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The Center for Privatization was established in October 1985 as a coordinating office for
a group of leading consulting firins which had been selected by the US. Agencey for Interna-
tional Developnment (USAID) to fulfill Contract No. DPE-QOGR-C-00-3058-00 with Analysis Grotgs,
Inc. The Contract provides for technical assistance to the USAID Bureau for Private Fnterprise
(PRE) and to USAID missions in developing countries around the world relating to divestiture
and privatization of state-owned enterprises and other government services and activities which
might more appropriately be transterred to the private sector,

The services of the Center are available under the Contract with USAID through Louis
R. Faoro at PRE (202:647-747-H) or through USAID Missions throughout the world.

The Center's services are also available 1o other donor agencies, muhtilateral development
banks and directly 1o governments by application to the Center.
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2000 PENNSYLVANIA AVENUE, N.W., SUITE 2500 o (202) 872-9250
WASHINGTON, D.C. 20006 (202) 872-9256 (FAX;

Office of the Executive Director
Center for Privatization
Washington, 1.

December 31, 1987

Ms. Neal Peden

Assistant Administrator

Burcau for Privine Enterprise

Ageney tor International Development
Wishington, D 20523

Dear Ms, Peden:

Frake pleasure i submitting for vour consideration a review of the first two vears of work for the
Bureau tor Private Enterprise (PREY under the Contract dated September 2719585 1 think it s o vecord
of which vou and vour associates ar PRE and T and mv staff at the Center for Privatization (the Center)
can be qusthy proud. Betore reviewing the past. howevern | want 1o express mogreat pleasare tuaa Paul
IL Elicker will join the Center January [0 9N 1o replace me as Execuiive Director e comes 1o ns
after seventeen vears as Chiet Executive Office of SCA Corporation. a suceessful Fortune 500
conglomerate, with cartier financial background and consulting experience with MoRnmsey X Col |
believe we have bt an organization which he will find posttioned to help him ger a tanning start in
the new vean T have no question that widh voun support he will be able w onamtain and enhance the
eHectiveness of the Center and contribuie o its veputation for excellence and 1. danding as the
premier organization working on privatization in the developing countnes,

Iam delighted that, in recouninon of our success and ol the widespread need for poivatization
expertise. the Center s now moacposition to offer services to other donor agenores, multdateral
development instntions and doectdy to gosernments aronnd the world,

After the signing of the Contract with PRE iU 100k some time 1o pet an organization together, find
and furnish and cquaip an oftice and spread the word that we were availiable, We had 1o develop o plan
for canrving out onr mandate 10 respond prompthv o requesis from USALD Missions tor expert advice
on how to assist host countries in developing and carving out a regram for divesting o priviatizing
state-owned enterprises,

With vour support, the Internatnonal Conference on Privatization sponsored by ML Peter
McPherson, USAID Administratorn and held in Febroaary 1986, 1ealh put us on our wav The strong
interest shown by the wide international attendance indicated a great need for technical adsisor
services to developing countries, which wished o wrn government activities over 1o the private sector,



They needed help in carrying out what for many of them was a venture into unknown territory with
significant political implications, but with the possibility also of alleviating major international debt
problems.

Since there were then few it any experts on privitization, we had to identity the tvpe of experience
and capabilities that could be drawn upon o provide the advice needed and learn the appropriate
techniques required. We cast a wide net o find and develop matare individuals who could serve in
varied capacities as “privatization consultants” — something [ have come 1o think of as a4 new
profession. As this report will show. the Center has now provided serviees in over 100 assignments in
more than 30 countries, ranging from advising on the preparation of a strategic plan for national
privatization and divestiture activities to careving out programs for specitic disposal of government
enterprises. The Litter might be a single project such as the disposal of over 60 corporate holdings of
CONADL the National Investmenm Corporation in Honduras, or extensive advice ou privatizing one or
several major public enterprises, such as the three we have done work onin Jordan, The tvpe of activin
being trausterred to the private sector hus embraced telecommunications companics mational airlines,
bus swstems, port Lacilities, government owned farmbands and agribusiness enterprises, sawmills, hanks,
insurance companies, hotels, and cement companies. The length of the Hist represents a reversal of
practice going on tor the past 1 vears, of governments taking on the provision of services that they
tend 1o do badly. overstaft, manage poorly and lose meney on. In practically ol sech cares, the private
sector, if given the chance, could have provided the same services far more effectivehy and without cost
to the government. Inmany cases these represent a squandering of public funds on vneconomic
projects and ineflicient use of limited public resources.

