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The objective of this report is to examine the various types of financing instruments 
that can be used to finance privatization transactions. The study was commissioned by 
AID's Global Bureau's Office of Economic and Institutional Reform (G\EG\EIR) through 
a buy-in from the Africa Bureau's Office of Sustainable Development (AFR/SD) under 
the Privatization and Development Project (Contract No. DPE-0016-Q-1002-00). Under 
the PAD contract, SRI is a sub-contractor to Price Waterhouse. 

This report examines the following privatization financing mechanisms: (i) initial 
public offerings (lPOs); (ii) private sales of shares; (iii) mass privatizations; (iv) 
employee/management buyouts; (v) investment funds, pension funds and other 
institutional investors; and (vi) other unconventional financing techniques including bond 
financing, debt-equity swaps, and venture capital funds. 

The report examines different types of financing available, how they work, who 
is involved, what the conditions are for their success. Each chapter addresses the main 
advantages of a privatization financing method and the principal players involved in its 
implementation. The different privatization financing techniques are assessed as to extent 
that they promote capital market development as well as broader share ownership. 

The project was undertaken by Ophelia Yeung, Tonia Callender, and Peter Boone 
of SRI International under the supervision of John Mathieson, Executive Director of 
SRI's Economics Practice. The report synthesizes information collected from literature 
reviews, interviews with representatives of official and government organizations, and 
field work by project team from other past projects. The findings and recommendations 
of the report, as well as any errors and omissions, are solely the responsibility of the 
study team. 
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Worldwide privatization activities over the past decade have yielded a rich source 
of experience in alternative techniques to finance the gradual, partial, or total divestiture 
of state-owned enterprises. Given the shortage of capital and liquidity in many developing 
countries, particularly in Africa, it is necessary to develop and utilize the most effective 
and useful financing mechanisms to both finance privatization transactions and deepen 
capital markets. 

It is estimated that between 1988 and 1993, 2655 non-voucher-based privatization 
transactions have taken place in 95 countries worldwide, yielding US$27 l billion in 
revenues. Developing countries accounted for 85 percent of all sales and 35 percent of 
revenues generated. In terms of privatization techniques, direct sale was by far the most 
widely-used financing method, accounting for over 80 percent of the transactions. As a 
distant second, initial public offerings accounted for another 12 percent. Other methods 
such as joint ventures and management/employee buyouts accounted for less than 2 
percent each. 

Privatization, which involves the transfer of management and/or ownership of 
formerly state-owned enterprises to the private sector, is essentially a financial 
transaction. While some privatization financing mechanisms require less initial 
involvement in capital markets than others, most practitioners would agree that overall, 
capital market development provides an important vehicle for supporting and sustaining 
the privatization process. Experience has shown that the presence of even a rudimentary 
capital market can help nurture the privatization progress by providing a means to broaden 
share ownership among citizens, as well as to mobilize resources to finance privatization. 

Without a functioning capital market, governments may be forced to sell SOEs to 
groups such as wealthy family groups or foreign investors, which may run counter to the 
goals of privatization or may be unacceptable from political and equity standpoints. On 
the other hand, privatization can serve to stimulate and deepen nascent capital markets in 
developing countries by providing an increasing number of new securities to the market, 
introducing new concepts such as buying and selling shares, and creating a new class of 
capital owners. 

ExecuJive Summary iii 
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There are several important, direct linkages between the use of privatization 
financing instruments and the development of capital markets. Most of the conventional 
and unconventional financing methods discussed in this report contribute to the 
development of capital markets by: offering investors additional long- and short-term 
instruments which provide different returns, while simultaneously helping to complete 
privatization transactions and providing cash to the government. The instruments 
discussed in this report offer individuals and institutions the opportunity to make 
reasonable judgements about the risks and reward of their investments. These instruments 
also allow countries to classify risks and opportunities better than in the past. 

Public offerings help develop the securities market, which in turn provides private 
companies access to the capital resources of the broad market. This will help meet the 
investment and working capital requirements of the company before and after 
privatization. Another linkage between privatization and capital markets relates to the 
need to induce company managers to make essential measures to enhance company 
performance.- Enterprise managers are more likely to change their behavior and actions 
to maximize earnings wqen they are held accountable by an active, informed group of 
shareholders with a vested interest in enterprise performance. 

Mass privatization encourages the development of capital markets in many 
countries by offering a medium of exchange for the sale of state owned property to the 
private sector. Voucher coupons under mass privatization allow privatization transactions 
to take place quickly and efficiently and permit widespread participation. 

Most of the :financial instruments discussed in this report also help to broaden share 
ownership by making purchase feasible to buyers who might otherwise be excluded. 
Those instruments which have the greatest impact on encouraging widespread local 
ownership of shares are initial public offerings, bond issues, mass privatization, pension 
funds, ESOPs, and special government :financing schemes offering concessional :financing 
or deferred payments to small local investors. 

Privatization Instruments That Can Be Used in Africa .. 

Most successful privatization programs in Africa use a variety of privatization 
methods and range of financing instruments, thereby maintaining a diversified 
"privatization portfolio". The :financing of privatization transactions is constrained in many 
African countries because capital markets are generally narrow and underdeveloped. 
Relatively few local companies and individuals have accumulated enough capital to 
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provide sufficient equity in their privatization bids. In addition, in many countries 
conventional long-term debt financing is not available from the commercial banks. 

In many African countries, financing constraints stem from weak financial systems 
including banking systems without sufficient capital and liquidity to finance the 
privatization acquisitions. When long-term capital is available through African banking 
systems, it is usually offered at very high nominal interest rates. In other African cases, 
the governments put SOEs on the market through public offerings while simultaneously 
offering high-yield, low-risk government bonds. In these cases, the poor timing of the 
sales dampens the market for some of the SOE share sales. 

If local investment is to be tapped, creative use of new financial instruments may 
be required. The shortage of capital and liquidity in many African countries will make 
the privatization process more difficult, but solutions can be found to facilitate buying. 
There is no one method of sale or financial instrument that is appropriate for all 
situations. African privatization agencies should be creative in finding the most 
appropriate methods of sale and financing instruments to fit the circumstances . 

. Public flotations are appropriate for larger, usually more profitable and well­
managed companies that can attract large number of investors from the general 
population. Public flotations encourage broad shareholding, and facilitate distribution of 
wealth. They are generally characterized by openness and transparency and accessibility 
to small investors. Public share offerings have the disadvantage, however, of being 
technically complex, time-consuming, and requiring significant technical input from 
lawyers, investment banks, and accounting firms. 

