data
reviewed in OECD (2003) were dominated by the transition process of these economies (certainly in terms
of the number of transactions, if not always in terms of amounts), but five yedngsmn coumies no
longer figure prominently. In fact, among them only Hungary has undertaken large privatisation
transactions since 2005Similarly, as alludedto in the previous section, privatisation in the more
Atraditional 06 sector s axal ltab alsa texcaptafor & ffeavclarge rsteodeg an d
transactions in banking) tapered off across OECD countries.

Recent years have, however, seen a nhumber of f
were caught between the fiscal burdens of isigiag financially unviable SOEs and, at the same time,
strong public and employee resistance to either a restructuring anffsefl the enterprise. Often the
outcomewas to let the SOE @pate until it was essentially bankrupt. At this point, whenfithencial
distress of the enterprise had become obvious to all involvetlategic h some casefreign) investor
wasinvited to buy a significant stake ithe SOE for a limited sum and ensure the continued operation of

The definition of il artgheed Jescrtehtearti art @sh oglude sa p pininead r ie
transactions resulting in a revenue exceeding US$ 100 million.



the enterpriseor acquire somef the most valuable elements of walue chainThe efforts toprivatise
Alitalia and Olympic Airways in 2008rguably fall in this category.

Since 2000 theprivatisationleague tables have been dominated by the partial or travisbaselloff
of particdarly large SOEsn the utilities and/ornetwork industriesThe sequential approach has been
justified mostly by the size of the enterprises. Many of them could not have been sold in one trainsaction
or at least not without triggering a hefty price diseb In the case of particularly large companies the
process of full privatisation has consequently taken many yeans! in a number of OECD countries is
still ongoing. A prime example is the Japasese g
completed in 2008, 21 years after the process hegahsome of the individual tranches were among the
largest secondary share offerings neawer history A graphic illustration of the phased approach to
privatisation in the telecom sectorsfour OECDcountrie$ is provided in Figure ZThe figure shows the
percentage state ownership of the incumbent telecom operatehgioint in time.)

Figure 2. Phased privatisation in the telecom sectors of selected OECD countries
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The share offerings in telecom and (other) utilities companies, whilst in most cases representing only
small shares of thecgmani es 6 t ot al equi ty, were neverthel es:c
OECD countries since 2000 were all third tranche offerings in such companies (Table 2). The largest such
transaction was the Australiradn ogfovEe InfoteSd BF esq@u ie
billion in 2006. Of an almost equal magnitude was the US$ 12.8 billion that the German government raised
in 2000 from selling a comparably limited stake of 6.6 per cent in Deutsche Telekom. In third place came
the sale ©19.6 per cent of the Italian energy utility ENEL in 2004 for US$ 9.5 billion. Only two initial
public offerings (I POs) are among the | argest i
France (raising US$ 8. 4 iaAB (US%$4d.7 billiom) m 200®M Gdvernments Swe .
generally (for reasons discussed in later sections) prefer to save their largest share tranches to secondary
offerings at a time when markets have stabilised and the enterprises in question establishedak financi
track record.

*What appears to be a small ireversal 0 of Atackhythé i ads
enterprise.



Table 2. Largest ten individual privatisation transactions in the OECD area 2000-2007

Year Country  Company Sector Share of Proceeds Observations
company (US$
transferred  billion)

2006 Australia Telstra Corp  Telecom 33.6% 13.7 Third tranche
Deutsche

2000 Germany Telekom Telecom 6.6% 12.8 Third tranche

2004 Italy ENEL Utilities 19.8% 9.5 Third tranche

2000  Japan  NT&T Corp.  Telecom One of the lasi

6.4% 8.7 tranche

Electricité de | ...

2005 France Erance Utilities 12.7% 8.4 PO

2000 Sweden Telia AB Telecom 29.%%0 77 IPO
Autoroutes du

2005 France Sud de Ila Transportation Second tranche
France 50% 6.8 tradesale

2005 Turkey Turkish Telecom 55% 6.6 Trade _sale to ¢
Telecom foreign investor
France

2004 France Telecom Telecom 109% 6.2 Third tranche
Autoroutes

2005 France ParisRhin- Transportation Second tranche
Rhone 70.20 58 trade sale

Source: Privatisation Barometer and national submissions to the Secretariat. Note: Indirect privatisation is not included®.

It would appear from Figure 2 that privatisation of telecom companies is still work in progress and
there are significarfurther transactions to come. However, this is not necessarily the easealSf the
recent sal es of equity in public wutilities by C
privatisationo (a bit i mp r eio this eporta tmnsactioe neddy nott h e
involve selling an entire enterprise to count as privatisation) because the respective governments made it
clear that they do not intend to divest 100 per cent. In some countries the state is even required by law to
retain holdings above certain threshalisertain utilities companies

In terms of corporate governance and control this represents an interesting departure from traditional
thinking according to which privatisation implies a cessation of governmelemte over a given
commer ci al activity. I n Athe new privatisation |
opening of SOEsd® capital t o raising thel effi@ency oin essemtially s wi t
governmenkontrolled entity by subjecting it to the rigours of stock market listing and enhancing its
financial flexibility by opening new alleys for raising fresh capifafurther illustration of this point may
be the fact that, while the recovery in stock prices led torgjin privatisation activity in the years up to
2005, the continued increases in 2006 and 2007distly not lead to additional secondary offerings
despite the fact that most of the governments con

* This point is important because if indirect privatisation is included then the selloff of the mobile telephone operator
Wind by ENEL of Italy would be one of the largest transactions in the league table. However, the Italian
authorities do not considghis transaction as a privatisation.



An additional illustation comes from outside the OECD area. In emerging economies such as China
and Russia privatisation picked up steam dramatically in the last couple of yedasg@ise transactioria
2007aresummarised in Box 1) amecently virtually dwarfed the &gty in OECD countries’There is no
indication that a full selloff is plannedfor any of the SOEs that were recently listed on Chinese and
Russian stock exchanges, and several of them are considered so closely linked with essential national
interests thithe respective governments are unlikely to have such plans.

Box 1. The emergence of China and Russia as dominant players in privatisation

In the first hal f of 2007 t he honoetables lielongen popthe rRgssian |
government, which raised no less than US$ 18.3 billion from a mere three sales. In the second half of the year China
had the world privatization stage (outside of Europe) much to itself, since other recently active countries such as
Russia, India and South Africa were quiescent. China generated privatization revenues of US$ 37.1 billion in the
second half of 2007, following an already very high US$ 17.6 in the first half of the year.

The largest individual transactions world wi de i n 2007 also took place in
savings bank Sberbank raised US$ 8.8 billion in a do
ever (behind the 2006 Rosneft IPO)°. Thr ee mont hs | a tlaegest bark Wreeshiorghirsk exeitedoan
IPO of global depository receipts in London and ordinary shares in Moscow that raised US$ 8 bhillion.

Chinabs privatization | andscape in 2007 was dominat
by the general public with an enthusiasm reminiscent of the privatization frenzy that took hold in some European
countries in the 1990s. PetroChina sold just over 2 per cent off its A-shares for US$ 8.9 billion in an initial public
offering that saw the sharepr i ce nearly triple during the first dayf¢
Energy Group executed an A-share IPO in Shanghai that raised US$ 8.8 billion in an offering that was more than 30
times subscribed. Within the financial sector, China Construction Bank became the fourth Chinese bank to execute an
IPO, raising no less than US$ 7.7 billion. The amount is a sectoral record, as is the purchaser interest in the offering
which went more than 40 times subscribed. Finally, Ping An Insurance, Chinabés second | arg
cent of its shares in a public offering for US$ 5.0 billion.

Source: Privatisation Barometer, The PB Report 2007.

3. The framework for privatisation

This chaptedraws out some of the main characteristitshe (corporate governance) framework in
which privatisation takes place. Obviously, the entire legal and regulatory framework foovetezie
enterprises, as discussed in Chapter | of the SOE Guidelines, is relevant in this context, but the present
secton focuses more narrowly on the factors that bear directly on the process of privatisation. These are
divided into three subtopics, namely the placement of administrative responsibility for privatisation in
OECD countries; the legal requirements and amdso procedures involved; and the regulatory and
competition frameworks for the privatised SOE. Again, the latter issue is dealt with in the specific context
of the privatisation process. Here and in later sections it is implicitly assumed that the govterwmers
of SOEs have established a sound general regulatory framework for the enterprises, consistent with the
outcomes recommended by the SOE Guidelines.

® In the case of Russia, this is however somewhat tempered by the fact that the state has at the same time taken control
over | arge previously private compani esprodgtve t hat
sectors has actually grown.

® For comparison, the largest individual transaction in the OECD area in 2007 was a secondary share offering by the
Swedish government of 8 per cent of the shares of the telecom company TeliaSonera, which raiseéd US$ 2
billion.



3.1 Administrative responsibility

The administrative responsibility for privatisation in m@aECD member countriéis at the national
or federal levels of governmeritdends to beather centralisedln the Czech Republic, Italy, Korea and
Poland privatisation is undertaken directly by the national ministries of finance and/or ecoraoTdias
Sweden and Switzerland by one other single government depaffiadhe 3). Most other countries rely
on a holding company or othetate ownership function, erprivatisation agencyThe SOEsof Austria,
Belgium, Finland, Hungary, Portugal and Spainraastly or entirely under the control of state ownership
functions, which are also entrusted with their privatisatidme recently established Hungarian National
State Holding Company (NSHC) is an example of a continued trend toward the reliance oneone sta
ownership function for privatisation. It replaced another privatisation and state ownership company, but
unlike this legacy company NSHC has a legal monopoly on undertaking privatisations subject to the
national Act on State Owned Assets.

Table 3. Administrative responsibility for privatisation

Responsibility for privatisation: Branch of the state controlling SOEs:
Sectoral ministry Central ownership function

Ministry of finance or economics, Australia; Slovak Republic Czech Republic; Italy; Korea; Poland,;
or the equivalent Sweden’: Switzerland®
Privatisation agency Greece; Turkey’
State ownership agency or holding Austria; Belgium™; Finland™; France;
company Hungary; Portugal'?; Spain;
Sectoral ministry acting alone Canada; Ireland; Norway™
Sectoral ministry assisted by a Denmark; United Kingdom
coordinating agency

Source: Submissions by OECD member countries.

In many cases the allocation of individual SOEs to such ownership agencies reflects, partly, the
degree of corporatisation that they have already undergone and partly the fact that they are already
considered as potential candidates for privatisat8ome of member states have indicated that insofar as
an SOE is expected to continue to fulfil Aispeci f
then it is likely to remain under the direct control of a sectoral ministry.

Specialied privatisation agencies, again reflecting the fact that the era of frequent privatisations is
coming to an end in most countries, have become rare in OECD countries. At present only Greece and
Turkey appear to have such entitieand both cases involvegh level government committees overseeing
privatisation programmes as well as specific implementation expertise. In fact, a number of governments
have discontinued privatisation agencies or related governmental functions in recent years. In Australia,

" The Ministry of Enterprise, Energy and Communications is responsible for privatisation, including of enterprises
controlled by (other) sectoral ministries.

8 Privatisation is the responsibility of the Swiss Federal Council, i.e. thestigkecutive level in the country.
° However, some forms of privatisation (e.g. airports) are carried out by the Ministry of Transport.

“This applies where the stateds holding company owns
auspces of the Minister for Stat®wned Enterprises.

1 Some SOEs with specific societal tasks remain under the administration of sectoral ministries.

2This applies where the stateds holding compamigesowns t
of the Minister of Finance.

3 However, an inteministerial working group is usually organised in which the Ministry of Finance is represented.



Czech Republic, Poland and Slovak Republic privatisation agencies were discontinued since 2000 (or,
privatisation ministry, in the Slovak case) and their previous functions incorporated in the respective
finance or economics ministries. Canada previously Alsd a government department responsible for
privatisation,; its functions were taken over by the Department of Finance in the 1990s.

Four OECD countriesncluded in the surveyCanada, Denmark, Ireland and United Kingdom)
conductprivatisatiors at thelevel of sectoral ministriesTwo of these, Denmark and United Kingdom,
maintain acoordinatingand/oradvisory function whose services are offered to the privatising ministries
(e.g.the UK Shareholder Executive). Another two countries, Australia and&kinak Republic, operate
without a centralised state ownership function for SOEs but do allocate the responsibility for privatisation
to one economic ministry. Some of the countries relying on decentralised models of privatisation or
ownership have inditaed t hat their fAchoiceo basically refl e
rendering a centralisddnction uneconomic.



Summing up: Administrative responsibility

Consistent with the SOE Guidelines most countries have centralised the lipfienstion of all or
most SOEs. Guideline I1.D states that a clear identification of the exercise of ownership rights

facil it a t-oedihatiny yageritya or, anore appropriately, by the centralisation of the owng
functiono. Tthoe talmen o Gat dehBbsnes further obse
functioné is probably most relevant for SOE

SOEs that are mainly pursuing publes ltavepnade isimilg
choices, transferring to their ownership agencies only fully corporatized SOEs considered as cand
privatisation. One might conclude that the recommendation concerningralinated ownership functio
is particularly pertinento SOEs being prepared for privatisation. As regulation is separated
ownership, competition introduced and a professional board of directors taking charge, the stg
strong incentive to ensure that its ownership function is exercised by ialisgelcunit (or units) o
professionals with the relevant expertise.

A separate question is whether the reliance on a privatisation agency or a similar centrali
should be considered as a good practice. The answer is not straightforward. €lgavigtnment need t
ensure that those entrusted with privatising SOEs are independent, competent, well resourced, a
to high standards of accountability and transparéreyd all of this can be effectively achieved by rely
on a specialisedgency. However, governments also need to safeguard efficietiat is, ensuring tha
the benefits are obtained at the lowest dosind this militates against specialised agencies unles
volume of privatisation is large. (This point is further bormet by the recent discontinuation
privatisation agencies in transition economies.) Good practice might be (1) wherewstatship units
exist, take full recourse to the expertise in these agencies; (2) where ownership is dispersed amo
govermment bodies, establish a coordinated approach to privatisation. The latter would either, wh
effective and politically feasible, be delegated to a specialised agency, or take the form of an e
collaboration between the relevant government deygants which would have to be adequately resour
reporting to one clearly identified part of the executive power, and be subject to the highest stan
transparency and accountability.

3.2 Legal considerationsnd approvals

This section fauses on the legislative considerations that apply to the act of privatising itself. A host
of other legislative and regulatory chasgelating to the SOEs operating environment, competition,
service obligations, etc. may have to be engendered, butstilissumed part of the general operating

environment of fully corporatized SOEs and hence addressed separately.

The needs for, or discretionary decisions to invoke, legislative authorisation of privatisation vary
greatly across OECD countrie®bviouslyin the case oftatutory corporation and other SOEs that have

been established by specific lamrother piece of legislatiors usually needetb change theistatus or
ownership Likewise, some SOEs may be subject to specific legislation (e.g. in samiies laws are in

place prohibiting a state ownership beneath 50% in certain enterprise) that would have to bd tepeal

allow full privatisation.



Box 2. The framework legislation of France™

Selling shares is strictly framed by the legislation. The article 34 of the Constitution states that: « The law defines
the rules concerning é . Ownership transfers from the public to the private sector. To implement this, three laws define
the general legal framework: Law n° 86-793 / 2" July 1986, Law n° 86-912 / 6 August 1986 and Law n° 93-923 / 19
July 1993. The 1986 and 1993 Laws define the scope of different transactions and the Law of 1986 defines the
process to be implemented. Some specific laws have also been adopted to adapt this general legal framework to some
specific transactions (for example for the Air France privatisation in 2003).

The Law of August 1986 includes one title Il applicable to firms directly and majority owned by the state (the so-
call ed fi f i ticipationsy and khé titlep W rfor other privatisations, mostly of subsidiaries of public sector
enterprises (so called fAbreathingo edowmesship. Tha til¢ Il proneds hasf
also to be applied for the selling of majority shares in first rank enterprises, and to the transfer to the private sector of
shares of privatized companies under title Il, as long as the state holds 20% of their capital. Under this, le Ministry of
Economy is the only competent body, following the Laws of 1948 and 1949, and within the framework of the
constitutional principles and rules.

Selling shares in Afirst ranko enterprises is done

9 Privatisation of most important enterprises are first approved by the law, then decided on by decree. Other
transfers are directly authorized by decree;

9 The selling price is decided by the Ministry of Economy and shall not be inferior to the evaluation made by
the Commission of Participations and Transfers (C.P.T.), an independent commission created by law. For
selling shares outside of the markets, le Ministry of Economy decides on the buyer and on conditions
according to the views of the C.P.T;

9 Physical persons and employees of the privatised enterprises benefit from specific advantages (free shares,
reserved shares, payment delays and, for employees, price discounts).

9 When itis necessary for the protection of strategic national interests, a « golden share » is given to the state
in some privatised enterprises, with some specific rights.

Source:Fr anceds que®dnseonnaire res

Apart from this governments may derive their right to privatise according to framework laws, case
by-case legislation, parliamentary approval short of legislation, or the executive may be constitutionally
empowered to dise of state property on its own. Concretely, the reality in OECD member countries
includes:

T

Executivepowers.In some countries the disposal of (and acquisition of) corporate assets is
considered as part of the operations of governments, subject onhstmmary parliamentary
oversights. This is the case in Australia and Ireland whose governments have, however, in some
cases chosen to pass privatisation bills in individual cases to facilitate the prdoeksrea,

Spain and United Kingdom as well deoiss to privatise are basically at the discretion of the
executive powers. In Germany, parliament is invited to approve of impending privatisation as
part and parcel of the annual budget law.

14 Original in French. Translation by the Secretariat.

15 For example, the privatisation of Telstra (Aatin) and the Irish state banks ACC and ICC were approved by the

respective parliaments by ways of specific bills.



Framework legislationA number of countes have framework lasvauthorising the executive to
privatise SOEs subject to specific mtefined conditions and observing agreed procedures.
Examples include the Czech Republic, France (Box 2), Greece, Hungary, Italy (except for public
utilities), Poland, Slovak Republic aridurkey. A variation of this theme is the reliance upon
industrial holding companies to own indirectly SOEs. The transfer of enterprises to these
holdings may necessitate legislation, but the subsequent disposal of companies or shares
normally requires garnment approval only. In some cases, parliamentary approval is also be
required to reduce statevnership beneath 50% (one example of this is Finland).