Part ot our assignment has been o make the Center a repository of extensive knowledge of
privatization. We have accomplished this through various means. These incude detaited briefing and
debriefing of Center consultants for cach assignment, reuse of experienced consuitants as appropriate,
periodic “Privatization Dislogues™ for the exchange of views and lessons learned with leading
practitioners, government officials, academics and representatives of the variows mualtinational donor
agencies working in the field. We have built an extensive library and bibliography and we have
sponsored and published Oceasional Papers on privatization subjects. We have provided speakers andior
assisred in planning for conferences on privatization in Nigeria, Thailand, Fiji. Tunisia, Ecuador, and
Senegal,

Very rudy vours,

Alexander C. Tomlinson
Exccntive Divector



Privatization has in recent years assumed a new ime
portaace to those concerned with the cost of govern-
ment in meeting the needs of their people. Throughou
the industriaiized and developing world, differing
terms are commonly emploved to encompass the

privatization concepi — “transformation,” de-

nationalization.” “rattonadizatien” “commercialization”

and  “democratization of capital”™ are examples
sometimes used to describe the process. Sometimes
perceived sunplv as the divestiture of government
owned assets or enterprises o the private secton.
privatization may embrace a wide range of techniques
to transter funcuons from government cnterprises or
bureaus to the private sector under conditions where
market forces can govern economic choices,

Privatization in one instance nin mean the sale
of shares (or assets) to emplovees or privite investors;
inanother it mav mean restructuriag of certain public
sector activities into smaller businesses which are then
transferred to the private sector e mav involve contract
ing with a private sector tirme to nimage an enten prise
sharing in the profits when the enterprise becomes pro-
fitable. In muny instances, privatization must also he
accompanted by lifting government pricing vegulations,
licensing requirements, foreign exchange controls, sub-
sidies, raritis and other restrictions or special treatment
in order to create a Clevel plaving tield”™ so that other
private fivms can profitably enter the marker w offer
COompetitve services.

International and national donor organizations ac
tive in the post-World War 1T era have extended Lo s
and granis almost exclusivelv o or through govern.
ments in developing countries, in the belief that this

was the most appropriate process by which 1o assist
economic development. The effect was the creation of
state-owned  cuterprises (SOE’S) on a massive scale
thronghout the developing world.

In the concurrent “revohntion of rising expecta
tions,” citizens of these countries looked primavily to
their governments to meet their basic human needs.
Government. in trn, svuggling with underemploy-

ment often found it expedient o use the job rolls of

the state-owned enterprises to absorh the jobless.
Management skills have been facking in many of these
state-owned enterprises although compensation 1o

burcaucrats as officers or directors has often become
amajor tost. Many SOE's have fallen prev to graft and
misuse of funds on a farge seale, The vesult has been
low clficieney, excessive costs and major losses for
SOE's The limited resources of developing countries
have been diverted o support these activities and
toreign loans have bargeoned o finance deficits while
other needs remain unsatisfied. Slow economic growth
and major fiscal pressures have fed 1o the realization
in manv countries that they can no longer atford ex
pensive enterprises that provide dubious benetits, and
interest in privatization or divestiture ol state-owned
cnterprises is spreading rapidiy,

Following are some of the abjectives governments
hiave sought i underntaking privatization progratus:

¢ Reduce finanaal dram on governments generate
NeW Tevenue sources

* Unlock capital frozen in non-productive govern
ment investments

* Rednse the 1ole of the state in commerce!
mdustvagriculune

¢ Generate domesstudinternational husiness
contidence

* Attt baek domestic (light capital from abroad

* Ativact foreign captial investment andion
know-how

* Broaden domestic equin ownership — areate new
sharcownees

* Stimulate growth of domestic capital markers

¢ Convert foreign debt into investoent through
debtiequin swaps

* Remove government interlerence in operating
decisions

¢ Free government officialy to focus on policy in-
steadt oi operations

* Create growth-oriented jobs instead of make-work
Jabs

* lmprove customer servicehatistaction

* Improve decisions on allocations of Timited
capital resources and human resources