When significant management or technical expertise is sought for a company, 
private share sales, through competitive bidding or direct negotiations, might be the most 
appropriate privatization method. These types of sales are usually financed by the 
existing equity capital or access to debt finance by the purchaser. However, in the case 
of a private placement, specific investors (usually institutional investors) are offered 
shares in a company (often for a minority ownership position) after the strategic investor 
has already been identified. 

Institutional investors such as pension funds and overseas mutual funds are an 
excellent source of portfolio capital that can be tapped for privatization investment. Most 
often these institutions are interested in investing in well-known "blue chip" type 
companies through public flotations or private placements. Overseas mutual funds are 
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most interested in investing in a country that has several companies for sale with some 
depth to the market so that they are not constrained if it they want to resell their shares. 

Management/employee buyouts are a useful means of transferring ownership to 
SOE management and employees. MBOs and EBOs are often undertaken for small 
companies that would otherwise have trouble attracting buyers and financing. Many 
existing SOE managers lack the savings and capital necessary to purchase shares with 
cash. Because of their low capitalization situation, many commercial banks, particular 
in Africa, are reluctant to finance these transactions. In many African countries (e.g., 
Ghana, Zambia, Tanzania, Kenya, etc.), M/EBOs often emerge as highly-leveraged 
transactions that must be financed through some sort of government assistance, including 
concessional loans or deferred payment schemes. 

Mass Privatization is common in Eastern Europe and the former Soviet Union, but 
has not been utilized to date on the African continent. The main appeal of mass 
privatization is the speed, widespread ownership, and volume of companies that can be 
transferred to the private sector under this "Big Bang" approach. The main drawbacks of 
this approach in the African context are the limited amount of revenue to the governments 
from the sale of companies, and the inability of the system to target strategic investors 
who may be best qualified technically and financially to run the company. However, this 
problem may be circumvented in Africa by combining mass privatization with IPOs, 
strategic sales, or other more conventional forms of privatization to raise revenue. 

With the exception of government financing, most unconventional financing 
techniques, such as debt-equity swaps, bond financing, and venture capital funds have 
been rarely used to finance privatization transactions in Africa. However, unconventional 
financing methods can be utilized in countries where the existing financial markets are 
weak, investors have limited liquidity, and long-term financing is not widely available. 

Medium-term bond instruments can serve to mobilize private domestic capital to 
finance privatization even in countries where the capital markets are rudimentary and 
underdeveloped. However, issuing bonds involves fairly high fixed transaction costs and 
is thus more appropriate in cases where large sums of money need to be raised. In 
countries where large debt overhang would significantly deter investors from buying 
privatized SOEs, debt-equity swaps can serve the dual objective of privatization and debt 
reduction, thereby enhancing a country's investment climate. 
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Unconventional financing techniques are used to encourage local ownership, direct 
ownership to certain ethnic groups, or to target some type of buyers such as foreign 
investors, who may be otherwise not interested in purchasing the company. 

Recommendations for Overcoming Capita/, Constraints in Africa 

In many African countries, the shortage of capital and liquidity is making the 
privatization process more difficult, but solutions can be found to facilitate buying. The 
following strategy is recommended for African privatization programs as a means of 
overcoming the severe capital constraints and encouraging local ownership: 

.. Encourage buyers with limited capital to find financial partners, either 
national or foreign. 

Utilize public offerings to encourage broad shareholding and facilitate 
distribution of wealth. IPOs are accessible to small investors and help tap 
wider capital resources than most other financing instruments. 

.. Pursue measures to widen share ownership (discounting and set asides on 
shares, establishment of mutual funds, ESOPs). 

.. Be cautious of deferred payment schemes and seriously consider action for 
payment arrears or default. 

.. If few qualified buyers emerge at the valuation price level, reduce price 
and/or clean up balance sheet to encourage buyers. 

.. Utilize unconventional financing techniques such as bond issues, debt-equity 
swaps, and venture capital funds, to fit the right circumstances and provide 
additional untapped capital to fund privatization transactions. 

Try to establish or tap venture capital funds through such sources as donors, 
private financial institutions, or from the proceeds of privatization sales. 

Executive SummQI'] vii 
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WORLDWIDE EXPERIENCE IN 
ALTERNATIVE PRIVATIZATION FINANCING :METHODS 

linkages between Financial Systems and Economic Development 

Effective capital markets are indispensable to the pursuit of sustained, broad-based 
economic growth. Financial systems play a critically important, central role in the 
activities of all economies, principally, the aggregation and allocation of financial 
resources. They continually change to meet evolving patterns of savings, fiscal 
conditions, institutional arrangements, and availability and demand for funds. In the 
broadest sense, an efficient, well-developed financial system offers many benefits to a 
country and its citizenry. These include: 

> Making a country's financial system and its political and economic environment 
more stable. 

Helping to promote growth and employment by expanding the range of financial 
instruments, offering investors different combinations of risk and reward, which 
in tum, help raise the total volume of domestic savings and investment. 

Helping to promote greater public participation in economic growth by opening up 
opportunities for more people to be involved in the financial system. 

Facilitating access to international capital. Foreign investors are encouraged by 
efficient financial markets, because they generally prefer to invest in countries 
where their funds are complementing, rather than replacing domestic savings. 

The primary role of the financial system is to mobilize resources for productive 
investment. It provides the principal means for transferring savings from individuals and 
companies to private enterprises, individuals and others in need of capital for productive 

For a detailed discussion of rUla.DciaJ sector reform and privatization, see Reformin& Financial 
Systems by Zank, Mathieson, Nieder, Vickland, and Ivey, 1991. 

I. Financial Market Development and Privatizallon I-1 
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investment. Any domestic financial system is composed of three sets of activities: saving, 
bo"owing, and intermediation. 

D Mobilizing Domestic Resources: Saving. Well-functioning and well-developed 
financial·systems encourage savings and allocate resources to higher-yielding investments. 
Savers can make their surpluses available to investors by, in effect, purchasing financial 
assets. The financial system mobilizes savings and increases liquidity by providing asset 
holders with attractive (in terms of yield, risks, and liquidity) financial claims. In the 
absence of developed financial systems, only investments financed by individual savers 
or close-knit groups of individuals would be possible (as is evident in many developing 
countries). 

D Employing Capital Productively: Borrowing. Financial systems provide users 
of capital with access to funds at reasonable terms and conditions. If conditions placed 
on the borrowers are excessively onerous, the capital formation process will be retarded 
or adversely biased. 