Caseby-caselaws. Apart from the special cases already mentioned, relatively few countries
requirethe passage of specific legislative initiatives in support of each privatisation project. In

Austri a, privatisations of fistate owned ent el

enterprises held by the government holding company) requirethorigation by federal law. In
Belgium, each SOE is governed by a law, which contains stipulations bearing on potential
privatisation.

Parliamentary approvalln several OECD countries governments are not expected to anchor
privatisation in concrete legjation, but are nevertheless requested to seek parliamentary
approval. In Canada this is the case whenever selling shares in an SOE or disposing of all, or

substantially all, of an SOEs®6 assets. I

n

De

in practice mostly be obtained from the Finance Committee. Norwegian and Swedish law also

requires parliamentary approval in the case of majority owned companies. In ltaly, the

privatisation of public authorities requires a government @ettrée approved hyarliament.

Summing up: Legal considerations and approvals

It would appear that the legal and approvals frameworks for privatisation fall in two main cate
First, countries that (still) have large, active privatisation programmes mostly rely omevrark
authorisation act$ in part, presumably, because parliament does not have the time and iorcling
monitor each transaction. Secondlyfrequent privatisors are mostly either required to seek parliame
approval or chose on their own to imve legislators in order to gain acceptance around the privatis
efforts.

It i s not clear t hat gener al fgood pract
frameworks, which are firmly embedded in national political and constitutieadties. At the same timé
it should be recognised that embedding privatisation in the legislative process can have ir
beneficial impacts on the transparency and predictability of the process. Even governments
formally entitled to private state assets without specific legal authorisation, or which need only t
the Aapproval 6 of parliament, have somet i me
of privatisation. Where different parts of the political spectrurfedidn privatisation and not least in th
current environment of large, sequenced privatisatiorteis may be useful in signalling a politic
commitment to investors and reassuring them concerning the likely future pathaffssell




3.3 Regulation and competition

fiPrivatization should not be looked at in isolation. Its success depends on appropriate deregulation
and reregulation of privatized firms, as well as the creation of stable institutions that foster the
development of financial resousceeeded by privatized firms to grow independently from the.state
Lopezde-Silanes (2005)

The consensus position among OECD countries is that a government should not privatise an SOE
before an appropriate regulatory framework fog privatised entity has been established. Key organising
principles for this framework are proposed by the Principles as well as the SOE Guidelines. The latter
obviously apply only in the case of partial privatisation or corporatisation prior to prii@isawvhereas
observance of the Principles will be relevant to any-pdsttisation situatiolf. The overarching text of
Chapter | of the Principles posits that the fr ame
and icl ear | ydivison tofi respdnsbtlitees ambng different supervisory, regulatory and
enf orcement aut horitieso. The SOE Gui de kensuneeas |, Ch
l evel playing field in markets whereeomB8edEasclearo mpet
separation beteve n t hseownershigeinde régulatoryfunctiors; full disclosure ofobligations that an
SOE is required to undertake in terms of public seryieesnhanded application of general law to SOEs;
and an unsbsidised acceds finance.

In practical terms this implies that a privatising government needs to ensure itself that two separate,
but related, regulatory frameworks are in place. An adequate competition,-trusintregulation backed
by effective enforcement mechamis is needed. The consensus view is that privatised entities involved in
any activity where competition on general market terms is feasible should be made subject to competitive
pressures. This leaves a residual role for sectoral regulation (for indfaindtguarty access regulation) of
activities that will necessarily involve an element of monopoly subsequent to privatisation. A further
consequence of the consensus is that safeguards must be taken to ensure the independence of the relevant
regulatory agecies, in general, ands-a-vis any remaining ownership function that the government may
retain.

Whereas all OECD countries consider as good practice the establishment of such a framework prior to
privatisation, some sequencing issues may occur inipea@ome of the postansition economies appear
to take the position that, since regulation is in many cases a learning process, privatising in a situation of an
imperfectly implemented regulatory framework is broadly equivalent to having to privatideaaapidly
changing legal environmen® few countries even alluded in theguestionnaire responsds the
possibility of using sequenced privatisation to safeguard continued government influence over the SOE
whilst the final regulatory issues are bewswjtled. From a purely regulatory perspective this may indeed
represent a secosigest solution, but it creates genuine conflicts for governments in the exercise of their
ownership and regulatory functions and, in doing so, may imperil the interests pétdons, consumers
and the minority shareholders in the partly privatised entity.

3.3.1 Establishing an adequate framework: sequencing and concrete steps

If an SOE is operating in a fully competitive environment, then its privatisation shoeldigg to no
regulatory issues. The only case where issues may arise is the trade sale to an existing private sector
operator, i n which case concerns about t he combi
the already existingompetitionauthorities. Similarly, if SOEs in regulated sectors are sold poivate
sector incumbent then the transaction will be addressed through the frameworks already in place.

16 Except for management and employee buyouts, where the privatised entity is usually privately held, plus the
comparatively rare case wheae SOE is tradsold to a nodisted company.



Where corporatisation of SOEs goes hand in hand with the introduction of compeattibor
regulation then the first thing the government will normally want to do is to ensure the separation of the
ownership from the (evolving) regulatory functions: in the absence of an independent regulator, most other
concerns about regulatory qualityeasomewhat obscure. This issue has come to the forefront lately in
OECD countries because of privatisation PThegr amm
solution chosen by most governments is to transfer the ownership and/or financiabitg@kpgofor an
SOEs to a central ownership function or an economics ministry, while retaining the regulatory functions
(in most cases, the previously sedfjulatory functions) in the relevant sectoral ministry.

Alternative models include keeping botimttions in a sectoral ministry, but shifting the regulatory
function into an autonomous, specialised unit. Several OECD countries further take the position that the
separation of functions can be buttressed by codifying the respective responsibisepsiate laws. In
practice, though, the quality and credibility of the separation has more to do with public than corporate
governance: when the ownership and regulatory function are part of the same state administration subject
to the same political ovdght, a potential for confusion exists. A degree of regulatory céytéén
paramount to an effective sale process, particularly in the case of a partial privatisation. The best way of
gaining credibility for regulatory independence is to demonstrate,tiowe, thede factoindependence in
concrete cases.

The next issue that needs to be resolved is the degree to which the SOE considered for privatisation
or parts of iti can be subjected to competition. In the network industries this brings up thisomudst
Astructur al separationo. (Some recent exampl es be
are provided in Table 4.) SOEs in this sector generally consist of many parts, some of which will remain
monopolies. Through the process olistural separation the latter parts are separated from those that are
capable of operating in a competitive environmébbvernments may, of course, decide to privatise
vertically integrated SOEen blog but in practice this complicates the process gbthicing competition
and may be best suited if the privatised entity is intended to continue as a regulated monopoly. In
individual cases policy makers may perceive a temptation to pursue this line of action because the
monopoly elementsanboost the prigtisation revenues. However, in the longer term this conflicts with
the ultimate goal of maximising economic efficiency through privatisation.

Particularly problematic cases have arisen in the past when, for instance, telecom and airport
operators have lea privatised in their original corporate form and demands for structural separation and
related competition concerns raised by regulators only pursuant to the entry of privaté®own@su c h  fi | a't
attemptsodo at remedyi ng are are or tedsan$ dllyded uonirs theapbelicels ma r
paragraph, hardly ideal and can seriously jeopardise the credibility of a privatisation prog&mitae.
issues may sometimes pertain to the relationship between the privatisation process and gendial.legisla
For i nstance, el ements of Norwayos Telenor (tel e
changes to the tax laws bearing on equity investors.

Y This issue has also come up in the related context of OECD member countries increasing reliance on concession
contracts and other publfrivate partnerships in the network industries. Good practicessimetbpect are
discussed in a recently published OECD instrument dealing with private sector participation in
infrastructure (OECD, 2006b).

8 One example, which was resolved amicably, was the 2005 discussion about structural separation between the UK
telecom operator BT and its regulat®fcont http://www.ofcom.org.uk/consult/condocs/bt_oss/summary.



http://www.ofcom.org.uk/consult/condocs/bt_oss/summary.

Table 4. Examples of amending systems and laws & regulations in Korea

Company Amendment Privatization

POSCO Ownership and management system got separated an Completed Qct.
board of directors became solely in chaggof managemen 2000)
(articles of association).

KT The Electricity and Communications Law and the Law | Completed May
Abolishing Korea Telecom were amended to crg 2002

competition among fixed line communications service
providers.

Necessary steps wetaken to make sure that communicatig
service continues to be provided to those who caaffotd
communications services and people living in-poofit areas
even after the company is privatized.

KT &G The Tobacco Bsinesd.aw was amended. Completed Qct
2002

A KT&G & exclusive right to manufacture cigarettes ang
legal obligation to subsidize tobacco farming waslished

KEPCO The 3% law on Electrical power industrial restructuring w Stopped
establishe@nd revised.

A Powergenerating division was divided into 6 compan
and electricity trading centre was established to crn
competition in the power market.

Source: Koreads questionnaire response.

A course of action pursued ney cm@adtd @Ea@auntsr iods ai
including the retail side of business, as part of the corporatisation process. What then happens depends on
national preferences. These units may be privatised subject to standard competition policy safeguards, or
they may be retained as independent subsidiaries of the SOE whilst their competition with private entities
is introduced. The latter approach has (admittedly, somewhat outside the scope of thegmedeotten
given rise to practical problems since a thme of regime shift it involves putting in place Chinese walls
between units of an entity that have previously worked closely together. Some such constructions have
even been criticised for being little more than accounting separations, which mayegjldators to gauge
whether crossubsidisation takes place to the detriment of outside competitors, but hardly encourages
competition within the f%tructurally separatedo e

The final choice is whether the hard core monopoly elementslities SOEs should themselves be
privatised. The retention of such fnatur al mo n o
economic theory, and in practice the main argument for transferring them to private ownership is normally

¥ The Australian competition watchdog ACCC recently voiced such concerns foretseaTtelecommunications
company: http://www.accc.gov.au/content/index.phtml/itemId/83357he French railway track owner
RFF has so far also been induced to continue sourcingdihical services from the service operator
SNCF (CNT, 2005).



http://www.accc.gov.au/content/index.phtml/itemId/833570

a need to addss major operational inefficiencies that have accumulated due to the public ownership.
Privatising such enterprises more than anything else highlights the need for independent and well
resourced regulation. A case in point is thecalled universal serge obligations (USOs) that will
normally follow this part of the enterprisé means of treating USOs post privatisation will need to be
established. If the SOE is corporatized, and perhaps sequentially privatised, then the SOE Guidelines
imply thatthis will involve an identification process, a costing process, a funding process and, ultimately, a
contractual process. In the casesaofblocprivatisation the state may of course simply impose USOs on
buyers and let the competitive sale process sort stengeand funding out.

Summing up: Regulation and competition

Governments should not privatise SOEs before an appropriate regulatory framework hg
established. This framework includes antist regulation to ensure a healthy degree of compel
wherever economically feasible and specialised regulation to oversee activities where an ele
monopoly is |ikely to persist. | mportantl vy,
ownership role. A model chosen by most OECD gowemts is to transfer the ownership and finan
responsibility for an SOE to a central ownership function or an economics ministry, while retain
regulatory functions in the relevant sectoral ministry or agency.

Without prejudice to the ongoing disssion about structural separation in the SOEs of net
industries, it should be noted that the mere conversion of a public to a private monopoly has oft
rise to regulatory as well as political problems. Good practice normally call for expasinguch as
possi ble of an SOE6s value chain to compet:.
effective competition is feasible when competitexposed elements of the value chain remain verti
integrated with monopolistic eleants may vary between individual cases. However, if privatised §
with monopoly elements are allowed to remain vertically integrated then this further highlights the n
independent and wetkesourced regulation.

4, The privatisation process

This chaptetis the de factocentrepiece of the repoit:addressethe procedures involved in the actual
process of privatisation. It is organised largely chronololyicatarting with the considerations and
analysis underpinning the decision to privatisep vi ng on t o governmentsd eff
privatisation and their choice of privatisation methods, sequencing and timdidessing briefly the role
of external advisors in privatisati on -camglitionsdn | as
the privatised entity It ends with a discussion of the role of pegstivatisation assessments and
accountability.

4.1 The decision to privatise

To policy makers the decision on whether or not to privatise has often had two vital eleanesitg n
first, whether to corporatize the activity (or asset) in question and, secondly, whether to keep the
corporatized asset wholly or partly under public ownership. The SOE Guidelines provide essential
guidance for these considerations. Their recomm@rgaon the corporate governance of statmed
enterprisesnay be taken toepresent a consensus among OECD countries concerning the good practices
governmentsvill want to aim forin the corporatisation process.

The SOE Guidelines are aimed mositycommercially operatingOEs,andfor the same reason are
relevant to SOEs that are considered asahaiu potential candidates f@rivatisation. Some guidelines



moreover espouse good practices of more general applicability. In partib@ldramework coditions
enumerated in Chapteii Iwhich include the separation of ownership and regulation, a level playing field
between SOEs angbrivate sector companies, as well @ansparency concerning neommercial

objectives of SOE§ are essential challengesr fgovernments aiming to put their SOEs on a sound
commercial footing in a competitive environmenn the remainder of thisreport the word
ficorporatisationd is used to describe the act of
otherwiseconsistent with company law. The waidf u | | C Or p o rsauttingS@Bs on@ fodtingd e n o t
where theyare not only corporatized but operate consistently with the SOE Guidelines.

The alternative to both corporatisation and public ownershipfisourse the direct sale of
unreconstructed public assets, for example in the form of trade sales to existing enterprises or management
buyouts. The prevailing views on this practice appear to have changed over time. Previously, a widely
shared opinion was #h governments should be expected to restructure fully SOEs prior to privatisation, in
order to maximise the proceeds and minimise the disruption in connection with the transfer of ownership.
More recently, practitioners and theoreticians alike have comed to the attitude that, at least in SOEs
slated for trade sales, the state should limit itself to reconstructing those aspects of the company where it
has demonstrated advantages (e.g. legacy pension issues; civil servant status of staff) and leave all
commercial aspects of the corporatization to the new owili@is is discussed further in the following
section.

4.1.1  The decision to corporatize

To most OECD governments the decision to corporatize hinges on the degree to which the activities
in queston are expected to exert policy or public interest functioimsother words, where they are placed
in the continuum from general government to corporate entity. Citing the Fiquméstionnaire response
féstate compani es wi tldbesgdeaopdrateas parts ofithe Staté orgarasatibns ¢ «
working in the form of limited liability companies. In most cases these companies are covered by special
legislation and they enjoy a monopoly position. All other stataed companies work undeorapetitive
mar ket conditionséodo The decision to rechbacakyi fy S
depend on (1) changes in the commercial environment in which they operate, and (2) a rethinking of the
extent of their societal tasks.

Where countries may differ more is in whether the changing commercial environment is a
development to which they have to react, or brought about by their own policy actions. In a large number
of countries the decision to corporatize/privatise goes hand invkidimgbolicies toward deregulation and
enhanced competitiofas discussed in an earlier sectio@ne illustration is the Canadiajuestionnaire
response deci sions ar e bas eodld pronidethensamset sargces bettereandness k e t
e X p e n s (Secetarigios i t al iixz taken toimditatec & hypothetical situation rather than
commercial operators already knocking on the dSonilarly, the United Kingdom, with its strong record
of privatisation, said in itgjuestionnaire respongbat priatisation is considered when the SOEs in
guestion fAare no longer required to meet the gov
that authorities do not need a reason to pursue corporatisation/privatisation, but rather would pursue such
practices in the absence of concrete reasons not to do so.

Some governments have actively sought out new public activities that couldpoeatiael and/or
subjected to competition. To those, regulatory reform (including related to the competitivenprrit)
became part and parcel of therger body ofprivatisation efforts the corsensus view among OECD
countries is that actual privatisation should not be embarked upon before the relevant regulatory
frameworks are fully implementédwhich again imples that the latter should be achieved in the process
of corporatisation. This has been nowhere more visible than in the previous transition economies, where
literally entire sectors of the economy have been corporatized.



Other governments have been somawh mor e Ar eacti veo. In the EU ¢
Directives bearing on competition, crdssrder investment and state aids have effectively changed the
corporate environment of many SOEs and stacked
corporatisationln thewords of the Belgiamuestionnaire response i pri vati sati on does
need to review regulation. ltds mostly the other
decided to transfer SOEs to the ptiva s ect or 0. Another interesting e
policy orientations in Spain in the late 1990s (B3)xIn effect, several members of the EU may not be
entirely free to weigh the perceived public interest of SOE operations againsteotaintoncerns,
because realising the Apublic interesto would ne
militates toward corporatizing SOEs.

Box 3. A paradigm shift in Spain

[A] decision of the Council of Ministers in 1996 states that the composition and structure of the state-owned
corporate sector in Spain did not conform-dasensoapder
exhausted, which had in the past acted as a main driver of industrial promotion: there were state-owned enterprises
that competed with private ones and, in other cases, the state-owned enterprise had a monopoly. Since the goal was
to establish the basis for a sound economic growth, reinforcing the market and trying to achieve convergence in real
terms with the EU, the Government opted for an ambitious privatization programme, so that it should be the private
sector which replaced the state in providing the corporate capital and technology, and which promoted the
development of commercial networks and the internationalisation of companies. This happened in parallel with
adapting the legal framework to the restrictions in European competition-related regulation directed at the intervention
and control by the state in state-owned enterprises.