An important first siepoin privatization is the
development of an overall plan so that the process can

move ahead inan orderly and well thought-our win, The
Center has developed wset of guidelines for a country
privatization stiategy and has qualiticd experts to work
with USAID Missions and governments to adapt these
guidelines to meet the pavticular needs of a conntry
ready to move forward with a plan foi privatization,
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While a country's needs may differ. the following at
tempts o highlight the major areas 1o be considered:

* Analvze the policy eavironment and develop
priority list for paiiciflegal changes:

Government commitraent to privatization
Legal haniers 1o privatization
SOF <shurve of thie economy
Regulatory censtraints on the private sector
Tax climate (theory and practice)
ftent of the intormal ccononn
Trends in capital lows

¢ Determine potential market receptiviny:
Availubility of entreprencurial skills
State of tinancial markets
Foretgn innestor interestirestrictions
Non-traditional sources of funds
Potential ton emplovee ownership

® ldeuntify critical issues and how 1o deal with
them:
Excess ~athing
Bureaucratic resistance
Risk of over-valuation
Potential exploitation by oligarchslcronvism
ranster of monopoly position to private
control
Protection of people’s national patrimom

o ldenuty atfected parties and perceptionsimotives:
Government ministers and civil service
Militar
Fmplovees aad organized tabom
Political parries and general pablic
Media and academia

* Develop public avareness progran:
Policv paper ta sapport privatization
Train discussion leaders
One-on-onelgroup dislogues with affected
parties
Press briefings

* Establish organizational authoriny framework for
valuation and appraval of busers and terms of sale

® Establish velative importance of nrivatization
objectives

* Develop ranking system for order of privatization of
SOE™ giving ceffect to appraisal of:
Potential saleability (investor interest)
Extent of serious impediments and time 10
alleviate them
Degree ot political acceptabilin
Potential to impact favorably on cconomy

® Prepare an inventory of SOE's and summarize basic
data and financial highlights

¢ Select enterprises to privatize — near and medium
term

e Determine petential market receptivisn

* Develop implementation plans tor specitic
enterprises:

Establish valuanion ranges for near term SOE's

Identify and deal with political issues

Initiate any necessay presale restructuring

Select privatization mechanism — full/partial
divestiture, asset sale liquidation, contract-out
or let the private sector take over. Consider
“Golden Share” option.

Look for wasvs to maximize emplovecfcustomer
participation

¢ Develop amarketing plan; analyze potential buvers
or sources of capital: prepare appropriate marketing
material

* Develop negotiating strategy: imvolve emplovees,

creditors as indicated

* Provide for aftersale monitoring and assistance

o

JEQUITY EXCHA

A number of countries hive been engaging in
debticquity. “swaps™ as a means of aeducing their
mternational debt burden. These have generalls,
however, heen Hmited because — i the ivpical case
done so far mew investment from abroad) — the tran-
saction leads to maonetizing the debi involved when it
becomes domestic, and this can add o inflationary
l)l‘l'\\lll('\}

In contrasi, the use of proceeds from a debr equiy
swap transaction to purchase the assets or an equity in-
terest inoa SOE being privatized does not Jead 1o
monetization of anv national debt. making i an attrac.
tive ncans of acconiplishing privatization and den
reduction without intflationary consequences,
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carred

In somewhat less than two vears we have
ot a variety of assignments in over 30 countries and
have learned i great deal. Some kev fessons are set torth

below:

1.

about a successtul transfer of contol of a SOF o the

Privati-ation is a4 process, not an act of im-
plementation. It takes fr longer bring
private sector than we initially estimated: it may happen
onlvin stages and i is necessary 1o have both patience
and persistence to see it to a conciusion.

2.

social consequenues,

Privatization is a political process first and
forcmosti it dso has finandial, cconomic and
Agoverament or i USAID mission
or a techmao! advisor overlooks the political risks
great peril.

3.

tion on ideolovical grounds, Governments underntke

The

advisor o getmte touble is to nrge privatiza

casiest way for 4 government o1 an

privatizaton for very practical, nonddeological 1easons
Thevdo it when they recognize that due to the hunden
of high fevels of international debt they can no longe
aftord the Tuxury of SOES and thes
cannotsupport the hortowing that may be requived to

monev losing
finance the capitad requirements even of those which
page

show profits tsee Wi Privanzes” 1. above).