D Facilitating Savings and Borrowing: Financial Intermediation. Financial 
intermediation is the important function of aggregating savers and borrowers and 
transforming financial assets into financial liabilities. In the credit market, financial 
institutions "intermediate" between, or match, the assets preferences of savers with the 
liability preferences of borrowers. Another way to mobilize domestic resources through 
intermediation is through the development of equity and securities markets. Equity 
financing provides an alternative to debt financing. It also offers new opportunities for 
investors and for broadening the ownership of economic assets. 

The size and the strength of financial systems are the cumulative result of a large 
number of variables. Among economic factors, capital markets are often a mirror image 
of a country's absolute level of development, since the supply and demand for capital rise 
with increasing incomes and production. Very few developing countries have 
sophisticated capital markets because financial system evolution is a lengthy process that 
tends to lag behind the development of other sectors. 

The lack of effective, "formal" financial systems in developing countries creates 
a vacuum that often is filled by "informal" financial markets. Informal markets are those 
that operate outside conventional rules and institutions, and typically consist of 
professional and nonprofessional money lenders, extended family investment "clubs," 
merchants, private pawnshops and finance firms. Compared to formal markets, informal 
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markets are less efficient because savers tend to receive lower interest rates and face 
higher risks, while borrowers generally pay much higher rates of interests. Thus, both 
savers and borrowers ultimately benefit from the development of a legal, effectively 
regulated financial sector. The following table summarizes the typical financial sector 
constraints facing developing countries. 

Low per capita income - Low marginal savings rate 

Skewed income distribution - Concentration of capital 

Economic concentration in few sectors Q' Limited lending/investment opportunities 

Inflation Q' Reduced incentives to save and invest in 
financial assets 

High debts Q' Limited capital availability 

Management inexperience in financial - Inhibited performance of banks, reduced 
and other sectors ability of borrowers to repay loans 

Lack of real assets Q' Decreased supply of funds 

Family ownership - Fear of losing control 

·· · .• /lt[sults · 

Government ownership 131' Reduced efficiency 

Interest rate ceilings Q' Lowered ability of banks of attract funds 

Excessive regulation Q' Decreased freedom to seek investment 
di versification 

Portfolio selection restrictions Q' Limited investment alternatives 

Excessive taxation - Reduced financial returns to investment 

Budget deficits/mandated bank 131' Crowding out of the private sector 
purchases of government paper 

Barriers to entry Q' Reduced competition and efficiency 

Overvalued exchange rate 131' Reduced export returns; capital flight. 

Source: R(,(orminr Financtnr Systems. by Zank, Neal, S., MaJhieson, John A., Nieder, Frank T., Vick/and, 
KaJh/een D., and Ivey, Ronald, J., Greenwood Press, 1991. 

I. Financial, Market Development and PrivaJiz.aJion 1-3 
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While the factors and policies described in the above table are not present in every 
developing country, more often than not they represent a reasonably accurate picture of 
the operational characteristics of money and capital markets in many nations undergoing 
privatization. Often, the end result of these and related variables is a "repressed" and 
underdeveloped financial market, characterized by the following: 

+ The formal capital market is "thin and narrow." It offers a limited pool of capital 
and few financial instruments to fund productive ventures of private enterprises or 
large-scale privatization. 

+ The stock market consists of several large firms, and trading activities are 
dominated by a small number of wealthy individuals or groups. Equity ownership 
is not disseminated among the broad public. 

+ Small, domestic investors are suspicious of the local capital market and tend to 
hold their savings in cash, gold, precious metals, foreign currencies, and low-risk 
investments such as short-term government savings bonds, which usually yield 
below-market returns. 

+ Low rates of return and capital flight reduce levels of capital stock and rates of 
capital formation. 

+ Small and medium-sized private firms have limited access to credit and equity 
capital from foreign sources. 

Often it is within this type of environment that many developing country 
governments have to devise a financing strategy for their privatization programs. While 
underdeveloped capital markets pose enormous challenges to privatization financing, 
country experiences have demonstrated that a variety of innovative methods can be 
employed to implement a successful privatization program. Many of the principal 
methods will be discussed in this study. 

linkages Between Capital. Market Development and Privatization 

There are several important, direct linkages between capital market development 
and the ultimate success of the privatization process. 

I. Financial Market Development and Privatization 1-4 
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The need for a medium of exchange of share ownership. The success of 
privatization will depend on the ability of capital markets to provide a medium of 
exchange between the government and the private sector, as well as among private 
shareholders after privatization. This is especially important in the case of mass 
privatization and in developing countries where there is little liquidity in the market. 
Very often, public support for mass privatization has been garnered on the premise that 
citizens will eventually benefit from the ownership of private enterprises. As privatization 
transforms citizens into shareholders, there will be rising expectations that shareholders 
can trade their shares in a liquid capital market and convert them into tangible, monetary 
gams. 

Lagging capital market development could jeopardize such public support for the 
overall privatization process. This problem has been evident in several NIS states where 
the slow development of the capital market has prevented the establishment of voucher 
and share trading. The illiquid secondary market has led to discontent among some 
segments of the public in those countries. 

The need for privatized companies to have access to capita/,. Many new owners 
of privatized companies, especially those achieved through mass privatization, have 
limited cash resources to meet the working capital and investment requirements of their 
enterprises. Lack of both short-term liquidity and long-term capital are some of the 
greatest constraints hindering the success of post-privatization restructuring in many 
countries, particularly in the NIS. A well functioning capital market can contribute to 
privatization and the overall transition to a market economy by channeling savings of 
individuals and institutions to finance viable long-term and short-term investments which 
support enterprise restructuring and expansion. In addition, a financial system which 
effectively mobilizes savings and channels them to promising investments intensifies 
competition among firms to develop viable business plans and contributes to improving 
the overall efficiency in the economy. 

The need to establish corporate governance and carry out necessary post­
privati.wti.on restructuring. It is not uncommon for enterprise managers to resist painful, 
but essential, restructuring measures which would enhance enterprise performance 
following privatization. Managers are more likely to change their behavior and actions 
to maximize earnings when they are held accountable by an active, informed group of 
shareholders who have a vested interest in enterprise performance. However, 
shareholders can only exercise effective ownership control if they can monitor enterprise 
performance and select top management. In a functioning capital market, dissatisfied 
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shareholders are free to dispose of their shares as a recourse, thereby reducing share 
prices and sending a strong message to management. 

In addition, private companies themselves rely on capital markets for financing 
capital and other investment, the cost of which will depend on the market's perception of 
the firm's performance, reflected in its share price. This pressure to raise funds in the 
capital market should ultimately encourage management to perform or be replaced. 