Sour c e: qEgtianhareérasponse

4.1.2  Selling off fully or partly corporatized SOEs

I nsofar as a given SOE has been #Afully corpor .
privatisation can be expected to beniost cases negligible. The rationale for privatising a-weiland
wholly commercially viable SOE would normally hinge either on the assertion that there are limits to how
perfectly governments can corporatize SQ@Id, hence, additional efficiency gaiosn be obtained, or
Apolitical o reasons for dispose of stateOECDPset s
countries committed to run their enterprises in accordance with the SOE Guidelines cite the following
reasons for nevertheless ittag to privatise:

1. The full and successfutorporatisation of SOEs i practicenot feasible for cost reasons,
because of incentive problems between the public sector and the commercial anttities,
reflectingthe political economy of reform;

2. Succasful orporatisation and regulatory reformvegut SOE on so competitive a footing that
there is no remaining rationale for state ownership

3. Public budgetary considerations and/or gross debt levels may militate toward the conversion of
corporate intoihancial assetsA wave of privatisations in EU countries earlier in the detade
bring down debts to meet the Maastricht Critésias an examplehe reliance on privatisation
proceeds to finance government spending in the transition economies eranoth

A number of OECD countries apparently feel t ha
t he $-dr yexample, several studies of privatisation have concluded ot area where full



corporatisation is rarely possible is the incentiwsatof SOE management and, in some cases, other
employeesPublic opinion rarely allows publicly controlled companies to pay salaries and bonuses at par
with the best performers in the private seto related problem is the risk of a continued subsiitisa

by corporatized SOEs, including overstaffing or concessionary treatment of selected client groups, which
may be difficulti as a matter of corporate image as much as pdiliticsabandon in the short run.

Another constrainthat has in the past oftdbeen cited as a main reason for privatisationbzathe
access to financeUnlessthe government owners are ready to inject capitalesponse to the needs
perceived bythe SOE boardhe access to finangaay be more limited in @a SOE than g@rivately owned
company.Competition with other enterprises should eventually eliminatd drags on efficiency, but
governments may be tempted to rid itself of the problem through swift privatisatparticular issue was
raised by the Danishuthorities namelythe credibility of the separation of ownership and control (8ox
According to this argument, the fact that the government opts for continued control over the corporatized
entity casts doubt among private sector operators of whether the playing fiekekbeSOEs and others
will be truly level.

Shortcomings of commercialisation raise important second order-dffsdéor policy makers to
consider. In particular, if an SOE cannot be made to work entirely like a private commercial entity, what
are thepros and cons of the residual differenced® Tpolitical economy of privatisation induces
governments of different stripes to weigh the pros and cons of privatisation diffenatetlyglia reflecting
how closely associated they are with the potentiaineis and losersPut bluntly, if the remaining
shortcomings in corporatisation of an SOE benefit the core constituents of a given government then that
government will find it difficult to justify privatisation with the purpose of redressing the resultant
economic inefficienas.

Even governments confident that they have achieved a satisfactory degree of corporatisation of their
SOEs take different views of the merits of privatisation. Countries that consider themselves as among the
bestcase owners of SOEwIll, by the same token, consider that theonomic difference between
continuing as before and privatising as relatively limited. This argument cuts in both directions.
Governments may use the economic equivalence as an argument for not wishing statetawnership,
or they may argue that for the same reason there is nothing to be gained from privatising. Ultimately, the
decision may often come down to ideological pragmaticdifferences of the same kind that were
discussed in the previous secfibn

Among individual OECD countries it would appeal
about the merits of state and public ownership of enterprises are those that either have gone a long way in
corporatizing in accordance with agreed gooddaeds, or have very few SOEs on their books (or, very
few left) and hence tend to approach each privatisation on éygasese basis. In these cases politics or
other noreconomic considerations can play an important role. For instance, Australia sisd in
guestionnaire responge h a t the government Awi || consi der wh e
Commonweal th to continue to own, or be a part own

% See for example Megginson and Netter (2001).

% For instance, Bortolotti and Pinotti (2003) conclude that one of the most reliable predictor of a pickup in
privatisation activity in a givencountry is the replacement of a Wdaning with a righteaning
government.



Box 4. The decision to privatise: overall and specific considerations in Denmark

The overall consideration is whether it is possible to run the company in question according to the premises of
private business and to manage it within the context of private business regulations. This is both an argument to
privatise and a precondition. Two aspects are central to the overall consideration. First, are mechanisms in place to
secure the fulfillment of any political considerations that relate to the particular SOE i such mechanisms being, for
instance, a regulatory framework or an appropriate contractual framework for public service obligations. Second, the
effectiveness of competition in relevant markets.

The main objective is to establish whether the company can function on the premises of private business. In this
assessment the distinction is made between a) general considerations made in relation to privatisation; and b)
characteristics of the specific company.

a) Assessing the context of the privatisation. Privatisations are often catalysed by similar objectives and
the following general aspects considered. First, privatisation reduces state involvement in the market.
Often state involvement stems from a public monopoly. Liberalising such a market with the introduction
of competition and separation of commercial and political issues will usually result in better service,
lower prices and stronger compliance with the demand from customers. Once competition has
developed, the state-owned company will be only one out of several service providers within the
market and the reason to preserve direct state ownership often becomes void.

In a situation where a state-owned company is not privatised but functioning in a liberalised market it
might be questioned if the market is fully liberalised. Hence, the presence of a company which does
not function on the terms of the market can at times have the consequence that the separation of
commercial and political interests is doubted. This can reduce the incentive for private companies to go
into the market and consequently reduce the aforementioned benefits from liberalisation

Second, privatisation can give the company better possibilities for adjusting to market changes. These
changes can for example be caused by shifts in consumer demand or in supply, due to the entry of
new companies in the market or an enlargement/reduction of the existing market. In general, both full
and partial privatisation can strengthen the basis of making more flexible investments, procuring new
capital and joining alliances. Further, a private company will often be able to accept greater risks that a
public company, which can form the basis of higher-return investments.

b) Assessing company specific characteristics. The assessment of the company will typically focus on
three main characteristics, which are crucial when analysing whether the conditions for privatisation
are fulfilled. First, the revenue of the company must stem from the sale of products and services where
both the cost of producing them and the willingness of the consumer to pay is reflected in the price.
Second, it must be possible to flexibly adjust operational and investment costs so as to obtain the
optimal balance between the produced products/services and the actual demand i based on market
induced prices. Third, the company déds objective must be to creas
increase in value within the frames set by the relevant regulation.

Sour ce: Dauestioanaile tesponse

Sweden, with its large portfolio of SOEs that are commonly held to begasdirnedresponded that

there will normally be a political element in a decision to transfer some of these to private ownership. In
this respect, the position of Finland is both unusual and interesting. The government has corporatized the
SOEs under thaegis of its ownership agency to the point where it considers them in all essentials as
equivalent to private companieReflecting this it follows an opportunistic approach to divestment,
involving the disposal of asset shares when the conditions anerée, but rarely discretionary decisions

involving the selloff of entire companies.



Other countries with large portfolios of SOEs, including the former transition economies, pursue
somewhat different approaches. One example is Germany, whose privatishtices as mentioned
earlier are anchored in the annual fiscal budgeting procedure. Reflecting this, one of the key criteria that
could influence a decision to privatise incladeot only the public interest but also the contingent
liabilities with which control over the SOEs could burden the public finafBex 5). Another interesting
characteristic of the German process is a statutory requirement to examinpaveo years whether the
companies need to be retained by the statethe automatic commegment of privatisation procedures if
this if found not to be the case. Such a requirement logically needs to be backed by standardised evaluation
criteria and processes. These are described, for Germany as well as other countries, in the following sub
sedion.

4.1.3 Methods for assessing the pros and cons

The degree to which countries employ formal and/or standardised evaluations of the pros and cons of
privatisation depends on several factors. One of these is obviously the size of the task: otheqtiaings
countries with much to privatise have greater incentives to formalise the procedure. Another factor is the
degree to which they choose to corporatize their SOEs. As mentioned earlier, if countries are convinced
that they have achieved the highestsible degree of corporatisation then the difference between the pre
and post privatisation phases will be correspondingly smaller.

Box 5. Conditions for state-ownership according to Germany's Budget Law

In case of public enterprises, the Budget Law states preconditions for the formation of a company by the
government, namely Section 65 BHO on Participation in private law enterprises:

Al T] he federal government shoul d parti crisp artie aniexisting
enterprise with a legal form of this kind only if:

9 There is an important interest on the part of the federal government and the purpose intended by the federal
government cannot be achieved better or more economically in any other way;

T The federal governmentdéds contingent Iliability for

 The federal government is granted suitable influence, particularly on the supervisory board or in an
equivalent supervisory body;

9 Itis ensured that the annual statement of accounts and the annual report will be prepared and audited in
accordance with the provisions of Part Three of the Commercial Code relating to large commercial law
entitieséo

Every two years the government of the Federal Republic of Germany examines whether the companies need to
be retained by the state. If not, the Ministry of Finance and the owner-resort work out a concept for privatization.

Sour ce: Gauestivanaise desponse

Among those that rely on standardised evaluation methodlsasucosbenefit analysis are Central
European countries like the Czech Republic and Hungary. Hungary, moreover, engages in a battery of
other quantitative assessment methods, according tajuéstionnaire responsenc |l udi ng Al m



assessment, budgetargshflow implications and the analysis of other factors like expected market trends,
speci al requirements or commitments fr omqubtéde buy
Australian fAscopi ng st-iackieccassEsmentioftite comdequences & prapbsed i n
privatisation, including through cebenefit analysis. Switzerland, like Australia an infrequent privatiser,

also as a general rule applies doshefit analysis to its privatisation projects. So does Gernvelmgh
according to its Budget Law must carry out <cost
financi al i mp o,ratcarding é0dhe same Lal@edndn priviate aperators aspiring to take

over government ent sesbegisen héroppordtudity 6 demonstrate whathel amd tc a
what extent they are able to perform just as well

Comparably few countries have established other, less rigorous regular assessmant baser that
have are, unsprisingly, found among the countries that still have a relatively large privatisation portfolio.
One representative example is provided by Poland, where annual privatisation targets are agreed on the
basis of a limited and quite general set of assessongatia. Interestingly, the list includes politieal
economy criteria such as stakeholder and political pressures, and it takes into account as a factor behind
privatisation the administrative capacities of the state ownership unit.



Summing up: The écision to privatise

Countries contemplating the privatisation of certain government activities face an important cl
the beginning of the process, between hiving these activities off the public balance sheets by sell
precipitously (typicallythrough trade sales or management-buis), or to continue operating them
corporate entities through a period of sequenced, or partial, privatisation. In the first case, the s
government intervention in the functioning of the privatised emitgr to seltoff is limited. The bes
course of action is for the government to limit-prévatisation restructuring to such issues where it hol
demonstrated comparative advantage and for the rest to rely on the price mechanism to identifyteth
buyer best suited to undertake necessary changes after privatisation. Conversely, if the governmer
to operate these assets in a corporate fashion (for example, charging near market prices for serv
to privatisation then itiswelladvs ed t o restructure and fAcorp
practices laid down in the SOE Guidelines.

The work of corporatizing and privatising government assets may in most cases be best perf
one agency operating with a necessaagrde of autonomy within the central administration. This fung
can be filled by a privatisation agency or by elements of theatatership (or cebrdination) unit that the
SOE Guidelines recommend as part of the good corporate governance of SOEvetiomhere
governments have few SOEs to privatise the benefits of such an agency may not be sufficient to |
costs.

The consensus view is that SOEs shall be considered for either privatisation or at le
corporatisation at the latesthen they become subject to market competition. Many countries go b
that, setting privatisation in a context of regulatory reform in which a transfer of ownership is conter
if the introduction of competition is at all feasible. This is argualdypod practice. A full evaluation of tk
costs and benefits of privatisation should include the counterfactual scenarios of an alternative re
environment.

If full corporatisation of an SOE is achievédincluding a fully competitive environmentnd a
separation of ownership and regulatory functibrisen the economic arguments for keeping it or sellir
off may be equally balanced. However, the owning government should observe the highest star
transparency and accountability, includitgyreasons for retaining ownership, to avoid misperception
competitors and the general public. Governments need to continually assess the pros and
privatising the SOE. This involves weighing the revenues to the public purse and the macrae
efficiency gains from privatisation against the net losses of public utility provided by the SOE in pu
opposed to private ownersfip The political cost of privatisation should, as a general rule, ng
considered.

Transparency and consistenicythe methods used to assess the pros and cons of privatisati
important, and can help bestow public trust and credibility on the process. One way of obtaining t
rely on a battery of increasing standardised evaluation tools, includirbgesudit analysis and regulato
impact assessments.

% The privatised entity may, of course, be compensated by the government for a continuation of certain public
services, which will in that case have to enter the calculationsis and benefits.



4.2 Preparing the company for privatisation

The entire process of corporatisation (where embarked upon) of SOEs and adjustments to the
regulatory framework discussed in earlier sections may of courselebgents in the preparation of
ent erprises for privatisation. I n the context of
to denote the act of adjusting internal corporate practices, management and capital structure as part of the
prepaation for privatisation. An evolving mnsensusn academic literature seems to be concluding that
pre-privatisation restructuring should not be attempted or, at most, be kept to a miremgu@hpng and
Lopezde Silanes, 2002; Chong and Gla@802; Meginson, 200%.

However, this finding is based on the results of a large number of empirical estimates of the effect of
privatisation with and without prior restructuriingnost of which relied on data including a large number
of trade sales in emerging amcnsition economies. In those cases, it is true, attempts to restructure
enterprises immediately prior to privatisation often yielded little or even negative results as the incoming
Aistrategicd investors were bettges The expecteddcost af und
restructuring then simply sh@up as a discount in the privatisation proceetigch issmaller than what
would have been the cost of restructuring the SOE within the public s€btirsaid, this argumeiaiso
hinges to some esht on trade sales being directattone preferred or a narrow group of potential
buyer(s). A degree of pagrivatisation restructuringould in some casdeelp widen the scope of potential
investors (beyond those benefiting from comparative advaniagdee kind of restructuring the SOE
needs) and hence boost privatisation proceeds.

When anSOE is being prepared for IPthoughts must be given to securing the viability of the
enterprise after the transfer of ownership. Here, the challenge may ter griean the state plans to sell all
or a substantial part of the SOE in the first transaction since, especially if the subsequent ownership is
dispersed, then the wéthown agency problems between owners and corporate insiderinfiuence
subsequent structuring. Conversely, if the state retains the majority owner then it would be in a position
to pursue any further restructuring in the interest of all shareholders, but this strategy would likely come at
a cost to the public purse in the form of a lowsdcing of the IPO.

An interesting observation offered by the Polish authorities suggests that the question about whether
or not a company should be restructured prior t
privatisation involves a nuneb of corporate changes, some of which occurring before, some after, and
some during the privatisation (Bd¥. Following this logic, rather than choosing whether or not to
restructurethe government makes a pragmatic decisiam a casdy-case basis,dsed on an assessment
of the relative capabilities of the public and the purchéasabout how to allocate the individual tasks
between the parties.

Consistent with the Polish example it would occur that the decision to restructure, or not, even SOEs
tha have already been corporatized prior to selloff normally relates to three aspects of the enterprise: levels
of employment; management, board and related governance arrangements; and capital structure. The
consensus view of OECD countries is that the guvent owners have comparative advantages that may,
dependent on the context, militate toward adjusting employment and capital structure even in the case of
trade sale§ with a view to optimising the net privatisation revenue. Converselyragite chages to
boards and management structureghich a tradesale buyer will probably want to adjust anyviaynake
more sense in preparation of a public offering. A fourth, separate consideration that may sometimes occur
is divesting an SOE of some of its asset subsidiaries if these are deemed likely to complicate the
privatisation process.



Box 6. The Polish approach to pre-privatisation restructuring

The problem whether state enterprises should be first privatised, with the new owners left to worry about their
restructuring, or whether they should first be restructured and privatised only later appears artificial in Poland. As up-to-
date experience shows restructuring of SOEs had to be pursued before, during and after privatisation. From the point
of view of the area of operation of the enterprise, it is possible to identify:

I  Organisational restructuring, which involves a modification of the organisational structure so as to make it
possible to pursue the implementation of the strategy adopted by SOE;

9 Assets restructuring, involving the management's actions affecting the enterprise's assets, e.g., the sale or
|l ease of redundant assets with a view to raising
could be followed by the sale of shares in those companies;

9 Financial restructuring, embracing the writing off and/or rescheduling of the repayment of obligations,
conversion of debt into stocks or shares, issue of new stock or bonds, with the proceeds to be used for the
repayment of obligations; financial restructuring as a rule signifies the reduction of an enterprise's debts at
the expense of its creditors, so the consent of the latter is indispensable;

I  Restructuring of employment, which involves a change of its structure and the retraining of part of the
workers, replacement of management, laying off surplus workforce.

Source: Polandds questionnaire response

4.2.1 Recent experiences and natiopahctices

The capital structure of SOEs is often reviewed prioptivatisation.Country experiences in this
respect differ significantly across the OECD area according to national and sectoral cOmekis.one
hand some SOEs, especially in the network industries and otheolopetition environments, are reliant
on government guarantees and tend to be overleveraged. On the other hand, governments might not want
to leave excessive capital in an SOE to be privatiBegendent on the exact nature of the privatisation
process it couldeduce the net privatisation peeds and where governments hope for a successful
continued operation of the enterprise they may n
for the casho.

lllustrative of this dichotomy are some of the questionnaire responses. Hungamddmwth sides of
the argumentbut comes down mainly in favour of a lean operationi The main criteri a

nor mal operation of the companiesé | n caadwidendof a |
payout is decided, which Wil be paid into the state budget. The
principles and does not i nt ginmed ot Heetvefilmaglean chee <

owned companies should be kept lean and effective so as to avoid thegfofrainy excess cash or other

r e s e rAwcaupleof countries, Belgium and Italypted thatather than addressing the issue of capital
structures prior to privatisation countries have sometimes been induced to privatise in consequence of an
acute lackof capital. In the words of ltalyfj c api t al structures have not be
far have focused on capit.al stock and not on capi

Spain took the position that shoring up the capital stock prior to privatisation is atetiatly
di fferent from maintaining government ownership,



with the aim of guar arft SimilanlygPortudalereparts hapirgrugdérakerf ut u |
irestructuring measateéesnt of makei viee |BSIOEvV artoire at
injections and/ or debt assumptionso. One country
that fnAthe capital structure of the pratveatafs eaf feani
This is consistent with the line of argument developed in the present section: since 2000, Slovakia has
relied entirely on trade sales to existing enterprises.

Management and boarhanges should ideally bare because companieshase shares are to be
offered to the general public would normally be fully corporatized and operating in a competitive
environment. However, if corporatisation has been less than perfect then board and management may at the
time of privatisation reflectiie old rather than the new reality and havé particularly in the case of an
IPOT be changedCorporate governancasosometimes needs to change according to the listing rules of
the respective stock exchanges. One recent example was the IPO htladrline Aer Lingus where the
Combined Code on Corporate Governance induced the government to restructure the board before going
public.