4,

government.

Privatization will not make phice without the
tiom public commitment of the leader of the
[his must be cear and repedted inoa
variety of wavs to assure that bureaucratic and other
resistance Gin he overcorme,

D.

selection of trgets, establishing priorities, an approach

A country strate 2 o carnving out eivatizae
tion must be carctully planned. Thisimvolves

tovaluation, an assessment of affected parties and plans
to gain their support or minimize thewr resistance, and
a program for initial transactions which will demon-
strate real and recognizable benetiss in concrere ternme,
A government would be ilbadvised o pick an SOF tor
privicization without regard to its potential for success
and thus its impact on future follow-on transactions.

individual in the host

~ A dedicated

t)- governtnent must be charged with carrving
out the process. with full execurive support but with
the personal skills and energy 1o see it through to com-
pletion. Experience has shown that without such direct

leadership the program will fail.
7 Successt ] privatization programs depend
o upon carefully engendering broad supporc
among government ministers, burcaucrats, labor and
the public generally. Organization of meetings and

conferences, and development of a public relations pro-
gram can be key o avoiding political and other attacks,

An elfective privitization progrian must
8. assure the broadening of ownership of capital
resources; the alternative is the risk of graft or cronvisi,
i the transter and the possibifing ol subsequent reversal
on political grounds. Consideration shoald be given 1o
sales to cmplovees and perhaps customers, public

otterings and sales 1o pension and mutaal funds,

9 It has hecome evident that the Lack of a well

developed capital marker (often felt 1o be a
major obstacle to the distrihution of shares) is not a
problem. In amostany counny worldwide it an atrac
tive securiiy is offered owith appropricte publicing,
private mvestment funds will be forthcoming, even it
they Tune to be brought hack from abroad as aretarn
ol flight capital In Lact sales of SOFs ) the public mav
be expeated 1o encoutage the deselopment of capital
inarkets

10.

the country and the avaitability of capital it must ke

[ he method used fon disposal or transfer
of speafic SOFE must be appraopriate o

into acoount the qualite of potential management and

must recogiize the conceins of burcanarats and
cmplovees, Success will depend on the albiliee of the
enterprise to adapt o tree market forees on it it is the
transfer ot a public monopoiv ta the privace sectot,
government regulation must be pravided to the exteng

required.

PRIVAT ZA _I’ON

A good example of the work of the lenter is the
privatization program undestaken by the government
of Honduras, in which the Center assisted in both the
program design and its implementation,

While privatization is underwav in various modes
i mam countiies, Honduras has become a busy and
innovative Laboratory in which the politics, strategies,
institutions, and technical procedures are being tested
on a dailv basis Honduras is a poor nation, at the very
Central
military crisis; it would not seem to be tertile ground
for privitization. Yer the
countryv's difficult environment, sees privatization as an

center of the American geo-political and

Government, despite the

imperative 1o stanch the wastetul drain from its deficit
ridden budget, and strengthen its cconomy by selling
the inefficient or paralveed 3OE's to
entreprencurs . who  would  restructure  them
thereby increasing output
emploviment. Honduras” interest iz rivatization began
in 1983 and cvolvea into legislation in 1985 By 1986,

private
into

productive assets, and

Continued on page &.
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Honduras: A Creative Laboratory for Privatization,
continiued from page 6.

a complete privatization project hud heen designed and
approved.

To this end, Honduras, with USATD's assistance, has
created the policies, public support, Eiws, govermiment
mechanisms, regulations, methodologies, and
negotiating  rules for achieving its  privatization
objectives. The Government's priovity is the divestiture
of some 60 companies currently owned by CONADI
{the Natonal Investment Corporation)  and
COHDEFOR ithe Honduras Corporation for Forestiy
Development. These enterprises include stute-owned
suppliers of cement, sugar, textiles, gatments, hotel
rooms, steel products, condiments and juices, nulk,
butter and  cheese, Tumber and wood  products,
chemicals, phanmaceuticals and transport services, The
book salue of these companies before necessary write:
ofts was the equivalent ot more than $500 million, and
the Government's investiment excecded the equivadent
of S300 million, an immense amount for an ecenom
the size of Honduras,