:·::.:::.·::·:- ' : -: .. ·:·:. :-·:---:.-><' ·:>-- '. -·:::'- :, :.: . ::: . . . : ',,,,,'. . 

Ei< ... ·············A$•of. micl~1995, •.. thejntematio~atFinance ·Corporation has implemented .. 22 
advisory assignments. and 761nvestments worldwide which have resulted in· privatization 
sa1es. A,rot1f1d 35 pf thos.e have been the first privatization in the country, or in a key 

Ysectoisuch as infrastructure or banking. About 1 o transactions have featured firsMime 
.or early µses of foreign direct .orporlfo/16 investment or joint· ventures in the . country. 
Ov(3nJ1/, th~re have L been arpund . 20 examples< of• IFC-facilitated . capital · mafket 
developments new to the country related to those prll/atization transactions. 

~()Bf~~: •• er&adia(;ol1:•·•pnnCiptes···aad~ct1ce.•1Fc,··1·995, •. 

There are also other symbiotic relationships between capital market development 
and privatization. In many cases, privatization introduces new concepts in corporate 
governance and brings private voices to the board room of enterprises for the first time. 
Borrowing from banks becomes more commercial and depends less on political pressure. 
Often new forms of financing are raised in domestic or international capital markets for 
the first time. Large privatization will have a more dramatic effect on the capital market 
by providing a large supply of securities and a variety of corporate assets to the capital 
market. This not only increases a country's access to international direct portfolio 
investment and finance, but also stimulates domestic savings and investment. The success 
of a privatization program ultimately rests on the capability of domestic savings and 
investment and the viability of the capital markets to support it. 2 

2 IFC, 1995. 
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Achieving Broad Share Ownership through Privatization 

An important objective of privatization in many countries has been to widen share 
ownership among small local investors. Broadening share ownership can serve several 
important social and economic goals: 

.I Widespread share ownership helps to spread gains of privatization and contributes 
to a more equitable distribution of wealth in the society. In some countries, 
privatization is viewed as an opportunity for redistributing wealth. In Malaysia, 
for example, a collective investment scheme was designed to redistribute wealth 
to members of an ethnic group which was economically under-represented. 

I. Financial Market DevelopmenJ and Priva/iz.ation 1-7 
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.,' Spreading gains of privatization helps to safeguard privatization progress by 
transforming a large segment of the public into stakeholders in a market-oriented 
economy. It also leads to greater public participation in the privatization process, 
increasing its political acceptability. The United Kingdom, for example, trebled 
the number of shareholders through privatization, while France's goal was to 
quintuple it and spread ownership so widely that companies cannot be re­
nationalized. 

Privatization may help stimulate capital market development by increasing the 
supply of assets available to domestic savers, which may lead to increased saving 
and to the substitution of shareholding in privatized enterprises for cash holdings, 
and real and foreign assets. 3 

To broaden share ownership through privatization, some countries have set limits 
to participation on particular groups, delineated by nationalities, residencies, and ethnic 
or social groups. For example, Japan did not allow the foreign purchases of NTT shares, 
and the French privatization program restricts foreign share ownership to 20 percent. 4 

Concerns for increasing local participation are one of the principal reasons why 
privatization has proceeded so slowly in several African countries, such as Cameroon, 
Nigeria, and Kenya. 

Several mechanisms have been employed to encourage widespread ownership, 
including: employee discounts and stock ownership plans; share allotment plans and share 
restrictions; voucher systems; special incentives; and extensive publicity and promotion 
in public offerings. All of the above mechanisms will be discussed in detail in this report 
in the context of privatization financing methods. Overall, several important lessons have 
been learned on those methods in promoting widespread ownership: 

w Employee discounts and stock ownership plans create profit sharing opportunities 
for labor and have proven to be effective in spreading ownership across wider 
classes of investors and, in some, cases, have even won labor support for the 
privatization process. However, experience in several NIS states, including 

3 The lack of savin~ and liquidity in the local capital market have often made it difficult to 
encourage local participation and wider shareholding via the stock market. To circumvent this constraint, some 
countries have adopted voucher-based privatization programs which did not require a large amount of upfront 
cash from small investors. 

4 Mamadou Dia, 1992. 
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Russia, also shows that relying on an ESOP as a principal privatization method 
may lead to problems in imposing corporate governance or inducing restructuring 
in privatized firms. 

Individual shareholding restrictions which apply on a case-by-case or an industry 
basis are more flexible and less cumbersome than enacting special legislation which 
restricts shareholding across sectors and industries. For example, flexibility in the 
Malaysian approach has allowed the creation of holding companies which comprise 
an ethnic Malay majority together with less "acceptable," but financially more 
powerful, domestic and foreign interests to purchase major stakes in SO Es. 

The voucher system (usually under the auspices of mass privatization), while 
popular in Eastern European countries due to the choice of investment that it offers 
to the beneficiaries, is time-consuming and involves high administrative costs due 
to its scope and comprehensiveness.5 

Special. incentives such as pricing shares at a discount, low interest loans, and 
payments in installments have been successfully used in ensuring the participation 
of small local investors. Financial incentives have been utilized to encourage small 
investors to hold on to their shares for at least several years, to prevent speculation 
and to reduce the risk of reversing the widespread ownership achieved. 

Publicity, promotion, and distribution mechanisms are the key to achieving 
widespread share ownership, especially in countries where the public has little 
knowledge and understanding of the concept of public shareholding. Ad hoc share 
distribution mechanisms have been successfully organized to improve the 
accessibility of the public offering to small investors. 

Broad share ownership can only be sustained and be meaningful to shareholders 
if their rights are protected by appropriate legislation and enforcement mechanisms. 
Effective ownership also requires that shareholders monitor the conduct and performance 
of enterprises. Unfortunately, excessively diluted share ownership may preclude effective 
management oversight and ownership control. It has been observed that financial 

s Voucher systems are often used in environments where hundreds or even thousands of 
enterprises are privatized at once. The high administrative costs and time involved are primarily related to the 
sheer volume of companies being privatized. The privatization transaction costs per enterprise is not 
necessarily higher, but is pos.sibly lower in voucher privatization compared to most other privatization methods. 

1. Financial Market Development and Privatwuion 1-9 
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institutions (mutual funds, investment funds/trusts, pension funds, etc.) are often more 
effective in monitoring investments for their owners or participants. This is a major 
reason for financial institutions to become more active participants in privatization 
worldwide. However, the increasing use of financial institutions has raised concerns as 
to how the rights and interests of small shareholders can be protected in some developing 
countries. The ultimate challenge of a privatization program lies in the ability to achieve 
a balance between broad-based widespread ownership and effective corporate governance 
in privatized firms. 