Reducing the payroll in the case of overstaffed SOEs, or adjusting employment conditions, prior to
privatisation is arguably one form of restructuring in which the government holds a comparative
advantageThis is particularly the case where SOE employees hold special entitlements such as civil
servant status, employment for life or privileged pension plans, whidbssudiscontinued, may deter
potential buyers. The government has options such as engendering legal change to alter the status of SOE
employees, offer them reassignments within the public sector or grandfathering their pension rights. Some
OECD countries &ve moreover slimmed the payroll of SOEs in preparation of privatisation through
voluntary redundancies and/or early retirement. Here, however, it is less obvious that the government is
better placed to undertake such change than the future buyer, addtahegidence suggests that the SOE
employees who have volunteered to accept such offers were often the ones that the future buyer would
have preferred to retain. The issue of employment conditions during privatisation is treated in more detail
in the folowing section 4.6.

Regarding the need to divest SOEs of certain assets prior to privatisation, this question has for
example arisen when the company had subsidiaries that were either incongruent with its own business
plans and hence could complicate ptigation; when the subsidiaries were held jointly with enterprises
other than the potential purchasers; and where the combined market share of the subsidiaries and the
potential purchasers gave rise to dnist concerns. Recent examples of this includeparticular,
privatised companies in the network industries. For instance, spinoffs and outsourcing of activities took
place before the Hungarian government sold of the energy company MOL and Budapest Airport. Another
interesting illustratiorfwhich wasalso one of the largest transactions in recent years in terresafug
occurred in 2005 when partly state owned ENEL of Italy spun off the mobile telephone operator Wind that
it had held jointly with (other) European telecom companies. According tkeineomments at the time
the move was motivated by a desire to simplify the further privatisation patieatcompany Finally, the
state owners may not always have the choice: some SOE assets may be subject to security and related
legislation and not émsferrable to the private sector. This has for instaceerned theeal estate
holdings ofcertain ecently privatised companies.

4.2.2 Valuation

Beyond t he act afmdl actiof prepdrimgprivatisatiadn mastocountries consists of
establishing a proper valuation of the SOE to be privatised. While some might argue that privatisation

% The questionnaire response further notes that the capital increases to compensate for losses are in fact provided for
by the Spanish Public Limited Companies Act.



based on competitive bidding will in itself establish the value of the enterprise there are several reasons
why the state seller will want to establig) pricing benchmark(s). The choice of sales methantsn the

case of public offerings, sequenciiigmay depend on the valuation of the company in alternative
scenarios, as may the ultimately decision whether to privatise now or postpone the traridacéouer,

specific decisions in the privatisation process such as share allocations (in the case of public offerings),
incentive fee structures to external advisesspostevaluations of the outcome of privatisatias well as,
ultimately, the proprist of the process itsethay all hinge on a benchmark established up front.

Virtually all OECD countries undertake some form of-prevatisation valuation. Even in the case of
listed SOEs where a market valuation obviously exists many governmehisto consider the likely
impact of further privatisation on corporate value a small number of countries (includifgance |taly,
Poland®, Spain and Turkey) valuation prior to privatisation is even mandated byrizsseme countries
that have gonearticularly far in corporatizing their SOEs regular valuation is demanded from the
ownership agencies, and grgvatisation valuation merely serves as an extension to this.

In a largemajority of OECD countries valuation is undertaken by independedernal advisors
contracted from the private sector. (The role of such advisors is further discussed in section 4.5.) Country
practices however differ regarding the part of the advisory mandate that is charged with this assignment.
Some countries retainapeci fi ¢ Avaluatorodo with no other rol e
valuation among the tasks assigned to strategic privatisation advisors or ask sales advisors for a valuation.
The latter obviously calls for safeguards to guard agaiosh#lict of interest insofar as the advisors have
an interest in seeing the sale go ahead.

Conversely, a few countries have followed a different road, leaving the valuation task to a specialist
commission within the government. This method, which is usted alia in Korea and Turkey may help
safeguard the integrity of the valuation against conflicts of interests in the private sector but can be rather
resource intensive from the public perspecfivespecially if (as is the case in TurkéyBox 7) the
commission is to apply similar methods, and represent similar expertise, as could be find in investment
banks and financial service compani€his method may be helpful in avoiding conflicts of interest in a
situation where corporate ownership is conceetraind, perhaps, close to the political pradess

The specific valuation methods do not differ greatly across countries, albeit obviously with some
differences according to whether the SOE is already listed. If this is the case then the valuation methods
normally include (together, obviously, with the actual market capitalisation of the enterprise) discounted
cash flows as well as multiples of comparable companies and transactions. In the casdistédnon
companies other methods may include accountinghéd assets as well as replacement and liquidation
values.

#n the case of Poland the law even specifies that at least twaf autspecified set of valuation methods must be
used.

% The corporate ownership and control structures in Turkey were further discussed in OECD (2006a).



Box 7. Pre-privatisation valuation in Turkey

According to the Law a value assessment, taken into account possible privatisation and tendering methods, must
be made when a company enters the scope of privatisation. The Value Assessment Commission consists of five
members; it is chaired by the Head of the Project Group responsible for privatisation proceedings and has as its
members other members of the Project Group, namely the Head of the Department of Project Evaluation and
Preparation, the Head of the Department of Capital Markets and the Head of the Project Group responsible for
Property Affairs (or relevant experts from these units). The Commission carries out its duty under the authority of the
President of the Administration and subject to the approval of the Prime Minister.

The Commission undertakes its valuation through the application of at least three of the internationally
recognised methods: discounted cash flow; book value; net asset value; depreciated replacement value; break-up
value; price/profit ratio; market capitalisation; market/book value; expertise value and price/cash flow ratio. The
valuation and choice of tender method take into account the future service distinction; potential cash flow; sector and
market specifications; industrial commercial and social features; machinery, vehicles and equipment; finished and
unfinished product inventories; all moveable and immovable properties owned by the organisation; goodwill; and
receivables and payables under existing contracts as well as other rights and obligations of the organisation
considered for privatisation. The Administration makes public upon the approval the outcome of the tender and the
value assessment results.

Sour ce: duestioknaire desponse.

423 Environmentakoncerns

Specific challenges may arise where SOEs are subject to particular environmental requirements, or
where the government perceives a need to el@ay environmental contingent liabilities in the context of
the privatisation process. The first case in relatively rare within the OECD area where SOEs are generally
subject to the same environmental requirements as other enterprises in like circum§&aacesuntry
(United Kingdom) in its questionnaire response remarked that sometimes government ministries may
decide to include the SOEs they control into central government targets for sustainable development. In
t hat case fAany t readn sofne ra woausled bbye ccaosnes ibdaesri s 0 .

SOEs that are subject to standard environmental rules may, like any other company, carry heavy
environmental liabilities due to polluting activities in the past. National privatisation practices in respect of
these appear tiffer, with a majority of countries transferring these liabilities together with the privatised
entities, but a few (e.gAustria, Slovak Republic and Sweden) may under some circumstances either
assume the responsibility or compensate buyers accordiffggynational differences may to some extent
reflect privatisation methods. In the case of the trade sale of an entire SOE, environmental liabilities would
be the subject of buyer and seller due diligence and reflected in the ultimate sale price. WheeeeSOE
of fered through | POs to the gener al public it ma
h ands 0 -starfdingl eovitogmental liabilities. However, in that case they need to ensure themselves
that any compensation paid to the SOEhis regard does not rise to the level of unintended (or, in the
case of EU countries, illegal) state aids.



Summing up: Preparing the company for privatisation

Restructuring an SOE prior to privatisation may help increase the net privatisediteegs ang
enhance t he -teromrogmanargiad \sabilityoHowever, authorities need to be mindful of
fact that many aspects of restructuring can be more efficiently performed by the private sector buy
privatisation. This suggests thgvernments should limit themselves to action in areas where the
sector has demonstrated advantages. As a general rule, the casepforapisation corrective actions
stronger where (for instance in preparation of initial public offeringsettseunlikely to be one owner
dominant shareholder after privatisation.

The priority areas for governmeimitiated restructuring differ between countries and types of §
However, in the recent experience of OECD countries three priority area®ataadjusting the levels ¢
empl oyment; optimising the companydés capital
management and board arrangements of the company. To facilitate the privatisation process itsg
also sometimebe necessary to divest the SOE of some of its subsidiaries or other corporate assets

There is consensus that a thorough and independent valuation of SOEs should be undertake
privatisation. There can be no esigefits-all when it comes to thappropriate valuation methods, K
many countries seem to agree to rely on discounted cash flows and comparable analysis wh
operate in a reasonably commercial environment, and net assets and replacement values when tf
A top priority is tosafeguard the integrity of the valuation proceduirgey alia by taking steps to avoi
conflicts of interest among the valuators.

43 Privatisation method

The privatisation methods employed by OECD countries over the last decadensteof the
spetrum of available options. Overall, a first dividing line concerns whether the privatisation is
undertaken basically by the SOE itselfioas is far more often the caéeby the state. A second main
consideration is whether to transfer the SOE to priwateership (typically one individual, one company
or a closely held structure) or list it on the stock markets. The following main methods offer thethselves

 Trade sales

- Private placementNegotiated sales of entire SOEs to a preferred bidder do tade, |blat
are in most OECD countries not commonplace. Far more frequent is the practice of offering
tranches of shares in already listed SOEs privatelgroups of preferred investoiis
commonly referred to as Ablock tradeso.

- Trade sale auction$SOEs mg be auctioned ofén blocto highest bidder. The purchasers are
in this case usually either strategic investors or, by far the most psivalte companies
involved in related or competing commercial activities.

% Not included in the list are some practices pursued earlier in transition economies includifug-éqhtty swaps
and mass privatisation through voucher schemes. Also, the liquidation of an SOE in the case of insolvency
may, if material parts of its assets are picked up by private investors, be considered as a form of
privatisation.



1 Share offerings

- Initial public offering. The listing of an SOE begins with an initial public offering (IPO) of all
or , by far t he most usual , a tranche of t h
procedures involved are, similarly to private companies in like circumstances, subject to
securities law and stock market listing requirements. It is considered by far the most resource
intensive form of privatisation.

- Secondary public offerind?ursuant to the IPO additional tranches of SOE shares may be
offered to the public through publafferings. Public offeringsmay, however, like IPOde
expensive and time consurginSome countriemostly usethemfor targetingnew investor
segmentsA special case is the offering of convertible bonds to the securities markets
practice that someotintries have resorted to when having to dispose of tranches of already
listed SOEs amid stock market weaknesses.

- Accelerated book buildingThrough a process of accelerated book building (ABB) the
government charges a number of financial intermedidtygscally investment banks) with
placing tranches of shares of already listed SOEs with institutional investors. The prices
obtained may come at a discount relative to public offerings, but this is compensated by the
relative cheapness and speedineshaimethod.

1 Management or employee bwyut. SOEs can be sold to legal entities controlled by the
incumbent staff, management or combinations thehegdtinciple, MEBOs can be considered as
a form of trade sale through private placement. The priafreuch offers differs. In some West
European countries governments have made concrete offers to management or staff to buy (part
of) their enterprises at sueimdsuch a price; in some transition economies the corporate insiders
have basically been offat¢he enterprise for whatever they were able to pay.

9 Privatisation by SOE

- Capital increasesThe government owners, or ti#OEs themselvesubject to instructions,
may issueadditionalstocki including to the general publi€ the SOEsare already lied i
thus diluting the governmentds ownership sh
decision to privatise is related to a need to shorenOE 6 s capi t al base.

- Indirect privatisation. The sale of material assets by SOEs may or may nott cagin
privatisation. If a listed SOE does so in pursuit of commercial objectives then the word
privatisation does not spring to mind, ke factoprivatisation occurs when wholly state
owned enterprises under government instructions sell off their cogpasaets, subsidiasie
and/or commercial activities.

The preferred privatisation methods depend on two sets of considerations. One dimension spans the
nature of the company to be privatised, the commercial reality into which it is to be transferred and the
absorptive capacity of the relevant capital markets. Another dimension reflects the main objective(s) that
public decision makers have set for the privatisation.

4.3.1  The nature of companies and markets
It is important to separate further between theea# oneoff privatisation of an entire enterprise and

the process of gradual or partial privatisation. When a whole SOE is to be sold off within a relatively short
time frame then the consensus view is that if the enterprise is too small to justifpsthefanore



sophisticated privatisation methods and/or deemed to be commerciallyiatnbm on its own then the
method of choice is a trade sale to an existing private compamy. t he category of
unviabl ed SOEs come iemeedeof ipdusirial pastners, teahnologicaleupgitades or y
corporate restructuring that the public owners are not well placed to provide.

A variation over tie trade salédheme is MEBOSs, which have often been used (especially in transition
economies) to dppse of particularly small enterprises with individual conuiadrprospects, such as
shops, crafteand small industry.Larger enterprises may also be sold to their staff or management, but in
that case usually pursuant to some form of competitive biddisg-vis third parties interested in
acquiring the SOE in a trade sale.

The two main factors that may militagainst trade sales of an entire enterprise are (1) competition
concerns related to the combined market share of the acquirer; atite (Bdsewhere the SOE to be
privatised is very large relative to the size of domestic (or, if the SOE operates internationally, relevant)
markets and existing competitors. Either factor would normally induce the government as a first step to
seek stock market limg through an IPOThe size of the IPO and the size and sequencing of subsequent
share offers will depend on the size and absorptive capacity of the relevant stock exthanges.
important secondary consideration is the fact that the pricing of subsesftens can be boosted by
allowing the partly privatised company sufficient time to establish a track record for its financial
performance.

In a sequenced or partial privatisation of a listed company, the subsequent tranches were traditionally
offered tothe public through secondary public offerings. This method is still widely used; according to
reporting by individual countries an estimaté2 per cent of the privatisation proceeds generated since
2000 came through this charfielBut, alternative methad are increasingly used. Secondary public
offerings are, among other things, relatively costly and time consuming and an increasing number of
transactions have for this and other reasofistaken the form of accelerated bookbuilding. An estimated
12 per @nt of the privatisation revenues since 2000 were generated by?ABBslitionally, a large
number of countries have relied on negotiated trade sales to place shares of listed companies with preferred
groups of institutional and other investors. Tosonteexnt t hi s may be perceived
the middlemand from the ABB transactions by targ
rai se some additional concerns about fairnemss in
ABB, to trade sales the cost of privatising decre
T see below), whereas it becomes decreasingly obvious to the minority shareholders whether the company
they ceown is being sold at markepsistent prices.

As for privatisation through SOEs themselves, it is quite common for SOEs to $piarpbrate
assets but | ess clear whether such Aindirecto pri
somewhat rarer nature ¢apital increases by SOEs themselves. As mentioned earlier such transactions are
usually motivated by a perception that capital cover of the enterprise has become too thin and
unwillingnessi especially in the case of partly owned SQEm the part of thgovernment to contribute
fresh capitalCapital increasearealsoseenin combination with share offerings by the government itself,

“previously,d ar ge number of | SOs were often part of what OE(
of shares was reserved for SOE staff and/especially in the case of network industrgmall investors
from the general public, typically at a discountaite. In recent years, reflecting the maturing state of
privatisation in most countries, this method has become much rarer.

ZHowever, this figure should be interpreted with cau
includes neither &many nor the Netherlandsvhich figure among the tep0 privatising countries.

# This largely reflects the frequent use of ABBs in the privatisation programmes of the Scandinavian and a few other
countries.



a method that may in practice be a close substitute to adjusting the capital structure of the SOE prior to
privatisation.

4.3.2  Maximising proceeds and other objectives

Most privatising governments consider that (one of) their top objective(s) is maximisimgtthe
proceedgqafter deductions of the cost of privatisatidn)the public pursé and, according to national
legislation, they may indeed be required to doBag.some countries have complementary, or sometimes
conflicting, objectives thatthey may or may notchoose todisclosefully. One example of multiple
objectives communicated to the public is provided lstAa (Box8), which alongsidevith maximising
proceeds lists employment, the location of managerial and intellgotyadrty related activities and the
position of national capital market®thers such as the Commonwealth of Australia consider, alengsid
with the potenti al privatisation proceeds, ihow
viability of t h e 1 which is teytainlg fesk /intrusive ithard coraptex public interest
criteria, but nevertheless represents a broadeenying strategic agend#orea likewise takes into
account -ttelrem fidleovregd opment strategy of the privatiz
of concerns such as the HAprevent i otectianbdf mangesiali | e m
rightso.

Box 8. Privatisation objectives in Austria

According to the OIAG Act (Austrian privatisation law), privatisations should lead to the maximum possible
increase in the enterprise value of SOEs and to maximum proceeds for the owner. In addition, the following Austrian
interests are to be protected:

i Creation and retention of safe employment in Austria;

9 Wherever possible, the decision-making bodies of the companies to be privatised should continue to be
located in Austria through the creation of Austrian core shareholder structures by means of syndicates with
industrial partners, banks, insurance companies, pension funds, retirement funds, funds, etc.;

9 The retention and expansion of existing research and development capacity;

9 The taking into consideration of the Austrian capital market.

Sour ce: duessohnaiie aedpsnse.

Obviously one single competitive bidding process cannot target multiple objectives. Governments
may exact a promise from woubee puchasers that they will respect limitations like the ones listed in the
Box, but such declarations may not be legally binding and, at any rate, different bidders are likely to make
different levels of commitment to the individual objectives listed by gowents.The main options
available to governments arelying on complex, multiple bidding processepecifying norpecuniary
objectives beforehand and conducting the bidding with these asasditior?®; andrelying on a formal
or informal prequalificaon of bidders.

30 A hybrid approach, for instance employidAustralia, is to invite to rounds of conforming and wmmforming
bids to gauge the likely cost to the public purse of thefismal objectives.