1he Center has aresident field team in Honduras
which s ofticial parcof the Government's privatiza
tion process. The “lechnical Working Group” cone
sisting of three prindipal advisors and numerous shorr
term specialint, provides technmical assistance i all
wpecty of prisatization, icluding valuetion, marketing,
financing options. negotiating strategy aevelopment.
public relations, emplovee ownership, and identifica-
tion of potential private investors. [n operation since
mid- 1987, the Technical Working Group has developed
aschedule for a number of divestitures, starting in 1987
with the sale of & metal prodocts plant a furniture fac
tory and o foundry, the Latter heing aided by use of a
debtequity swap transaction. At the moment, there are
twentvsix enterprises in the pipeline: eighty expres:
stons of interest have been received for these enter-
prises, a third of them from foreign buvers,

Privatization in Honduras is working, The process
iy longterm, politically sensitive. and technically com-
ples. Documenting the lessons learned in Hondaras i
an important tunction of the Center in contributing
to the nascent science and art of privatization. These
real-life cases of problem-solving are primary source
material for use by all countries embarking on the
challenging venture of privatization.

" THE CENTER’S

- EXPERTS -

We are pleased that the privatization experts we
have deveioped vesvlted in the almost uniform high
marks USAID mission personnel around the world gave
us in a formal evaluetion of the Center late in the
Spring of TY87. We attribute this to several factors: (1)
caretul selection from the widest possible st of
available candidates with emphasis on familiarity with
the country and geographic area to the maximum
extent possible; (2) emphasis on selection of individuals
who tdeallyy have had asuccessful private sector career
and understand where itis they are irving o help take
activities of the host country (whose officials mav
themselves have litde understanding of the private
secton), but also have had some exposure o govern-
ments, so that they are hkely 1o have patience and an
understanding of the potential political hazards; (3)
extensive advance preparation of consultants for then
assignments by the Center so they have the tullest
possible benefitof accumalated worldwide experience
in privatization,

Lhe development of privatization expertise is the
uhtimate tocus of practically all the work of the Center,
and it s what distingaishes the Center fiom other
organizations  providing  consultants for work in
developing countries. Owm research assembles informa-
tion about privatization whevever i iy underway, We
follow ail publications thar deal with privatiznion,
Debricting of our consultants in-depth on their rennn
from the field is directed woward gathering thei tor
maland mtormal experience and insights, particulanly
on new developments they had not previonshy en-
countered and how they dealt with them. We distill this
into constant revision and expansion of aur materials
provided 1o consultants in advance ol their rips.
Members of onr statt and some of our consultants con-
duct, attend, and advise on conferences and training
programs on privatization arouna the world. Fyvery six
weeks or sowe hold one of our Privatization Dialogues
in Washington, which are attended by our consultants
and other pracitioners, academies vith a0 particular
involvement in privatization, and representatives of
USAID and multinational donor orgarizations active
in the ficld. The purpose af these fooused discussionss
is to share experiences and seck o derive aceeptable
new insights into privatization techniques, pitfalls, ete,,
which we can in wirn digest and disseminate to our
consultants.
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CENTER PUBLICATIONS

Occasional Papers

Country Privatization Strategy, July 1987,

Privatization Matrix Database, Julv 1987.

Privatization Mini-Case Study Summaries. No. 1, Togo: No. 2, Belize; No. 3, Jamaica; No, -,
Guinca/Conakry.

Quarterly Bibliographic Report. (Update of privatization reference database utilizing USAID
Microdis software,)

Why Privatize? June 1987,

Borgaui, Joseph J. L. Grav Cowan, Ronald Ivev, et al. Valuation of State-Owned Enterprises,
December 1986,

Edwards. Howard W. Successful Approaches to Privatization: A Conference Paper. July 1987,

Edwards, Howard W, Conference Scope Definition Paper, Ovtober, 1986,

Floor, Richard E. Divestiture of Underperforming Assets, May 1985,

Giroday, Jean de la. Development of a Country Privatization Strategy. February, 1986,

Hotvedt. AL Peter Thomas and Sinan AKisik. Afvica Telecommunications Study, October, 1987,

Johmson, Gordon OF. Privatization iv Developing Countries, Testimony to the President’s Com-

mission on Privatization, lanuary 1988,

Thomas, Peter Ao Debt Equity Swaps: A Review of an Underutdized Privatization Mechanism,
November 1987
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