Privatization and Capita/Market Reform inTurkey 

(>•• .To suppoit its privatization. efforls, •·the Turkish Government .embarked .. upon a·• 
· comprehensjye capita/market <f:ve/opment t1ffort in tfle earfy 1980s. ·• •• The Government hoped 

that a mo'E geveloped capital market wouldprovide financing forits privatization program 
. whilf> the; supply of public;. enterprise .. shares ·wouldjumpstart .its. underdeveloped .and 
·.stagnated sl;c;urities marlcet~. 

·····································f~···j!~~··fhe.·foundatJ~n····for .. reactivating····its···capitaf••market,•••···the TurYJsh Government• 
enagtecf ~ (japital fTlarketlawin 1981, which establishedfh(3 9Jpital Market Board to supervise. 

··••• overalf capital fr;laf'keldevelopment. The law regiJlat(3S primary capita/market activities and 
· .. 'Js~ablisnrs .the principles of security issues, and the· duties and qu~lities of intermediaries. It 
JJutflOrizes banks ang stockmarket brokers to ac;t as .intermediaries in the primary issues 
market, and .allows the formation of investment trusts and mutual funds. To activate 

·. $ecol1da.,Y markets, regulations have been introduced to govem .. listing and trading 
.procedures, andihelstanblJ(Stock Exchange has been reactivated. · · 
::\/:;___ ' -··:::::_:_:_.: -:-_-_: -: ::- ' - ' 

r •.· ••.•.•.. The Government's capital market reform .in. conjunction with its· privatization efforts has. 
y[~fged visible success,. Before. 1980, go/dand real estate·i-epresented the main instruments 
fgf;'jJeopfe's savings duringperiodsoflow.or negative·realinterest rates .... Since the capital 
i11aiket ~form,• a majorportion .• of those.savings has shifted b.a.ckinto.theformal financial 
system. E3Y 1 ~86, 200 billion Turkish lira worth of revenue-sharing bonds had been issued, 
and thelastissue{worth 60 billiOn, was sold in a matter of hours. The/ rejuvenation and 
geveloprnent of the capital market has provided an important source of broad-based 

• p(iVatlzatidn financing in Turkey. 

~~Jrce: eh&atization & Development. Steve H. Hanke (ed.), lnternationa/Center for Economic GroWth, 
1981 • .. ·. ·. 
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l••·D~•·········· ····••INITiAI...•PUBLIC.•.otF'ER!NGs 

What is an Initial Public Offering? 

Under public share offerings, the government sells to the public all or part of the 
stock it holds in an SOE which are going concerns in public limited companies. Public 
flotation of SOE shares is the most commonly used privatization method in developed 
countries. It is also increasingly common in developing countries where there are 
functioning capital markets and mechanisms for distributing and trading shares. A 
broadly targeted initial public offering (IPO) taps into the savings of the general 
investment public to finance privatization and is aimed at dispersing the ownership of 
former SOEs among a wide segment of the population. IPOs are the primary method of 
privatizing enterprises in Western Europe and they have been widely used in the most 
economically advanced Latin America countries. 

Who is Involved in an IPO? 

IPOs are complex transactions involving a host of players in their implementation 
and participation. The services of accounting firms are required for the initial valuation 
of SOE assets and share prices. For large IPOs which are open to international investors, 
the host government often chooses to utiliz.e the services of international accounting firms. 
Investment banks are usually required to prepare the prospectus, and to underwrite6 the 
offering itself. Legal experts and attorneys are needed to ensure that the SOE attains the 
appropriate legal status as a public limited company, and to prepare the necessary legal 
documents for the IPO. For large public offerings, financial intermediaries are utilized 
to ensure a wide and fair distribution of shares. In countries where capital market 
infrastructures are not well-developed, other temporary distribution mechanisms can be 
organized, such as using bank branches or local post offices (e.g. National Commercial 
Bank of Jamaica). Finally, IPOs usually involve a large number of buyers, many of 
which could be small, first-time investors. 

6 When an investment bank underwrites a security, it guarantees to buy or find buyers for all or 
part of the security, in return for a fee. 
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WhylPO? 

While their implementation can be difficult in countries with less developed capital 
markets, IPOs offer several key advantages: 

CJ They generally target a large segment of the investment public and permit 
widespread shareholding, which helps meet the goat of an equitable transfer of 
capital from the government to the private sector. 

In developing countries in particular, IPOs often add a considerable supply of 
securities and stimulate capUal. markets activities. They also help to create a new 
class of capital owners and participants in the domestic financial markets. The 
flurry of privatization activities in Chile was the principal reason for the rapid 
expansion of the Santiago stock exchange, the capitalization of which multiplied 
nearly fivefold in US dollar terms between end-1989 and end-1993.7 

IPOs are usually characterized by openness, transparency, and accessibility to the 
generlil public. Those characteristics help diffuse suspicion that the government 
is transferring state-owned assets to powerful interests or wealthy individuals at 
below market prices, at the expense of the majority of its citizens. 

The proceeds generated from IPOs can be a significant source of revenue for the 
governments to finance privatization related activities or other general development 
projects, structural adjustment, and social programs. 

Successful IPOs and the subsequent gains in share prices serve to create a 
constUuency which will preserve the privatization transactions accomplished and 
gamer support for future privatization. Such was the case of the British Telecom's 
privatization, which was so popular with the general public that the Labor party, 
which had initially threatened to take back the shares if they returned to power, 
subsequently retracted its threats. 

How is an IPO Implemented and Financed? 

While technically this transaction amounts to a secondary distribution of existing 
shares held by the government, it is commonly handled as a primary issue. If the SOE 

7 International Finance Corporation, 1995, p. 55. 
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shares have never been listed or traded in 
the stock exchange, a valuation will be 
necessary to determine the initial offering 
price of shares. The offering may be on a 
fixed price or on a tender basis. A 
prospectus will be prepared for the 
offering, providing necessary financial and 
management information on the company, 
as well as explaining the procedures 
involved in the bidding process. The 
financial, legal and disclosure requirements 
in the country of offering must be met. 
These requirements are usually enforced 
by the securities and exchange commission 
of the country of offering. To ensure that 
the IPO is accessible to a broad segment of 
the public, an effective mechanism also 
needs to be in place to distribute shares to 
small investors and those in more remote 
regions. 