To some extent this points to a general conundrum that dogs the process of privatization. In most
cases the SOE to be privatized was put in the public sphere for a reagmrsuit of some concern to the
public interestin the case where some of these concerns are still valid, but privatization is nevertheless
deemed necessary (e.g. because the SOE in question has become inefficient), timeegoweitl have
incentives to privatise in a way that transfers the benign rolequrgyi assigned to the government unto
the new owners. One frequent example of this is the assumed externalities to the general economy from
retaining a domestic presence in fAstrategic indu
Austrian example) the nationality of ownershier semay be less important, but the delocalisation of key
parts of the value chain will appear to the government as a thing to be avoided. A closely related example
is found in the airline sector where the nationablsation of transport hubs is often deemed important to
other parts of the business sector.

Such considerations have led to numerous cases of privatisation of dominant sharehabdiags
least blocking minoritie$ into the hands of national institabal investors or business interests variably
referred to as HfAstr at whle motcasting | doul thesright of gokemmeahts o r e O
act in the public interest, from a corporate governance perspective this particular model eloese div
concerns. In particular, the national interest may often not be fully aligned with the interests of minority
shareholders, who, consistent also with the SOE Guidelines, at a minimum should have access to full
i nformati on ab o ligations inhhé respechat thestime of pudchasiry their shares. More
generally, transparent investment regulation and/or ownership and voting right limitations in the corporate
articles of association might in many cases be more efficient ways of adgressmership concerns than
is tailoring the design of the privatisation process.

433 Proceeding in practice

When the preferred privatisation method is trade sale subject to a bidding contest, the proceedings
mostly fall in three main parts: (i) idefying a longlist of potential buyers; (ii) reducing the field to a
shortlist a potential bidders who are invited to acquaint themselves with company data and perform due
diligence; (iii) the bidding and selection procedures. One example of the stepgeihin the case of
Finland is provided in Bo®. The Finnish case is illustrative bdifferences persist across countriesr
example, the reliance on an external advisor to identify allengay, according to contexdjffer from
several other codnes thateitherinvite an open expression of interest from potential bugersombine
such a process with the work of a specially appointed adtisor

The standard procedure in all cases seem to include a first phase in whitietemhuyers are made
subject to a confidentiality agr ee mdamtheteanmnadlogy bas ec
of somg, make an indicative offer on the basis of which the shortlidtasvn up The shortlisted bidders
gain access to a smlled data room wdre they can consult very detailed information about the company
and, on the basis of this and other information, perform due diligence. Following this, binding offers are
submitted to the ownership unit and, if this is mandated by national rules, shtrékdeshigher levels of
government. The trade sales process does in some countries involve setting a minimum price, the existence
of which will in this case be communicated to the bidders beforehand. The main national diffarences
betweenthe criteriafor selecting the winning bid which, as follows from the previous sections, may
include nonrprice elements. Also, some countries include as part of theefgetion process negotiations
with would-be bidders regarding the legacy commitments to the padtompany that they are prepared
to undertakei including employment stability and remuneration, ownership structures, equity and
investment plans.

31 Spain, and to a lesser extent Australia, Poland and the Slovak Republic, also provided detailatidnfatyout
the nature of their trade sales procedures.



Block sales of tranches of shares targeted at preferred investors and other forms of trade sales not
involving competitive bidding obviously give rise to few procedural concerns. However, some important
pricing issues may be involved. Other things equal the price will be lower than pursuant to a bidding
process, a fact that will have to be dealt with in asppanent manner &vis minority shareholders and
the general public. And, care will have to be taken to ensure that the pricing of trade sales is not so
conservative as to raise conceingspecially where this is subject to specific laws or EU regulatio
about state subsidisation of the buyers.

Box 9. Trade sales in Finland

If a trade sale is executed through a structured auctioning process it goes roughly as follows:
An advisor is appointed through a normal bidding contest;

1
9 Having acquainted itself with the company the advisor prepares an Information Memorandum;
9 In cooperation with the company the advisor prepares the Data Room;

1

The advisor prepares a wide list of potential buyer candidates which, together with the OSD [state
ownership agency] is boiled down to a Long List;

9 The advisor sends to candidates on the Long List an introductory letter together with a draft Confidentiality
Agreement;

I Those who return a signed Confidentiality Agreement will receive the Information Memorandum and a
request to give an indicative offer;

9 On basis of the indicative offers a few candidates are selected on the Short List and these get access to the
Data Room;

Binding offers are requested and received,;

An MoU is signed on basis of the best offer;

= =4 =4

The bidder is given a possibility to execute a confirmatory due diligence;

9 Final negotiations.

Sour ce: Buestdnramirededponse.

In the case of public share offerings the sale offer structure, timing and marketing strategiéemwill di
from case to case based on the governmentoés sale
may also depend on timing of a public offering within a sequence of partial privatisations. In particular,
when the tranche to be sold is largdative to the capital markets and pricing is a top priority then the
sellers may choose to split the tranche in a subset of offerings targeting various market segments. Not all of
these will necessarily take the form of public offerings. In recent Aiatraixperience past offers have
included combi nat i o nbgildioviolving betwedn ore aind fowr tranahes adlit adrosso k
different geographical zones; a Japanese public offer without listing; a retail offer in the US and Canada; a
firimoff er t o broker clients in Australia and New Zea



the case of secondary offers the list may also include specific offers to existing shareholders and in some
cases to employees.

The practical steps ilmved in a public offering can be exemplified by Bganish procedures shown
in Box 10. The Spanish cags pretty representative of other OECD countries, although the need to seek
ministerial approval in the design phas®dseeking independent assesstrafrthe appropriateness of the
IPO process in the preparatory phasgy not apply equally in some countries that delegate more of the
responsibility to their specialised ownership agencies

An important secondary objective in public share offeringseasdévelopment of share prices in the
weeks and months following privatisation. I n the
ensurealong er m sharehol der structure avoiding market
thepolitical economy of privatisation: abrupt declines in the share price could jeopardise public support for
the government 6s privatisation programmes more b
have been actively invited to partake in the IB@vernments may allow the use of eadptment options
(Agreen shoeso) t o h e lppvatisatioa and/br,idespendihghore natoomabseceritigsr i ¢ ¢
regulation, charge the investment banks involved in the offering witketnstabilisatin operations.

Box 10. Public share offerings in Spain

Sales into the capital markets have in the past been the chosen procedure for a privatizing a number of
companies belonging to such industries as telecommunications, steel, engineering, aeronautics, paper, tobacco,
services, gas, petroleum, electricity and air transport. They are organised according to the following main phases:

1. Phase for the design and administrative authorization for the public offering

- Consecutive selection of the external Advisors: Financial Advisor, Legal Advisor and Global
Coordinators for the public offering (Initial Public Offering) or of the public offering. These entities, in
accordance with SEPI [state ownership agency], select the Entities which make up the Insurer and
Placement Syndicate.

- SEPI 6s Board of Directors approves the main ch
sale of the Company, distribution of the shares in tranches (retailer and employees, institutional-
domestic and international), the incentives to
detailed development. This public offering project is submitted to the Consultative Board for
Privatizations, so that it can submit a report on it.

- SEPI submits the public offering project, on which the CCP has already submitted its report, to the
Ministry of Economics and Finance, which submits it to the Council of Ministers.

- Agreement of the Council of Ministers, authorizing SEPI to carry out the public offering.

- Notices to the Comision Nacional del Mercado de Valores (CNMV), the Spanish equivalent of the US
Securities and Exchange Commission.

2. Phase for preparing the sale.

- Preparation of Prospectus and of t h¢us)fadifiing oflthisr
Prospectus with the CNMV for verification. Preparation of other documents needed in the relevant
foreign markets.

- Signing of the Insurance and Placement Protocols with the Entities which make up the Insurer and
Placement Syndicate.




- Contract for the advertisement campaign for the public offering, through a bid aimed at the specialized
agencies (call, assessment of the bids according to rating system and award). Launch of the campaign:
press, TV and radio.

- IPO case is put to the Valuator and a valuation obtained.

3. Sale phase.

- Start of the deadline for making the purchase orders for retail investors, to any of the Insurer and
Placement Entities.

- During the sale period, SEPI and the company?d
exchanges and before institutional investors (Road Shows).

- Book building with the institutional requests.

-  Determination of the maximum retail price, which must be published in 2 newspapers and notified to the
CNMV.

- Signing of the Insurance Contract for the Retail Tranche.

- Opening of the deadline for revoking the purchase orders for retailer investors and deadline for making
final purchase requests.

- Determination of the Sale Price for the shares (which cannot exceed the maximum price set in the
retailer tranche).

- Final distribution of the number of shares in each tranche.
- Signing of the institutional Insurance Contracts.

- Allocation of the shares: a) allocation in the retail tranche in case of oversubscription, according to an
algorithm which guarantees a general minimum number of shares ; b) allocation of shares in the
institutional tranche discriminating in accordance to the quality criteria of the requesting investors, which
have been previously set; ¢) reallocation between tranches, when necessary.

- The shares begin to be traded on the Stock Exchange (in case of IPO).
- Liquidation of the transaction.

- Execution, when applicable, of the "green shoe" by the Insurer and Placement Entities.

Sour c e: qEgtianhaireérasponse.

Finally, in a fewcases tradsale and public offerings have been combined to a hybrid method. For
i nstance, i f the Al etters of interesto from pot e
revenuemaximisation viewpoint the government may ask an investment baok # bookbuilding for an
IPO in parallel and choose its privatisation method on the basis of the better price. Spain has been doing



this on some occasions and so havermatibnal levels of government in AustraifaAt the same time,

only relatively few ®Es are suitable for hybrid approaches: for starters, they must be small enough that
they can be sold in one transaction and at the same time large enough (and independently viable) to be
serious candidates for a flotation.

Summing up: Privatisation methosl

The privatisation methods employed by OECD countries during the last decade are legion, co
inter alia upon company characteristics, market structure, legal and administrative traditions and
context. Consequently, there can be no-simefits-all recommendations regarding good practic
However, as a general rule governments would want to aim (and have in practice done so) for n
efficiency in their choice of methods. Governments have mostly opted for management and e
buyous where the privatised entities were particularly small (in absolute terms, or relative to the siz
privatisation programme) and trade sales based on some form of competitive bidding where SOE¢
largely commercial footing but not large eghuto justify the cost of a public share offering. In reg
years, IPOs and subsequent share offerings have gained grounds as very large utilities compa
been privatised at a pace set in accordance

Ther is a consensus behind relying to the greatest extent feasible on competitive bid
privatisation. In trade sales of an entire enterprise this involves a form of auction, in which the b
wide range of potential buyers are invited, and a fidtldsure of relevant information to the bidd¢
(respectively, the shalisted bidders) enables them to optimise their bids. In public share offe
reliance on standard investment banking procedures of pricing and share allocations should no
sufficient to ensure an adequate degree of competition. Governments may, however, on efficiency
opt for simpler and cheaper procedures such as accelerated bookbuilding. In this case, the role o
advisors as well a smaigainvae leval mlaymg fiefd gaent faddlitionad weig
Privatisation by the SOE itself, by allowing it to adjust its capital structure, is supported by th
Guidelines. It may in practice highlight the need to have in place strong corporate goveneahaaisms
to ensure an alignment of interests between the enterprise and its owners.

A case has sometimes been made for targeting privatisation at certain preferred groups o
However, authorities need to consider carefully alternative legagolatory measures that may be m
appropriate to secure the hogedr out c o mes. | f fitargetedo st
efficient to work through prgualification following by bidding among the selected candidates
allowing thetargeting to interfere with the selection of individual buyers. At any rate, full discl
should be made, to minority shareholders as well as the general public, of the criteria according to
preference for certain shareholders is developedtamaljectives they are expected to pursue follov
privatisation.

44 Timing and sequencing

In previous decades a crucial question for authorities pursuing policies of privatisation was in what
order to privatise individual SOEs. As mentioned in pinevious section they generally chose to begin
either with fAeasy case0 companies already operati
combined the virtues of being otherwise easy to sell and likely to raise large revenues to the meblic pur
However, in the finew |l andscape of privatisationo

#The Swedish authorities also consider hybrid approac
recourse to them.



typically very large compared tdhe domestic capital markets(or other relevant markets) and the
absorptive capacity of potential investofaithoritiesmay have little choice but to embark on a process of
sequential privatisation of these enterprises. In consequence, questions concerning the optimal strategies
for timing and sequencing aris&ome of the overall considerations in this respectthef Italian
government are listed in Boxd.1

A closely related issue is whether or not to opt for full or partial privatisation. The cases of partial and
sequential privatisation may in practice appear observationally equivalent: a government mayca pract
opt for selling off a minority share without a clear commitnieat indeed a clear planconcerning future
steps. Moreover, in some countries and sectors privatising governments make clear from the outset that
only a limited share of SOE stock wilentually be offered to the public. This is for example the case in
Switzerland where federal law stipulates that the public ownership in Swiss Telecom may not drop beneath
50% plus one share. The Finnish authorities have made clear that, while itsvatatship agency
approaches the question of tranetiee privatisation in a pragmatic maer, the state has no plans to let its
ownership shares fall beneatkiaeable minority shareholding in mosttb&é companies concerned.

Box 11. Timing and sequencing in ltaly

If the SOEs to be privatised have already been identified, the most important criteria to determining the order of
privatisation are:

9 Time needed to fulfil the chosen privatisations, regarding to the relative situation (economical, legal issues:
e.g. already listed corporations, no need of shake-outs; existing regulation by law, concessions and/or
sector Authorities etc.);

9  Profitability of SOEs for retail investors, institutional investors and/or other industrial competitors.
In general, the choice between full, partial and sequential privatisation is guided by the following considerations:

' Full privatisation is considered as the proper choice when the target objective is the placement of the newly
privatised firm within an industrial sector, even with creation of synergies and managerial efficiency (ETI);

9 Partial privatisation does take place for privatisations within strategic sectors, when the public ownership
wants to retain a relevant share (even not the majority) of the corporate stock (ENI, Enel);

f Sequenced privatisation is considered as the rigl
full placement of shares offered in just one time (ENI, Enel).

Sour ¢ e :qudstiormairg @sponse.

The main reason governments cite for opting for a partial privatisation is that it allows them to reap
(most of) the efficiency gains from a private operation without having to relinquish control.rghiment
is most frequently voicenh those indusies (e.g. utilities, finance) where a continued public interest in the
operations of the SOE is assumed. The fAcontrol o
case the state remains free to dispose over the SOE subject only to theomot#atminority shareholders
laid down in the relevant legislation and listing requirements. Or, it may imply a minority share large
enough to prevent unsolicited bids or, through sup&ority provisions, changes to the corporate articles
of associationAnother reason for partial privatisation has to do with the political economy of the process.
Political opponents of privatisatidnand oftenentrenched interest groups as weljenerally take more



kindly to a partial asset sale accompanied by some @drassurance that it is not a precursor to full
privatisatior>.

441  Sequencing in practice

Whereas governments may choose a strategy of IPO followed by tranches of secondary offers because
of the size of the SOE to be privatised, it is rarely strigcthg to say that a or@ff sale of the companiy
whether through a trade sale or a huge TP@buld not have beeat all feasible. The issue of pricing, as
discussed in earlier sectiomgrmally playsa considerable rol&irst, if public share sales aitege preferred
method then an IPO that exceeds what markets can easily absorb would have to be priced at a sizeable
discount.

Secondly, and importantly in the recent strategies of many OECD countries, sequencing may in itself
help boost the lonterm revemes. The listing of an SOE does, as discussed elsewhere, help improve
corporate governance and efficiency. Consequently, several governments have preferred a first, limited
sized | PO foll owed by more sizeabl e sdnpovedary
performance and prospects have become questionnagret ed i
responsehe decision on sequenced privatisatom k es i nt o account ithe pot
company as well as the necessityaayrace period for trying out emperation with a strategic partfigfif
thatis the case), butalsmft ur t her i mpl ement str uct Bpaimdbsewwadthptor at e
Aiin the case of 1isted ¢ ompambereotsubseguent gublic eferings,s b e
sothatpertp demand raises the share valuebo.

Insofar as the government has supplementary or conflicting privatisation objectives to maximising
proceeds these normally influence the sequencing decision as wellbMosti cal | vy, i f for
industrial policy reasons the state wants to ensure the viability of the SOE as an independent entity
following privatisation (an objective that would also have militated for IPO and against a trade sale) then it
will want to tailor the sequencing of the offerings to the absorptive of those investor groups that are
consistent with the strategy.

Another consideration cited by several OECD countries (and alluded to in the previous section 3) is a
desire to move gradually whilthe regulatory and competition framewaorks are still evolving. In the words
of Denmark Auswually it takes time for competitio
liberalisation process often needs adjustments as the first experiences davgaled. In this case,
sequential privatisation represents a cautious approach where the state [retains] some measure of control
through ownershipo. This strategy may in practic
Guidelines recommend a segton ofregulaton and ownership function that is difficult to reconcile with
the use of majority shareholdings to remedy regulatory failures, and doing so may also jeopardise the
interests of minority shareholders in the partially privatised SOE.

Another couple of rationales for sequenced privatisation were offered by individual respondents.
Some West European OECD countries which offer specific employment conditions to civil servants impart
these conditions on certain categories of SOE employeesasa of privatisation, a partial approach
provides leeway to let such staff retain their employment status at least during a transition period. Another

% However, such assurances need to be seen as credible. In €@&EM@l countries there has been increasing
reluctance by opponents of privatisation to contemplate even the corporatisation of SOEs, based on past
experiences with stepwise privatisation.

3 Utilities privatisation in Greece sometimes involves invitingiaternational strategic partner who will take a
minority stake in the privatised company. A recent example is the telecom operator OTE which in 2008
accepted the strategic partnership of Deutsche Telekom.



example, provided by Poland, relates to the occasional need for the SOE to raise fresh capitddeduring t
privatisation process: insofar as the government authorises it to tap the capital markets on its own, this in
itself leads to a process of sequential privatisation.

Summing up: Timing and sequencing

Sequenced or partial privatisation has becdmeertile rather than the exception in recent years.
is understandable in the context of the <cu
privatisation programmes, since the s#fl of particularly large SOEs that have not previously afesf in
a commercial environment, does militate toward a partial or gradual approach. The partial prive
option will typically be chosen where an SOE is expected to fulfil-defined objectives in the publ
interest following privatisation, andogernments are uncertain as to their ability to impose these th
legislation and regulation on a fully privatised entity. Where full privatisation of this category of S
the option of choice, a proper sequencing will in most cases be key to siagirtihe privatisatior
revenues to the public purse.

Parti al privatisation Ain the public inter
than revenue maximisation carry inherent risks. The first consideration is transparency to antiem
fully the investors in the first tranches (¢

makers might perceive political reasons for maintaining a degree of ambiguity. In particular,
government plans to retain a majgror blocking minority shareholding in order to depart from w
would be considered in the financial interest of other shareholders (e.g. use the company to fill a
regulatory function; deter hostile bids or foreign ownership) then this shaadlyide made clear fror
the outset.

45 The role of external advisors

The role of external advisors in privatisatigaries greatly among countrigster alia reflecting their
preferred methods of privatisation and the size and scope of tivaitigation programmes. As for the first
point, market sales in particular IPOg call for much more specialised expertise than for example trade
sales, raising the likelihood that governments will need to draw on external resources. Secondly,
governmets with many SOEs and large privatisation programmes normally have better resourced
privatisation or government ownership agencies than others and have the opportunity to amass greater
experience in the relevant areas of expertise. In addition to rescoms@erations, governments may
chose to rely on independent service providers for functions that could, if carried out by the state
administration itself, cast doubt on the integrity of the privatisation proceasy case, a government with
a privatiséion programme needs to decide where to position itself within a-tfddetween providing
expert services #house and factoring them from the private sector.

The main challenges in selecting external advisors are ensuring that (1) they afectnefiats of
interest with other interested parties; and (2) they are properly incentivised so that even timearesiéd
actions are likely to produce a socially optimal outcorfiee different types of external advice involved in
privatisationwere extensively covered by OECD (280 That publication argué thata crucial distinction
needs to be drawn between, on the one hand, initial strategic advice to help governments decide whether
and how to privatis t he fAadvi s anrdyon tha othe apecalsgd advisory functions of a
financial, legal or technical natu(et h e A s a | duringrnthenpdvatisagian yprocesEhe publication
further argued that the same external advisor is not allowed to serve in both capauwitias least, that
candidates for the two mandates be selected through separate, independent précéeyresnflict of



interest inherent in allowing the same external advisor to act in both caphefsas may have incentives
to undervalue the assets as a means dilifating the sales.

OECD countries rely on strategic advise prior to privatisation to a varying agree. Frankly speaking,
privatisation of an individual SOE is often decided either politically or in consequence of a broader
economic reform agenda, whidimits the need to evaluate the pros and cons in each case. Among the
OECD countries that generally contract strategic advice are Australia, whose externally contracted
Ascoping studiesodo mar k idniprecess,tardrPolarehch $pai whefe pre he pr
privatisation analysis of companies to be privatised through an external aahésmndated by lawThe
Polish experience with initial strategic advice is presented inlBox

It should be noted that certgootential conflicts of interestige when external advisors anwolved
in (or hope to be involved in) business relationships with either the potential buyers of the SOEs to be
privatised or the management of the SOEs themselves. The most obvious such problem arises if the
external advisrs are retained in an advisory capacity by several of the interested parties in a privatisation.
Ex ante, if the privatising government becomes aware of such conflicts of interest it will in almost any case
lead to the exclusion of the relevant advisanf the process. In terms of post safeguards, OECD
countries have guarded themselves against this in different ways reflecting their national legal frameworks.
In some countries operating amid conflicts of interest would in itself be illegal for the axaewisors. In
others, the state usually makes its advisors disclose any actual or potential conflict of interest, subject to
legal or civil penalties in the case of erroneous disclosure. Governments as a general rule forbid their
advisors from at the santime advising the management of the SOEs. The latter sometimes choose to
retain separate legal and financial advice in the case of share issue privatisation, whereas in trade sales, etc
there is usually no separatdvasory role at the SOE level.

Box 12. Initial strategic advice in Poland

According to applicable law, prior to each privatisation an external advisor shall be selected. His main task is to
prepare pre-privatisation analysis for company planned for sale. The scope of such analysis comprises four elements:

T An assessment of the | egal status of a company
towards assets, materi al rights of the company
part i es on companyés assets, debts and liabiliti
protection law and ant-monopoly | aw, third partiesd cl ai ms,

and other elements specific for a company, e.g. specification of military tasks, geological analyses);

T An assessment of companyés standing and prosp
outlook, marketing stance, technological position, review of managerial system for the last three years);

1  An assessment of obligations resulted from environmental law as well as law on monuments (full report
on technological processes, methods of protection etc. including identification of financial and other risks
linked to environmental violation);

1 A valuation of the company based on the above points.

Pre-privatisation analysis should end with conclusions and recommendations.

Sour ce: duestioamaidk éesponse.




What may be less easilech | t wi th are conflicts thangoingan ar
business relationship with other players in the national business environment. The classic advice would be
to bring in complete fAoutsiderso for the advisor
OECD economies. One solution pgtkby some governments is to appoint a separate (and, one supposes,
unscrupulously independent) probity advisor, whose job is to monitor the integrity of each step of the
privatisation procedure. It  wi | | Hergadtisbrs and asskssi s or
their appropriateness on a cdmlecase basis.

A related issue is the selection process for external advisame role of which is to guard agairsst
fourthtypeoficonf | i ct of interest o gwithaprefemed pastrers. Virtfallyt h e
all OECD countries select external advisors through a competitive tendering process, consistent with
nationali and in the case of European countries,iEldws on public procurementdowever, since the
appointment o&n advisor for a specific task concerning a specifiopanyusually involves the disclosure
of business secrets it@ftennot possible to run the bidding contest in puliDoe way of dealing with this
is to operate a registry of poualified bidderswhich is open to any potential external advisor able to
comply with the qualification requirements. The experience of Finland with the selection of advisors is

described in BoA3.

Box 13. The use of external advice in Finland

The OSD [ownership agency] takes relatively often advantage of services of external financial advisors as well as
legal advisors and, in special cases, auditors. In any privatisation transaction, the external financial advisor, and as the
case may be the legal advisor, has an essential role as a) the provider of the most recent expertise and b) as the
impartial, neutral, external operator. The actual role and task of the advisor depends on the extent and nature of the
transaction in question, be it an IPO, an ABB, a trade sale, negotiations with a single prospective buyer, an MBO or a
structured auction process.

Under the present Finnish and EU legislation appointing advisors against remuneration is of course public
procurement and the relevant regulations are to be followed. Advisors are in all cases appointed following a bidding
contest. However, since the appointment of an advisor for a specific task concerning a specific Company always
includes business secrets, at least those of the State and in most cases also those of the Company, it is not possible to
run the bidding contest in public. To overcome this problem the OSD has established a public Register of Contractors,
which provides a possibility for anyone to offer his advisory services to the Finnish Government. In a concrete case the
OSD will pick from the Register 51 6 suitable candidates, depending of the object, nature and extent of the planned
transaction, between whom the bidding contest will be undertaken following all appropriate formalities but under strict
confidentiality.

The remuneration of the advisors will depend on the nature and extent of the advisory task. A fixed fee is
commonplace as well as a percentage of the value of the shares sold. International banks sometimes propose a
discretionary fee, to be added in case the client is satisfied with the service received. This is somewhat awkward since
the Bank naturally assumes that the client will be satisfied and that the additional fee will be paid and if this is not the
case, a debate will ensue. Success fees are sometimes used to incentivise the advisor.

Sour ce: HuestdnriredeSponse.

In addition to the already mentioned Austrakalandand Spainthe countries relying on external
advisors forat least parts ofrainitial, strategic assessments includaong other€anada (regar di
ti ming and met hyHd ngfar yr i(\id thies atliiomad)e f or the pri
buyetboaly (among others findusppriaails eadwi s oansdd t

% The point about potential buyers is relatedrémlé sales. The Czech Republic also often relies on external advisors
for this function.



Republic( wher e #@Ainternati onalWih a&swdepingi gergralisatioa sne might o | v €
conclude that the need for initial assessments is generally greater when the privatisation portfolio includes
companies that opeat i n al ready highly contested sectors,
alternative privatisation methods.

The use of external advisors during the actual privatisation process has differed sharply across OECD
countries over the last decade. Sizansssue. In small (trade) sales external advice will not be called for
in most countries, and in the presence of a specialised ownership or privatisation agencies all except the
biggest transactions may be handleehause. The latter point was made by K authorities with
respect to the Shareholder Executive. Switzerland, with its very limited privatisation portfolio, also prefers
to keep almost all of the work inside the state administration. That said, virtually all governments involve
financial advsors such as investment banks in share issue privatisat®nalia reflecting the strong role
these actors nevertheless have as part of the bookbuilding process. Other expert functions that most OECD
area governments factor from the private sectowudellegal advice and, in a smaller number of cases,
auditing services. A small number of countries also rely on more specialised outside advise, such as vendor
due diligence and in some cases even public relations services.

The remuneration of external\asiors is obviously determined by the bidding process. However,
there are national differences between the way it may be strudturegarticular with regards to the
balance between fixed feescaperformance related bonuses. As a general rule, suaressel are paid to
financial advisors if the privatisation proceeds exceed certaidgimeed minima. This underscores the
importance of a reliable valuation of the SOE to be privatised, because if the fee structure is designed to

reward afisuccessfud sde even at a comparably loowr i ce t hen the financi al é
become misaligned with those of the governmdntalso raises specific challenges regarding the
structuring i n incentives in the cieesae mhalye t he

maximising the proceed®ther advisors such as legal and auditing firms are normally paid either their
standard fees or a specially negotiated-affi@emuneration for their services.

Summing up: The role of external advisors

For a goernment, a decision to use external advisers rests on theoffdoletween external an
internal capabilities, set in the larger context of whether to maintain a central, specialised state o
unit. The outcome needs to target the most efficienbtipeiblic resources. In many cases, the exterr|
sourced services will concern issues that private sector operators are genuinely best placed tc
though the choices made may also reflect the inadvisability of building public sector expestiate$
with limited privatisation and state ownership. Governments should neither shy away from con
external expertise for reasons of skterm savings, nor should they rely on private sector expertise s
as a way of safeguarding themselvesrfresponsibility.

The three main operational challenges are the avoidance of conflicts of interest, the selectic
best and most cost efficient advisors, and the incentivisation of the latter. In most cases, soun
contractual and legal préees should be sufficient to ensure this. A competitive tendering proced
vital, as are strong ex ante and ex post mechanisms to stamp out conflicting engagements by th
advisors. However, some additional safeguards may be needed. Goarkpralts for advisory function
in different but related parts of the privatisation process to be administered by different advisors. 4
incentives scheme for advisors must be care
payableif and only if the outcome of the privatisation at least conforms with what could and shoul
been expected.




4.6 Changing conditions of employment

The changing labour conditions in SOESs are in practice often one of the main stumblingpblbeks
privatisation process (for a discussion of the politics see OECD, 2003). Public employees may or may not
be better paid than their private sector counterparts, but as a general rule they enjtlydmetterage job
security and pension schemes.this comes the fact that SOEs tend to be overstaffed. Empirical studies of
privatisation generally identify the downsizing of a bloated payroll in SOEs among the main sources of
efficiency gaing although, it should be added, the lelegm employment chlmges in privatised SOEs can
be either positive or negative de p-grivatdsationgprogpectst he o
are enhancedA key question to be dealt with in the privatisation process is therefore what legal and
contractual rightSOE employees have, and how these are affected by the transfer from the public to the
private domain.

Again in this context the question of whether or not the government chooses to corporatize the assets
prior to privatisation imposes itself. thorportizedactivities are typically staffed with civil servants or
comparablecategories public employees, subject to an employment regime established by specific laws. A
fully corporatized SOE is subject to a similar legal regime, including concerning al@fbns, as that
applying to private incorporateghtities. In consequence, the privatisation of corporatized entities should
be relatively less complex in terms of employment conditions, because the state will already have settled
the staff issues as paof the process of corporatisation. Conversely, the decision to dispose of an
unincorporated entity will normally involve considerations about wheathearotto reassigrstaff, offer
them a compensation for transferring to the private sector, or reaghiagreement with the purchaser
concerning the future employment conditions. In both cases, special problems may arise when the
employees invited to accompany the SOE during privatisation enjoy a legally guaranteed civil servant
status. This issue has bebighlighted in recent years as more countries have proceeded to privatise
utilities companieshe SOEs in whickivil senantstatuswvas generally most common.

The OECD countries in which SOE employees may have civil servant statlesatedin Eurge
(Tableb). Of these, employees in Austria and Belgium are legally entitled to retain their civil servant status
as employees of the privatised company. Conversely, in Denmark and Turkey SOE employees have to
rescind civil servant protections as part tbé privatisation process. They are in both cases offered
reassignment within the government administration or alternatively a cash compensation for termination of
employmentln Swedenpublic employees are asked to agree to a change in their employnditians
in negotiations with unions that predaé corporatisation. The government retains the option of
discontinuing the employment of individuals who refuse to shift to the new regime.

Several more countries grandfather certain rights such as pteferpansion schemes post
privatisation, including Finland, Portugal and in some cases Ireland. The countries whesdy in the
case of trade salésthe new owners are expected to guarantee salaries and job security in a transitory
period following pivatisation includeHungary, Italy, Spain and (subject to negotiations) Poland. Finally,
the I egal framework of some countries (including
rightso in | abour contr act ofaprwdtiseddompanypl v equal |y



Table 5.

Employment conditions during and after privatisation

Civil servant status | Pension and | Temporary job or income | Generic protect- | Comments
protected? other rights | security imposed on | tions applying to
maintained? buyer? privatisation?
Australia No™
Austria Yes Yes. Civil servants are
employed in
telecom and post
Belgium Yes Yes
Canada Yes. Successor
rights
Czech Rep. Yes. Employee
rights are assumed
by purchaser
Denmark Yes/No. Offer
redeployment
compensation
rescinding status
Finland Yes SOE pension
schemes used to
be more generous
France Yes Yes The status of staff
depends on
sectoral legislation
Germany Yes Yes Civil servants are
employed in the
telecom, railway
and postal sectors
Greece Yes/No. No Yes Temporary ctive f] The transferability
servant status, but measuresao ar e of pensions will be
similar employment but not always, agreed aided by ongoing
protections among the parties pension reforms
Hungary Yes. Collective agreements Does not apply to
and employment may be market sales
safeguarded for 2-5 years
Ireland Yes/No. Management and
Depends on staff generally
legislation reach an agree-
establishing the ment on this prior
company to privatisation
Italy Yes. Employment and
salaries may be protected for
3 years
Korea
Norway Normally not™
Poland Yes/No. Subject to
negotiations. 80% of priv.
agreements include wage
and employment guarantees
Portugal Yes
Slovak Rep. Yes. Employee
rights are assumed
by purchaser
Spain Yes. Work conditions and Applies to non-
employment may be listed companies
guaranteed for up to 5 years

% However, Superannuation rights already earned by Commonwealth employees are transferrable.

37 pensions are transferrable but the statesbasetimes had to interverio safeguard the sustainability of the new

pension regime.




Sweden No*® Corporatisation is
subject to
negotiations  with
existing staff

Switzerland

Turkey Yes/No. Transfer to | Yes/INo. SOE Redundant SOE

other public | staff is offered staff is moreover

institutions  with a | early retirement offered

limited loss of | with 30% extraordinary

benefits bonuses severance
payments.

U.K. No®™ Yes. Successor

rights
Not e: Excluding employeesd | egal right of parti

Summing up: Changing conditions of employment

Privatisation entails both opportunities and risks for SOE employees. Where the transfer of oy
puts at risk job security, wages and benefits of incumbent staff, the general rule applies that
contractual rights should continue to be honoured. However, the automatic or uncritical grandfathe
rights of civil servants and other public employees cannot be considered as a good practice. A cor,
SOE, in patrticular, will find it difficul to compete with private sector operators if it is weighed dow
heavier obligations than these. In the case of direct transfers of corporate entities such as trade
buyers are of course free to discount the price they offer in case of avlggadiward incumbent staf
However, the continuing company wil |l be st g
efficient outcome.

The moment of corporatisation is the best time to agree with SOE employees their future emp
conditionswages and benefiisin a manner compatible with prevailing conditions in the private sectc
that the terms are easily transferrable in the case of privatisation. The question is how to ma
transfer and, in many cases, loss benefits. Insfabemefits are legislated (as is the case with
servants in some countries) then the state can in principle simply change the relevant laws, but, i
the political economy of reform, they may in practice have to compensate those who staed I the
case of specific contractual entittements such as pension rights, rescinding these up front in ret
compensation corresponding to their market value is arguably preferable to a continuation in so
within the corporatized entity.

In the case of the direct purchase of a-norporatized SOE by a private company existing contr
must as a general rule be honoured by the buyer, for instance in the form of successor rights. How
does not necessarily extend to salaries andfibefiein particular where these are covered by collec
agreements. The practice of demanding that the buyer guarantees wages, employment or ben
transitory period, whilst hardly optimal from an economic efficiency perspective, is not ineahsigth
good governance if the extent of such guarantees is fully disclosed and reflected in the priv
proceeds.

3 pension rights already earned are maintained as part of the public pension system.

¥Pension rights already earned are protected. lefehe rel ¢
of occupational pension coverage for the new employer.



4.7 Assessment and auditing of the privatisation process

Ex-post controls on the privatisation process in most countries takertheof some kind of audits
performed by an independent body, e. g. a Msuprerm
commonly agreed set of good practices in this respeciGthidelines on Best Practice for the Audit of
Privatisations wasissued by the International Organisation of Supreme Audit Institutions (INTOSAI) in
1998. In practice, the involvement of auditors and oversight bodies can rarely be deferred to the post
privation phases. In most countries the SAl is the auditor of thedss when still in state ownersfiig
role which, in turn, gains in importance at the time of privatisation at the transaction will take place partly
on the background of financial information that the SAI has previously auditedrole of supreme aitd
institutions obviously differs according to the choice of privatisation methods. However, the general
recommendations of INTOSAI (Section 2 of the Guidelines) intended to cover all privatisatidgiorsstua
arethe following. The supreme auditing instittn should:

1 Become involved in the privatisation process as soon as constitutionally possible, consistent with
maintaining its independence;

1 Where the SAl is the auditor of the business before sale, consider developing explicit guidelines
relatingtothe i ght of Dbi dders to obtain access to th

1 In planning the audit of a privatisation, plan to cover all major aspects of the sale that have a
bearing on propriety and value for money, to identify the key parties to the sale takkt
evidence from them, and to be alert to identifying lessons from the sale, including the procedures
followed and the outcome of the sale, together with the extent to which the sale objectives were
achieved,;

f Ensure that it unbpdivesih @mythgouttahygmale eestrdcturing, &nd o
what the vendor did in pursuit of those objectives;

9 Ascertain whether the vendor obtained agake valuation of the business. If not, the SAI should
review the reasons for not doing so and, imygag out any study after the sale has taken place,
should consider commi ssioning its own valuat:i

1 Examine what options the vendor considered before deciding on the sale method used, and what
criteria the vendor applied in deciding on the chosen maliod, including the pursuit of any
wider objectives of the privatisation programme.