Using IPOs, a government can tap 
into the liquidity and investment savings of 
the public to finance privatization using the 
capital markets. In some countries where 

the capital markets are thin and domestic savings are limited, SOE shares can be marketed 
internationally to attract foreign investment. For example, the simultaneous flotation of 
AGC on both the Accra and London Stock Exchanges reinforced each other and helped 
boost confidence of Ghanian investors in domestic securities (See case study in this 
Chapter). IPOs may also involve incentives for employee participation, often in the form 
of a closed subscription at a discounted price. 

Privatization through conventional IPOs requires several preconditions, some of 
which may be difficult to satisfy in developing countries. Some basic requirements for 
a successful IPO include: 

> A critical mass of investment savings in the domestic economy, either in the formal 
or informal financial systems in the country. 
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> The SOE under consideration must be a viable going concern with earning 
potential or record, as well as sufficient financial, management and other 
information available for disclosure to potential investors. 

Basic securities legislation regulating the issuance and trading of shares, including 
transfer, clearing and settlement procedures, and the operations of financial 
intermediaries (banks, brokers, underwriters, etc.). 

A regulatory framework to protect the interest and rights of investors (e.g. 
reporting and disclosure requirements) and to minimize undesirable securities 
practices such as share price manipulation, speculative trading, and insider trading. 
Basic institutional mechanisms also need to be in place to enforce these regulations. 

A functioning secondary market to accommodate the second-round trading of 
shares following the IPO. Shareholders will not be able to realize their gains from 
share ownership unless the secondary markets are liquid. At a minimum, the 
secondary market could operate as an organized trading mechanism such as an 
Over-the-Counter (OTC) market, governed by uniform and transparent rules. 

Ideally, privatization through IPOs should be implemented in markets where 
investors are sufficiently sophisticated to understand the rights, responsibilities, 
risks and rewards of share ownership, and where securities markets personnel are 
trained and experienced. 

Obviously, these conditions don't always exist in developing countries undergoing 
privatization, particularly in Africa. Senegal, for example, encountered a number of 
constraints in its initial privatization program, which had employed IPOs as the principal 
privatization method. In Cote d'Ivoire, the privatization program faced a host of 
challenges, including an underdeveloped financial sector, the absence of a secondary 
securities market, a banking sector in disarray, as well as competition with surrounding 
countries for foreign capital. 

What are the Linkages between IPOs and the Capital. Markets? 

While a public offering often presupposes a liquid and functioning capital market, 
worldwide experience has demonstrated that the lack of organized and sophisticated 
capital markets does not necessarily preclude successful IPOs, if they were implemented 
with compensatory measures aimed at existing capital market deficiencies. The well-
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publicized success of Jamaica's NCB privatization demonstrates that an aggressive public 
education campaign can help overcome public ignorance and suspicion of share offerings. 
The transaction also illustrated how an innovative and well-organized share distribution 
network can distribute shares quite efficiently in the absence of other conventional 
financial intermediaries (brokers, investment banks, etc.). 

Several African countries have used IPOs selectively as part of their privatization 
program. In Kenya, five SOEs have been privatized using IPOs as of 1993, including the 
Housing Finance Corporation of Kenya (oversubscribed by three times) and Uchumi 
Supermarkets. These two firms were successfully privatized within three months by the 
sale of $15 million in shares. 8 In Nigeria, public offering has been employed as a 
principal privatization financing method since 1988. The extensive use of IPOs has 
generated "significant revenue for the Government and a growth in Nigerian capital 
markets from N8 million to over N22 million in 3 years. "9 

Countries with less developed capital markets have used IPOs in combination with 
a private sale to finance privatization transactions. In such cases, IPOs help to broaden 
share ownership among the general public while drawing on the managerial and technical 
expertise as well as the capital of strategic investors to finance post-privatization 
restructuring. Zambia, for example, has used the 70-30 formula (divesting 70 percent 
through private sale and 30 percent via the stock market) to privatize several large SOEs, 
including Northern Breweries and Premium Oil Industries. 

Elsewhere, other African countries with underdeveloped capital markets such as 
Togo, Mali, Ghana, and the Gambia have had partial success in their privatization 
experience using IPOs. 10 In fact, some might argue that the process of raising funds for 
privatization can be the vehicle for organizing existing unofficial markets and removing 
the legal and regulatory obstacles to the emergence of official ones. In reality, the 
infusion of large amounts of new securities has often stimulated capital market activities 
and encouraged the development of new financing instruments. The CIB privatization in 
Egypt featured the first new listing on the Cairo Stock Exchange in many years. In 
Poland, the privatization of the SFM furniture company involved the first underwritten 

g 
Abt Associates, 1994, p. B-7. 

9 Ibid, p.B-8. 

10 Vuylsteke, 1988, p.142-3. 
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public offering, the first primary capital increase in a private company, and a new 
mechanism for allocating shares to small and large investors. 

In addition, innovative and unconventional privatization and post-privatization 
financing mechanisms can help introduce novel financing instruments and deepen capital 
markets. Shortly after its divestiture, CTC (Chile Telecommunications) undertook the 
first Latin American equity issue in international capital markets since the 1960s and 
raised US$ 92 million through American Depository Receipts on the New York Stock 
Exchange. In 1993, CTC also became the first Chilean company to issue convertible 
bonds abroad. 

. .Th~ Sticc~§stulFfotaiion ofAGc•tl1t3hana 

···········································#iA~~diJ1~·····~~~···g~~n····a11 .. k~y·•·issue···in•···Ghana•·s···prfvatizatioh····effort .. ·.•·•While ·over .. 10J•··· $OE$ b~-r~ pf!#efJ diV()sted 'inee 1988, ·.much of· the· proceeds due (;OG . has not .. b~n 
pollectecf due 'to theJaclf of fundsi anq the ability .to !Jay by. the purohaser.• ... Thfl iecel7t, .. 
$u~Sifµlflotation• ottfl~.Ashanii·•tf.oldfield~Company(AGCJ.on.1>oth.the Aqcra .and Lol]po1t.• 
§Jqct{§~pg~s;w.a~ t~l.J~ .. a IJ18jorp00st . .t0 qhana'!prjvatiz~tion•.l'I'O~rr!.rrt•·.••·••rht; s~ock i~spe .. 