1 Examine whether adequate safeguards were in place to secure that the sale was properly and
honestly carried out, and investigate allegations of improper practice, tabtisbswhether there
were any lapses in procedures;

T Assess the adequacy of the statebs structura
ascertain whether the public or national accounts adequately reflect any residual assets and
liabilities, acual or contingent.

of particul ar i mportance, arguably, i s I NTOSA
themselves to performingost festumaudits but become involved at an early state in the privatisation
process and interact as closely with theimmactors as its independence and constitutional safeguards
allow.



OECD countries generally support the INTOSAI Guidelines and many have in place auditing
procedures that are broadly consistent with them. However, few rely solely on their SAls to safleguar
transparency and accountability of the privatisation process. In particular, the good practices for SOEs
enumerated by the Transparency and Accountalfilitkc) Guide apply equally to SOEs in the process of
privatisation. The Guide provides guidanoe how to implement the SOE Guidelines in the area of
auditing SOE performance. It develops a series of recommendations regarding the three kinds of audits,
internal audits, external audits and state audits. These recommendations aim at ensuringttiesgaus
the information provided both by SOEs and the ownership entities on SOE performance. As such they are
relevant both in assessing the privatisation process itself, and in regards to the INTOSAI recommendation
that auditing bodies be actively invely already in the prprivatisation phase(Box ).

I ndi vi dual OECD countriesd6 oversight and accou
factors such as the organisation of the SOE ownership function within the government, how privédisatio
anchored in national legislation and the degree of direct parliamentary involvement in the privatisation
process. Virtually all OECD countries have regular oversight of the privatisation oversight by the SAls,
though the exact methods differ (Table. Jhere is a continuum from countries that make each
privatisation transaction the subject of a separate audit by the SAI; to those where the SAI may, acting on
its own or in response to a request from government or parliament, decide to audit to #draneabe
cases where the auditing of privatisation is part of a more general audit of state ownership agencies.

As a general rule the more stringent procedures are applied by countries that have in the past had
relatively active privatisation prograne® (e.g. the Czech Republic, Germany, ltaly, Slovak Republic,
Sweden, Turkey and United Kingdom) though countries like Canada and Denmark also fall in this
category. Among the relatively active privatisers who do not systematically audit transactioognare f
several countries where the privatisation process is subject to stthagawerage parliamentary scrutiny.

It would appear that specialised parliamentary committees (or fiscal committees, in the countries that
handle privatisation as part of thevgonment budget procedures) either exert some of the oversight
functions themselves or, in some cases acting via governments, direct SAls to undertake audits of
privatisations that are seen as meriting special attention. In addition to the SAls thensmaieesl,
countries rely partly on internal and external auditors of the public administration, the state ownership
units/holding companies and in some cases tivatised SOEs themselves.

Box 14. Elements of the Transparency and Accountability Guide concerning auditing

Internal audit. The Guide insists on the role of audit committees in supporting and following internal audit plans
and their implementation. It recommends that appropriate risk assessments are carried out in SOEs and that
performance indicators are audited by internal auditors.

External audits. In addition to having an external audit carried out by independent auditors and to adopting
international audit standards, as recommended by the Guidelines (respectively Guidelines V.C. and V.D.), the Guide
focuses on procedures for selection of these external auditors and the criteria for their independence. It also asks the
audit committees to oversee the external &ha quality of theirbvorkv o

State audits. The good practices described in the Guide are based on the Guidelines which recommend the
ownership entit i ®pgeratibnoandficordinuous didlogue with the state supreme audit institutions
responsiblefor auditing the SOEsodo and to fisupport the work g
response to audit findings dheGuaide more @mecisely nafls far & cle@ wefimtierl of thee
scope of state audit and for regular in-depth performance reviews of SOEs. It also recommends the ownership entity to
discuss the results of state audits with SOE boards, and to disclose appropriately their results.

Source: OECD (2008a)




Table 6. Auditing and accountability of privatisation

Country Auditing Reporting to parliament
General  oversight | Auditing of | Other audi- | Regular orimmediate | Ad-hoc or on
by SAl individual trans- | ting or advi- demand
actions by SAl sory bodies
Australia SAlI may conduct | Independent A standing parliament-
performance audits probity advisors tary committee over-
sees the use of public
monies.
Austria SAl audits the state- Annual reporting to
ownership agency parliament in case of a
privatisation mandate
Belgium Auditing as part of the In response to
budgetary process guestions
Canada Yes Yes™
Czech Rep. Yes Internal and | Regular reporting is
external mandated
auditors
Denmark Process, probity and Annual reporting by the
financial soundness Ministry of Finance
are assessed
Finland SAl audits the state | Audits of topical Annual reporting on
ownership agency interest SOEs includes
privatisation
France SAl may  audit Annual reporting on | Ad hoc reporting in the
individual operations SOEs includes | context of the
privatisation budgetary process
Germany Yes
Greece External Direct supervision by
advisors  and parliament
valuators
Hungary Yes Internal Mandatory public
auditing of the | reporting three months
state  holding | after transaction
company
Ireland SAl may  audit
individual operations
Italy Yes Internal Mandatory semi-annual
auditing of the | reporting to parliament
Ministry
Korea
Poland SAl may  audit Annual privatisation
individual report by minister to
operations* parliament
Portugal Yes Reporting by the
ownership entity
Slovak Rep. Yes Regular reforting to
government*’
Spain SAl may audit the | SAI may  audit | Internal Regular reporting to a | Ad hoc reporting to
state ownership | individual operations | auditing of the | parliamentary parliamentary
agency government committee committee
Sweden Yes Internal Reporting to parliament
auditing of the | following each
government transaction
Switzerland No®™ Regular reporting via

government to
parliament

“9The Canadian SAl, the Auditor General of Canada, is the auditor of parliament.

* The Supreme Chamber of Audit may initiate reviews itself or act at the behest of parliament or the government.

2 Due to the Freedom of Information Act these reports are generally available.

*3 No special audits are performed. Privatisations are covered by the regular auditing of government action by the
Federal Audit Office.




Turkey Yes Yes Regular reporting to

parliament
United Yes Dependent on
Kingdom circumstances®

Source: Questionnaire responses.

In almost every OECD countries the privatisingencies are held accountalde postthrough
mandatory disclosure to either parliament or the general p¥idien the privatisation agencyde facto
the ownership entity, this reporting is done along with the usual reporting to the Parliamentihaodgbr
the aggregate report, for the few countries who are publishing such a report. Aggregate reports give general
information on the evolution state ownership and comment on the large privatisation having been
undertaken in the year covered. As for mipg to Parliament, privatisation transactions can be included in
the periodic reporting occurring annually and usually associated with the approval of state budgets. They
can also give rise to ad hocreporting, at the request of the Parliament to sefekmation on matters of
immediate concern or on important and politically charged events, which privatisation might well be. In
some cases the privatisations will have to be apprexeahteby the Parliament and as such they will be a
reporting for appoval, providing the necessary information to the Parliament to secure the authorization.

The degree of specificity of the reporting, however, does seem to differ across countries. About half
of the countries in Table 6 engage in regular reporting, ngrfigdbm mandatory reporting pursuant to each
privatisation transaction, to annual privatisation reports to activity reports of their state ownership units of
which privatisation forms a small part. The countries with irregular dragdreporting form anven more
Aimi xed bago. I n some of them reporting is not see
performed by parliamentary bodies. In others, ownership units, auditors and other specialised bodies may
be summarised directly to answeregtions in parliament. In other still, parliament is informed indirectly
through questions to the government.

* Turkey has two higievel auditingp odi es, the Auditing Court and the Pri
Auditing court oversees the implementation of privatisation programmes. Both are involved in auditing
transactions.

5 The degree of reporting depends on the legal status 8@ the extent of government ownership and the general
and parliamentary interest in the transaction.



Summing up:Assessment and auditing of the privatisation process

Privatisation should be subject to independent oversight from an auditifygsuch as a SAIl, whic
is well resourced and independent from the executive powers engendering the privatisation proces
as the public authorities carrying it out. Most such bodies report to parliament. Whether every tra
should be auditd or a selected subset, and whether this should be done as part of a broader audit
state ownership or privatisation agency may depend on the national context. If not all transact
audited, the SAls may well act on the suggestion of paelidary and government entities in identifyi
suitable targets, but it is essential that the SAls also retain the powers to initiate procedures on the

A SAl should normally be involved during the different phases of the privatisation processs
particularly important where the SAl is also the financial auditor of the SOE to be privatised, in whi
the potential buyers will be reliant on financial information provided by the SAl, biggbeeperformanc
audits can also be helpful in adsg the efficiency and probity of the process. The SAls shoul
encouraged to work with other similar bodies where these iekisiuding the internal auditing functior
of government, parliamentary oversight units and the auditors of the iIS&Hgec to proper protection
of the independence of all institutions involved.

High levels of transparency and accountability must surround the privatisation process.
disclosure to parliament and the general public is normally of essence, thougbninies with few
privatisations it may have, on cost efficiency grounds, to be replaced hgcreporting. Countries hay,
different practices regarding reporting on individual transactions or submitting annual privatisation
just as they diffein respect of whether the state ownership (or privatisation) agencies are charg
reporting or the respective resort ministers. There are no grounds for preferring one method to the
l ong as the more Aaggr e g aveneparliamentamass amdfthe denesat du
from availing themselves of detailed information regarding individual transactions.

5. The corporate governance of privatisation

What may be referred to as the corporate governance of privatisatiotuatierss in which the actual
process of privatising gives rise to agency problems between companies and owners, and between majority
and minority owners, that go beyond the ones that may already be present in the corporate environment.
Such situations wdd fall into two broad categories. First, some of the general corporate governance
challenges for SOEs may gain extra dimensions in the context of privatisation. Secondly, the process of
transferring ownership may by the source of new and separate typesatifnment of incentives among
the major players. Some of the main issues of the two categories are diseussittions 5.1 and 5.2.

51 Corporate governance of companies in the process of privatisation

In Athe new | ands c ageekenterprisep with & majority a dvthewviseddonpimant v a t |
remaining state ownership will no doubt be an enduring feature. By and large this is the reality that the
SOE Guidelines, with their main emphasis on listed SOEs, were intended to address. However, some
specific governance issues related to the situation where privatisation is either imminent or a partly
privatised SOE is widely perceived as being considered for further government divestment. This section
aims to highlight some of these, against the gemknd of the good practices laid down in the SOE
Guidelineswithout an ambitionto cover al | of the Guidelinesd pote
process of privatisation.



5.1.1 Boards and owners

As governments corporatize SOESs in contemplatfqurigatisation they will normally wish to benefit
from the agreed good practices that the SOE Gui de

i . For instance, the Guidelines recommeto-dhy t hat
management of SOEs and allow them full operati ol
responsibilities and respect t heir i ndeflendkeacedd

composed so that they can exercise objective and independej udge ment 0 and fAhave |
and r emove Whilstenot §peddio to the privatisation process these recommendations carry
special weight when an SOE is, for example, in the process of preparing in IPO and hence has an interest
in convncing markets of its commercial viability, or wheartly privatised SOEs aim to shore up their

market valuation with a view to further stock offerings. Put bluntly, excessive political intervention before

and during privatisation depresses privatisatrenues and could in more extreme cases call into doubt

the integrity of the entire process.

The SOE Guidelines do not militate against the appointment-offigio directors drawn from civil
services They do not takeraexplicit position against poiitally-connected board members eithient the
Gu i d e &nnhotatoascdoecommend hat board members should finot ac
the constituencies that appointed themo. hardged s i s
privatisation programmeslany OECD governments reserve the right (as alluded to in earlier sections) to
use changes in SOE board composition as a-ghont tool to change corporate directions. If this is done
consciously to further the goal of patisation then the utility of taking such measure$ isom the
perspective of thpresent repoii in the balance. At the same timbetnternationalprivatisation literature
is full of allegations of government owners interceding directly with, diaoimy, the CEO in pursuit of
their political objective®.

One question is grefore how best a government can enhance
arrangements prior tor as part of th@rivatisation.In the early phases this argument can beriakly se
andso far, even amid a strong formal commitment to full corporatisation of the enterprises concerned. In
the preprivatisation period it is unlikely that the incumbent board will agree to a company policy that will
generate a high political cos f or the government, no matter wh af
performance. Subsequentlp, i t he words of Nestor (2005), -di-privat
thear t board nomination processo. T hhis might justifpfor f ur t |
cumulative voting or similar mechanisms to ensure that the minority shareholders in partly privatised SOEs
gain board representation. Another way to do this would be to fall®wedishinspiredboardnomination
process, which allowsinority shareholders to participate in the shareholder committee that nominates
board members.

In respect of SOE board independence, an interesting distinction is between governments that own
their SOEs directly (whether through sector ministriea atate ownership function) and those that hold
them via an incorporated holding company. The holding company will hormally be subject to company
law and its directors subject to fiduciary obligations. This creatiesjareindependence from government
which also, though in practice independence rdayfactobe more limited, makes it easier for the
ownership function to pursue fAopportunistico pri
rather than political pressures.

Once a crediblyridependent and competdadard has been established potential conflicts of interest
between the board and the (majority) government shareholder may arise. According to national legislation
board members are usually subject to fiduciary obligations defisedvis either the shareholder body or

6 Some such examples were reviewed by Camacho (2008).



the company. In both cases (and, arguably, particularly in the first) board would be expected to deny
following instructions that they deem to be inconsistent with the interests aftatenshareholdéfsIn the

context of privatisationthis issue may for instance arise when the state owners propose as part of the
process to divest or otherwise dispose of corporate assets in ways that the board is not convinced is in the
interest of minority shareholders.

Arelatel case may arise when the state proposes to
the context of selprivatisation through share issuance by the enterprise*itsElfis situation would
moreover be at risk of inconsistency with the SOE Qinde, which recommend that legal and regulatory

frameworks should dAallow sufficient flexibility f
necessary for achieving company objecti vbtsad. How
the capital structure is pursued subject the nat
owners.

51.2 Mechanisms fodisproportionalgovernment control

Gol den shares seem the answer tagaenmenttdoti ci a

privatize an SOE, withdraw from involvement indayd ay management , yet still
interestodo by preventing the privatized company t
foreign variety). Megginson (2005)

Short of retaining a majority ownership, governments have employed a number of mechanisms for
continuing to control or influence partly privati
formal justification ford oi ng so is mostly fAstrategic concernso

resources and safeguarding national security in theppivsttisation eraAdditional reasons have involved
the political economy of privatisation. Resistance to privaitisafrom influential national constituencies
have been overcome by the state promising to maintain a continued veto over key corporate decisions.

The mechanisms for disproportional government control form a continuum, ranging from regulation
bearing oncorporate decisions; to control enhancing mechanism akin to the ones used by private sector
compani es; to figolden sharesod conferring special
They may be summarised as follows (for an overview of ggglication in OECD countries, see TaB)e

1 Regulatory and contractual requiremerts mentioned earlier, much of thecent privatisation
has focused on utilities and network industries, many of which remain subject to sectoral
regulations. Dependenh whether these are more stringent than what might have been applied to
an independent private operator in like circumstances, these may be an important tool for
continued governmerinfluence In addition, some countries (e.g. Australia) have concluded
long-term contractual arrangements with SOESs prior to privatisation.

1 Golden sharesin its purest form a golden share is a share which, through stipulation by the
companyébés articles of association, C amosti es s |
commonly include making board appointments and vetoing strategic decisions such as takeovers
and asset disposals. In the significant minority of OECD countries that do not allow voting right
differentiation in the common stock of publicly traded camigs, the special rights of a golden
share have to be established by law.

*"This is further strongly supported by the SOE Guidelines, Chapter 3 of which deal with ttablegmeatment of
shareholders.

“Polandds questionnaire response identified this as a
and owners.



1 Legal requirementdn a number of countridggal provisions securing governments a continued
influence over privatised firms arhexawldmangl y r
been the oftcited Volkswagen Law in Germanyn several Eastern and South European
countries laws authorising a government veto ox@mporate decisions bgertain privatised
enterprises are currently in place (TabBle

1 Control enhancingmechanismsinstruments allowig shareholders to separate ownership and
voting rights in listed companies (control enhancing mechanismS8EMs), commonly
considered as a key instrument for family controlled company graupegually availablefor
statesto retain control over partly privatised enterprises. The most commonly used such
mechanisms include dual voting right shares, ownership and voting caps, supermajority
provision§® and in some cases also pyramidal holding structures (Bortolotti and F2@@7), In
some cases tBe mechanisms may be hard to distinguish from golden shares. For example,
Portugal Teleconfieatures a dual voting share structure whosghéres (in government hands)
confer very wideranging right®. The use of such mechanismstire corporate sector more
generallyi and in relation to the Principles of Corporate Governdnisediscussed in detail in
OECD (2007).

Table 7 seems to conform to the findings of a recent study, which indicated that there is a high degree
of substitutaility between posprivatisation instruments (Bortolotti and Faccio, 2007). In their study of

privatisation in 22 OECD member countries the au
Levering devices or golden shares governments maintatn com | of al most two third
This is a poignant observation against t he back:q

earlier insofar as it indicates that while not all limit themselves to partial selloffs in sensitives seeoy
tend to use alternative methods to retain an equivalent degree of ¢onitral least a veto over (certain
kinds of) corporate decisions.