't••~¥~Y&~•v:;~iJt111~::~~~ 
1i~,~~#~'Bt~ll,~f~i~~4~*1ll~~i~t~~~i~~~, 
;~v~stor."1nsp'rtiyrp·purph~~d.tfle ... Ci()(.i's ~ptireintemstin•·pubtic corpo(1JtionsJisted:·9nthe 
~hag.la# $t0,¢k ./Ex..¢b~f,g" for; ,~25. rniJliop, which wasi one-gua,rter. of tile tc1tal marl<et. 
Rti(JU~fi#~o116f the c;.~~·.>Thpse ~OEsincltjde three• breweries, •C?n~ teba,cco company, one 

:dgsunineft: IJ{ienc~ iJ tp1J!tinaponaJ. bank and .. ~ tradif)g company. ~s of July 15, ·· 1994, ·tour 
additional Ghan/an •SOEs had recelvedbidsfromJntemationaf investOf'S. . . . 

····~u,r:····1~]va~~tion.in .. Afriea;••L~~o~s·~n~O~',,:,rtunftles,n.prf~· ~teihouse·.and.AbtAssociates•·••. ·. 
1994. . . . . . . 

In countries with rudimentary capital markets, one important issue which needs to 
be addressed concerns the level of capital market regulation which should be established 
as a prerequisite to undertaking IPOs. Disclosure and reporting requirements may vary 
from one country to another. To be sure, basic securities regulation and enforcement 
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mechanisms must be in place to prevent securities manipulation, insider trading and fraud. 
However, it is often a challenge to balance the needs for protecting inexperienced 
investors with stimulating securities market development. For example, it is not 
uncommon for the prospectus issued in developing countries to omit the cautionary 
statements on investment risks found in standard developed country investment 
prospectuses, as that language may scare off new investors unnecessarily. On the other 
hand, some developing country governments may be predisposed to overcompensate the 
absence of experienced financial intermediaries by imposing excessive regulation, stifling 
the growth of a nascent market. 

What are the Linkages between IPOs and Broailening Share Ownership? 

By seeking to transfer SOE shares to a large segment of the investment public, 
IPOs help encourage broad-based share ownership. In countries where share ownership 
has not been prevalent before privatization, IPOs may also help create a new class of 
private sector equity holders. Some countries have adopted restrictions on share purchase 
to prevent the concentration of shares in the hands of a few wealthy individuals. 

In Nigeria, for example, privatization IPO transactions are structured such that 
individuals are restricted to purchasing a limited number of shares. Since the inception 
of its privatization program in 1988, 80 percent of the shares of privatized SOE shares 
have been sold to small investors who purchased 1,000 shares or less, and 400,000 new 
shareholders have emerged from the process. The Nigerian government has also 
implemented measures which restrict the transfer of shares for the first five years. 11 

While such restrictions may help prevent speculation and share concentration, they may 
inhibit liquidity which is essential for African small shareholders and may act as a 
disincentive to broad participation. Overly dispersed share ownership may also present 
problems of effective corporate governance. 

Instead of rigid restrictions, some countries have used financial or tax incentives 
to discourage speculative trading and reward small investors for holding on to SOE shares 
as long-term investments. In a number of privatization IPOs in the United Kingdom, 
investors were encouraged to retain their shares under an incentive system which paid 
bonuses at the end of three years. In Chile, loan advantages would be withdrawn if the 
initial buyers sell the shares to a third investor before a certain period of time. 

11 "Privatization in Africa: ~ns and Opportunities,• Price Waterhouse and Abt Associates, 
1994, p.C-3. 
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Some governments have targeted IPO sales to small investors using other methods. 
In Cote d'Ivoire, the Government included educational information in the prospectuses 
for IPOs targeted at "first time" investors. In the privatization of the National 
Commercial Bank {NCB) of Jamaica, an unconventional distribution network consisting 
of bank branches and local post offices was utilized to ensure wide accessibility of the 
IPO. The share offering was preceded by an extensive public education campaign which 
familiarized the public with the concept of shareholding. The prospectus for the offering 
was also reprinted in its entirety in the national newspaper one week prior to the offering. 
The offering was oversubscribed by 170 percent and was a widely recognized success. 

ThePrivatizatiC:m oflBUSZ in Hungaiy 

The privatization of IBUSZin 1990 involved the first public offering (and first increase 
in capitaQ in the BudapestStock Exphange @SE)ln decades. IBUSZ is a broadly diversified 
financial se(l/ices groupas V{ell as Hungary'~ leading travel agency. · It had been a profitable 
company, but r1Janagement of the transformed company felt a pressing need to invest in a long-
term diversification strategyfor the company . . Thus; the main goal of the public offering was . 
foraise:1BU$Z's ~{/iSt(3{(;d papita/ by50~rcentaswell as dispose of a portion of state-held 

•. shares. Tbe management also wanted fo tap into· small investors in the international capital 
fTl.aikets,andplannedto c~nduct.a.paralie;tissue of shares in Vienna. JBUSZ's management 
~leptec:Jyieqna becaL1se fitmqary ff1Ceives a large nu1nberofAustrian (and German) tourists, 
vthP be dame fa!TJiliar With the name of IBUSZ The. Government had also hoped that the. 
paftiqipatiofrofilitemationalillvestorswouldencourageHut1garian citizens•to invest in the newly 
•<e~tablistfeg sfock exchange~ · · 

.... >• To~fnplywifh the Law on Securities,1BUSZ was required to publish a prospectus prior 
.. to thepi.J~lic offering, ·disclosingdetailedinformationon the cornpany's activities.and financial 
<position .. including data on sales, investmenJs and audited financial statements, as well as · 
· details of the proposed share issue .. IBUSZalso had to.provide annual repoits. To calculate 
the initial price of shares, a COfT1plete fnarkef valu~tion of IB~SZwas conducted byan 

·.fntemationa/ accounting firm. pueto the parallel offering planned in··Vienna, financial reporting 
has hagtoadapt tothe intemationalaccountingstandards,·which·has proven tobe challenging. 