The use of golden sharhas been circumscribed in the European Union since 2002. In two landmark
cases, the European Court of Justigave right to the European Commission in finding that golden shares
in a number of European countries were contrary to EC law. In practice the award generally limits the use
of golden shares to situations where demaibdtr threats to national security and related concerns, where
similar criteria are applied to foreign and domestic investors in like circumstandesever, as follows
from the preceding text, given the multitude of control instruments available to gev@sithis may not
in practice prevent the separation of ownership from control in privatised enterprises.

9 The questionnaire response from Ireland specifically mentioned, as an option for retairtiog
0 This led the Europea@ommissiorto refer Portugal to the European Court of Justicganuary 2008.

*1 The cases were-68-99 and G483-99. The Court set the criteria that national legislation that establishes golden
shares must accord with tpenciple of proportionality, be based on ndiscriminatory criteria which are
known in advance and be ndiscretionary. For further details, see Kutznetzov (2005).

2 The application of the proportionality principles to regulation of (foreign) investrin enterprises for security
reasons was addressed by the OECD Investment Committee in May 2008 (OECD, 2008b).



Table 7. Mechanisms for disproportional government influence in privatised companies

Country Control enhancing Golden Legal or regulatory Comments
mechanisms shares requirements

Australia Legislative or contractual Mostly related to ownership restrictions

requirements may be imposed.

Austria

Belgium Yes (1) Related to appointing board members and

preventing the disposal of strategic assets.

Canada

Czech Rep.

Denmark Shareholder agree- Applies to the case of trade sales.
ments may be used

Finland Shareholder One case, Shareholder agreements relate to
agreements may be not decision-making, qualified majority,
used specifically powers of management, lock-up

related to situations, dividend policy.
privatisatio
n
France Yes Concerns ownership caps, board
composition and asset disposal . Limited
to the protection of strategic national
interests.

Germany Pyramidal structures Legislative requirements may
have been used (2) be imposed

Greece Shareholder agree-
ments may be used

Hungary Yes (3) Regulation may be a source of | Golden shares are established for a

continued state influence number of countries by the Privatisation
Framework Law.

Ireland Supermajority In rare
provisions may help cases
leverage government
influence

Italy Voting right caps in Yes (3) Government decrees may be Applies to privati sa
some sectors (3) used to veto certain corporate sectorso

decisions
Korea Regulation may be a source of
continued state influence
Netherlands Yes (1) Concerns board representation and veto
over strategic decisions (1)

Norway Shareholder agree-
ments may be used

Poland A law ensures continued Most of the network industries are

government control in case of concerned by the law.
threats to the public safety and
order

Portugal Some cases of dual- In a few companies
voting shares, and governments are entitled by
voting and ownership law to exercise a veto over
caps (1) board decisions (1)

Slovak Rep. Shareholder Typically private investors gain managerial
agreements in control, while the state retains a board
strategic industries majority

Spain Government may impose

ownership and voting caps and
block certain board decisions

Sweden

Switzerland

Turkey The articles of association of

certain companies provide for

continued state representation

on corporate boards
United Yes Scope varies according to sector
Kingdom

Source: Questionnaire responses unless otherwise stated. (1) Source: Oxera (2005). (2) Source: Bortolotti and Faccio (2007). (3)

Source: European Commission (2008).



A frequently voiced argument in favour of maintaining control instrumentsgn&ttisation is that
an attempt to abolish such instrumetsuld be counterproductive. It might not lead poivatised
companies with a more contestable ownerslipt ratherdiscourage governments from privatising
altogethe?. In sensitive sectors this is probably true, so an assessment of the merits of the approach would
have to hinge on weighing the societal Hasef an improved efficiency of the SOE following its stock
market listing against any negative corporate governance and capital market consequences of the chosen
control structures. Moreover, the complementary methods of retaining state influencedeai®we do
not necessarily have identical adverse effect and, if at all, should be selected withta minimising the
fallout.

The SOE Guidelines providguidanceconcerning the use of control mechanisms in siateed
enterprisesChapter Il preschie equitable treatment of all shareholders including (Annotations, citing the
Principles) by protecting them Afrom abusive acti
either directly or indirectlotdherl dishedcaosmpahi €
actiono would presumably take the form of extract
the enterprise. Further more, ithe potenti al for
market acepts, controlling shareholders to exercise a level of control which does not correspond to the
l evel of risk that they assume through exploitin
Annotations to Chapter lll therefore goes onto conctudeat governments fAshoul d,
the wuse of gol den shares and disclose sharehol d
shareholder to exercise a degree of control over the corporation that s dispnaperto shareholdeis
equityowner shi po.

Summing up:Corporate governance of companies in the process of privatisation

The credibility of the privatisation process and the size of privatisation proceeds, especially
case of sequenced public offerings, often hingethen quality of corporate governance. One way
enhancing the independence of SOE boards may be to transfer the state ownership function to
company, thus adding an Ainsulating | ayero
gains hold, mechanisms should be established to ensure an adequate board representation ¢
outside shareholders. Of crucial importance is safeguarding a sufficient degree of board independe
to enable SOE boards to protect the minority di@ders, including against further privatisation meas
that are not seen as being in the interest of all shareholders.

On the issue of pogirivatisation corporate governance, the SOE Guidelines (like the Princip
Corporate Governance) apply thingiple of freedom of contract to control instruments in SOEs and
listed companies. In other words, disproportionate control is acceptable provided trstata
shareholders are fully informed of its nature and scope prior to making their investioevever,
government vetoes to be used in certain circumstances (e.g. through golden shares and legisl
similar effect) are inherently less transparent than fully disclosed shareholder agreements or, sa
right differentiation establishadhr ough SOEs & articles of assoc
than the government deciding to remain majority shareholder or maintaining a blocking minority in
stateowned enterprise.

*3 This argument closely echoes the discussions about separations of ownership and voting rights in listed companies
that were until recentlgngoing in the EU.



5.2 Managing thetransfer: the role of the incumbent management and board

Managerso6 incentives to focus on financi al per
derive from the expected change in compensation associated with changes in financial performance,
weighted by the probabilitthat the executive remains employed. Second, they come from the effect of
performance changes on the probability of being fired, weighted by the expected loss in compensation from
being fired. (Cragg and Dyck, 2003)

The management of(3dEs considered for privatisation, and to a certain extent alsexemutive
board members, have a direct interest in whether or not a privatisation goes ahead and, if so, what
privatisation methods are employefls a general rule, if an SOE is lesgking and inefficient then
incumbent staff fears patisation on account that the new owner(s) are likely to downsize the payroll.
Managers will share this fear, except where the preferred privatisation method is management buyout, in
which case they obvioushtand to be the ultimate beneficiaries of gudtatisation efficiency gains.

The question is how much SOE managers can actually do to discourage or prevent privatisation of
their company. In most OECD countries it would not be acceptable fordmdding SOE employees speak

1

out publicly againstthegover nment 6 s pr i v at they have scope fgr collusian withs . H «

(other) employee groups, which may be protected by powerful political interests and trade unions. In
countries with mandatorgmployee representation on corporate boards (especially in the case of SOEs that

are already |isted) t his scope -efeautive oard rhemBers@a® ma y

well >

Managers and boardsten have a freer hand in influencinige method of privatisatiotdere, apart
from their interest in MBOS (which have anyway become much rarer as privatisations have grown in
size) they will normally prefepublic share offerings over trade sales on account that they are more likely
to retan their positions in a listed company than if the SOE is converted to a subsidiary of a competing
enterprise. A concreteillustration of this i albeit admittedly predating 2000 by a couple of ydais
provided in Box 5. SOE managers have a manifeserast in initial public offerings which, firstly,
maximises their own chances of staying employed. Secondly, given that they do stay employed, a widely
dispersed share ownership ppsi/atisationwill normally bein their long term interestThe weltknown
Aifree rider probl emso t e nalistomoratenmkagen insa Bitaatian leted e r
owners are many and small. Some countries have in the past tried to address this problem by privatising
bl ock holdings intoedbhefhanadadl ef i avddtaods clhut h
reluctant to do so because of the value discounts on stock offerings when this method is énployed

¥ Nestor (2005) highlights the case of Germany where the Kromme Corporate Governance Codes has had to provide
for separate strategy meetings between the shareholder appointed members of the board without the
presence of néeoempdionye etshe At hat the | atter i mpai

C

business planning issues without the risk of a | ea

* In Hungary, SOE board members are requested to disclose, prior to the commencement of the privatisation process,
whetter they are interested as potential buyers.

% Nestor (2005). The author also notes that in the absence of formal shareholder agreements it is not always clear
whether core shareholders are aligned with government interests. Nestor cites the example of th
unsolicited bid for Telecom Italia by Olivetti
Ahandpickedo sharehol der s.

t



Box 15. Management and boards with an interest in the privatisation method: a US example

In the United States, the privatisation of the United States Enrichment Corporation (USEC) during the Clinton
administration led to a lot of subsequent debate. USEC's directors, led by board chairman William Rainer, approved
the company's sale in June 1998 by a 3-to-1 vote (a fifth board member abstained).

The privatisation took place through a public stock offering, an option drawn up by USEC's incumbent
management. That plan won out over competing bids from General Atomics and Lockheed Martin to buy the company
outright as well as a non privatisation option. It was no surprise that USEC's managers preferred the IPO route.
Lockheed and General Atomics both had their own management teams, so USEC's senior officials were likely have
been out of a job if the company had been sold to an outside bidder. Instead, at least six members of the old guard
currently hold top positions at the new USEC.

Moreover, William Timbers, CEO of the new and old company, requested Rainer for a waiver so he could
participate in the privatisation debate, stating that he and other board members would protect the integrity of the
process. Board meeting minutes obtained under the Freedom of Information Act show that Rainer authorized Timbers
and a USEC lawyer to hear the ostensibly confidential presentations of competing bidders and subsequently allowed
Timbers and other senior managers to critique those bids before the board. USEC's financial adviser, investment firm
J.P. Morgan i which earned more than US$ 12.5 million in fees in return for its services i was also permitted to argue
before the board in favour of management's IPO scheme.

Source : Silverstein and Urbina (1999)

Moreover managers of a wetlorporatzed and profitable SOEs withormally argle in favourof
privatisation throughPO not only astheir preferred method of privatisation and but equally in preference
over a continued state ownership. In addition to the reasons just mentioned, corporate managers foresee
opportunities for greater fmn c i a l and operational freedoms once
removed. They may also perceive a chance for | ar
structures have been aligned with those prevailing in the private s€htsris one of the reasons why
external advisors involved in the decision whether or not, and how, to privatise should (as discussed in
section 4.5) be free of conflicts of interest with the SOE management. In practice, however, problems may
arise since many dhe preprivatisation considerations will necessarily rely on information provided by
the corporate insiders.

In the case of tradsale privatisation other incentives may arise, depending on the financial health of
the SOE. If the enterprise is lessking or, for other reasons, not likely to be retained as a separate entity
after privatisation the managers must consider the prospect of not remaining on their posts. In this case, the
mainincentive problem is how to keep them actively engaged inth&®@SOEoper ati on lunt i |
management foresees a realistic chance of remaining in their jobs following the transfer then the challenge
for the state owners is that, as soon as a (group of) likely purchaser(s) has been identified then the
managerdace strong incentives to align themselves with the interest of these people rather than those of
thei still i state owners.

5.2.1 Incentivising SOE managefsr privatisation

Given the sometimes cfiicting interests of managersf companies to berivatised, one solution
woul d be to 0 iOmeovaynof doing tisisewmuldtbl ®rmthe state ownerdesign benefits
package for the managers opre-privatisation SOEs so that the manag&fsancial interests become
aligned with the objective of the governmentAnother would be to oblige managers legally or
contractually.It follows from the previous section that in doing so there can be nesipabts-all



solution: depending on the situation sucdlcentivisation measurewould have to neuwdlise radically
different sets of adverse incentives.

For this and other reasons OECD countries practices in this regard have differed substantially.
Another factor appears to be the different national contexts in which privatisations have takevgiace
the last decadé\ number of countries express themselves in favour of incentivisation in principle, without
taken a position on how exactly to design incentives packBggmrding specific national practices, some
salient features appear to be:

1 Asa general rule, the countries that have privatised a large number of enterprises fully (e.g. the
transition economies) generally express themselves in favour of the use of financial incentives.
This may partly reflect the attraction of general, crosting schemes in a situation where
limited administrative resources can be devoted to the oversight of each particular case. Ireland
alluded in its questionnaire respons® a way of establishing a general mechanism for
incentivising, in a limited way, SOE magers, namely by putting in place employee share
ownership plans. In most cases the highest paid members of staff will presumably be the main
beneficiaries of such schemes.

1 At the opposite extreme, some countries that have had to privatise largadypanatized SOEs
I often amid public resistandetend to see the issue in a more political light and generally prefer
the fAsticko to the Acarrot o. Sever al Sout h
guestionnaire responsdbat their privatisationsare based in law and managers and board
members that do not conform can be disciplined or removed.

1 Between the two positions, are countries such as Australia which has also sometimes relied on
sale laws to streamline the process, but equally favoursecatign agreements between the
government and management/boards as a way of facilitating coopefdteoDanish authorities
opined that while fAa carefully designed ince
cases support an alignment of intereststwh t hose of the sharehol der
dialogue will always be the main instrument for alignnmént.

The aforementioned problem with managersé potent
owners has comm the forefont in recent years because of the ascent of new classes of investors such as
private equity companies as participants in the privatisation proCems.of the most frequently cited
examples of this is Bl ackst onshaesinPdutBche Talekgmufioma t i o n
stateowned financial institutionL e vant i ni ( 2 0 Oor years) thes Govermnments wdnldwide fi f
have been very suspicious of PE intervention in privatisations because it was perceived as overly lucrative
and possily value destroying for the acquired companies. Governments were also not accustomed to the
PEsd® high recourse to |l everage. 0

" Sweden, generally supportive of management incentives during privatisation, mentioned specifically the practice of
offeringfi s toamny bonuseso to management fearing unempl oy me



Box 16. Incentivisation of management by a private equity firm: QinetiQ of the United Kingdom

A decision to sell a minority stake in the business to a strategic partner was taken in early 2002 in the light of
poor market conditions and the absence of a commercial track record. The competition for a strategic partner began in
March 2002 even though the market was poor and the commercial terms of the important Long Term Partnering
Agreement (the LTPA) had not yet been agreed. The Department [of Defence] considered that a delay to the
privatisation process could have had an adverse impact on long term value by undermining staff morale, damaging
customer relationships and restricting Qineti Q6s comm

Twelve investors were selected to participate in the competition and four were shortlisted. The difficult timing and
compl exity of Qineti Q6s business increased the market
compliant bids, in July 2002, both from private equit
September 2002, before the detailed terms of the LTPA had been agreed. The sale to Carlyle was signed in December
2002 and completed in February 2003, when the LTPA was signed.

As is nor mal for private equity firms, C a intérgsts with theire
own, that is, to realise the maximum possible increase in the value of the equity in the short to medium term. The
Department considered that its interests in terms of incentivising management to increase the value of the business
wereal i gned with Carlyleds. Although it did not want mg
privatisation it accepted that management could make significant amounts of money if this was linked to the growth in
the value of the business. The Department did not, therefore, seek to influence the structure of the share incentive
scheme.

Carlyle amended their proposed management incentive structure before being appointed preferred bidder to
reflect advice from QinetiQ management. The Department subsequently approved the scheme after Carlyle was
selected as preferred bidder. Its approval was based on a review of a limited range of potential outcomes, which it
believed were realistic at the time. Up to 20 per cent of the equity was made available to management and employees,
subject to performance targets being met. Unusually f
incentives were made available to all QinetiQ staff, including a small allocation of free shares. Not all staff took the
opportunity to invest their own money in the business.

The structure of the deal resulted in QinetiQ having a relatively low equity value of £125 million and high levels of
debt. The equity value increased to £1.3 billion between the 2003 sale and the 2006 stock market flotation. This was
strongly influenced by the improved business performance achieved by QinetiQ management following expansion into
the US defence market and into the civil market in the UK and elsewhere. This contributed to a 36 per cent increase in
revenue and a 261 per cent increase in operating profit between 2003 and 2006. The increase in the equity value was
also influenced by an upturn in the value of defence and technology stocks. The value of the shares of the top 10
managers was £107 million at the time of the flotation, from an initial investment of £537,250.

Source: National Audit Office (2007)

An example of PE participation in a trade sale, which was apparently not value destroying but both
highly leveraged ah , arguabl vy, Afoverly lucrativeodo f6.dlhe s o me
UK government attempted and to a large extent succeedetb boost privatisation proceeds through a
phased trade sale. Incumbent managers were incentivised dinettly bew parbwners with the purpose
of maximising the market value of the still partly statened SOE. However, the question arose about
valuefor-money considerations and the avoidance of agency problems in a situation where the
incentivisation of SOEnanagers runs in the hundreds of millions.

There is a consensus that government owners should not attempt to incentivise SOENooards.
executive directors in SOEs may themselves be ambivalent about privatisggasticularly whensale
methods othethan IPO are selected, making it a near certainty that they will lose their board pasitions



but offering them financial incentives may be neither necessary nor appropriate. As noted by several
OECD countries in the prrivatisation phase they are (irost countries) political appointees who could

be replaced by persons l oy al to the government ¢
incentives to boards and managers could well be counterproductive, potentially aligning the board
me mb e r resbs withrthbse individuals that they are supposed to supervise.

Summing up:Managing the transfer: the role of the incumbent management and board

In the recent experience of OECD countries, resistance by SOE boards and manager
privatisation preessper sehas not been a serious problem. Managers anéxecutive board membe
have, however, had an interest in influencing privatisation methods and they have occasionally sy
A challenge for governments is subjecting the preference of S@@agars (especially in large and wg
run enterprises) for IPOs to a critical and independent scrutiny against alternatives such as trade
no privatisation. In doing so, they need to consider not only pricing but also, among other thingdytt
governance arrangements of the enterprise following privatisation.

SOE managers during the privatisation process may face incentives that do not always corre
the objectives of the government owners. In particular, where new owners areadepritr to the actus
transfer of control the interests of managers hoping to be retained become aligned with these nev
Governments may incentivise managers through either financial inducement or formal perfo
requirements or, through conticts, a combination of the two. The consensus among OECD col
seems to be that financial and other incentives for incumbent management may be considered, pr¢
incentives are solely linked to the implementation of the privatisation programanevikmot lead to
management influencing the decision making process.
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