IBUSZshares were listed in both theBSE and Vienna StockExchangeinJune 1990. 
The offering stirred considerable interest in Vienna during the first weeks, and share prices rose 
pft3C.ipitously/This hasled to criticisms t~at the shares were priced too low initially; However, 

/such criticisms were proven immature, as demand fell subsequently and share prices 
plummeted to below the original price. 
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!j!j;'"\i!r;1~~ne of th~ maidgoO/s of privaUzation in Hungary is to supporl the fo~tion of a 
share-Oltf ning .middle. class . .. 1n. order to. mebilize domestic· savings• and to accelerate the 
privatization process, two special, preferential privatization credit schemes were· being 
'.<JeyelofJfH!;itthe time .• ••Howeyer, neitherone ofthernwereinoperationduring IBUSZ's 
§haie offenng. To facilitate and encourage the participationofsmall investors, the 
(lqvelTJmentbas also allow~d a maximum of 30 percentof personal income to be 
exempted froinlncomes taxes if it is used for purchasing state-owned enterprise 
shares.···· · 

< <> . JBUSZ's public offering provided a<boost to the new stock exchange in 
Bl.Jdap&st, where 1nitfaltrading activities were quite successful. Nonetheless, the major 
players in the Budapest Stock Exch~nge had been foreigninstitutions or private 
inyestors, and the number of Hungarianinvestors was estimated at only one percent of 
the population. pue to limited interest, the second share issue by/BUSZ in 1991 was 
.sold bY rn~ans ofa private placement directed at foreign investors. · 

·:_:::::-··_ :: - ·-.:._--:--·: ... ::'.· .. ·.-

•...•.••...•... ·.···•.·•·· •fh~ dernaf1dforshares bythe Hungarianpublic has.been·limited primarily because 
gflhe srr{all amou/1(ofprivate savings available. In addition, high inflation rates and 
·coinpetitionfrommoreconventional forms of savings and investments .(such as convertible 
. cyrrency qeposits, panks accounts,. etc.)·.have reduced the• .attractiveness of stocks. 
fl.Jdhe(de~elopmenlpf the securities market would require more stable and lower inflation 
fa'.te~, 13/'Jc#lf~iligiHco.ftiJsto raise private savings . .. The low· \lolume of trading .. a/so· means 
thafstockmarket investmer>ts are relative illiquid. No rea/Over-The:.;Counter (OTC) or 
other secondary existed,. and liquidity of stocks· is. of primary concem·to.the public. For 
inoie>dorrie~tic and intemationalinvestors to become more .active on the BSE, the 
establishment. of a•·more sophisticated·.and upgraded trading .infrastructure would be 
essential. •. . . . . . . 

~o~fu.e: Me;hods· of Privatizing Public Enterprises •. OECD, .1993. 
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What is a Private Sale? 

In a private sale, the state sell, all or part of its shareholding in an SOE to a pre­
identified purchaser or purchasers. As one of the most commonly used methods of 
privatization, the private sale can assume several different forms, including direct 
acquisition by a single buyer and a private placement involving a specific group of 
purchasers. It can be used alone, in conjunction with, or prior to other methods such as 
a public offering. The SOE being privatized via a private sale must be a going concern 
in the form of a corporation represented by shares. 12 These shares may be wholly or 
partially owned by the government and they may or may not all be sold to a private 
corporate entity. 

Governments use various techniques to execute the private sale of an SOE. Two 
of the most common techniques are an invitation to bid through public tendering and 
direct negotiations. Governments usually prefer using direct negotiations when conducting 
a private sale to a corporate entity which already holds shares of the SOE. Public 
tendering provides the selling entity with a larger group of potential buyers and a wider 
range of offers to choose from. However, the public tendering process may be more 
costly and time consuming than direct negotiations. 

Who Is Involved in a Private Sale? 

A private sale has fewer players than some of the other privatization methods. It 
involves the seller (usually a government agency), and a single purchaser or group of 
purchasers as well as negotiating teams which may contain professional negotiators. 
Another player which may have an important role is the valuation agency. Often the 
purchaser will hire a company to value the enterprise. Rather than simply value the SOE, 
this company may make key suggestions on the future operations and structure of the 
enterprise. 

12 Nankani, 1989. 
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Why Choose a Private Sale? 

In the absence of developed equity markets, a private sale can provide a viable 
alternative. Often countries in the process of privatizing various enterprises have no 
means for implementing IPOs because no developed equity markets exist and creating 
such mechanisms for using the resources of the general investing public would take years. 

The private sale allows the seller to examine the potential purchaser closely. In 
some instances, the government may want an owner that has certain management skills, 
technology, access to certain markets, or benefits system. In a private placement, the 
government invites individual investors or institutions with solid financial positions as 
minority shareholders. The government can identify possible candidates, and submit them 
to fairly rigorous scrutiny to determine whether they meet its privatization goals. 

Flexibility is one of the main advantages of the private sale. A government can 
offer a private sale by itself or as the first step in a privatization process which might 
conclude with another method. For example, several Guinean privatizations began with 
private sales in the form of joint ventures with a major private party assuming 51 percent 
interest in the company, and concluded with the gradual disposal of the remaining shares 
to the general public. 

A private sale can be partial or whole, and occur at once, or in stages. It can take 
different forms and involve many potential purchasers or just a few. This flexibility makes 
private sales the ideal method for SOEs which have had less than satisfactory performance 
or which require owners with certain experience and resources. The private sale allows 
governments to choose the most appropriate buyer and influence how that buyer operates 
the enterprise. For example, a government can require a capital contribution within a 
certain period after the sale, or stipulate how a purchaser must structure employee 
benefits, or place restrictions on pricing or other operational aspects of the company. 

In the case of a private placement, the government may deal with less uncertainty 
in terms of the demand for shares, share prices and sales proceeds, compared to a public 
offering. Purchasers may also find private placement more attractive than public 
offerings because by nature of being a group deliberately sought out by the government, 
they have more flexibility in negotiating the terms of purchasing shares with the 
government. 
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. . . . '• 

···•·• Case Study: Private Sale to an Outside Investor in Hungary 

·····)······································1~·····~990, .. •Petofi •• Printing.· Ho~se, a .·profitable ·.Hungaria.n· .. printing and ·packaging•· firm, 
~pu9ht anplJtsi~e investor to purchase.a controlling-1nterestin the· company; .. Although it ha.d 

fp(Jl'lquered. the local mafket, the. company sought to increase its presence in th,e larger 
. ~~fol'e~n marlcet, ·and eventually become a dominant player. To do· so, .. it needed to ally itself 
~#l]an.ot.Jtside investorwhichcould C(Jntributemarl<eting and management expertise, as well 
~~provide the enterprise with capital and access to new markets. 

A • C(JfupagnieHongroise Fil1anciere SA (COHFIN), ~n. investment group established 
by the qta/faqfinancier, Carlo De . Ben(Jdetti, as• a··· holding • companyfor. the . purchase ·of 
9911tr0/linginterests iq Hungarian companies with growth potential, had identified Petofi as a 
>p~ssibleinvestfTlef1t.·· COHFINapproachedPetofiandproposed a sale. 

ID i Aftera caleful.examinationof Petofi'sfinanciaf .health,.COHFIN offered.to· pay.more 
ifhafi the company's estima.tedvalue •.•. COtfFIN agreedtopurchas(J .shares in the amount of 
<$89HUF. AJso~•·coHF/Nadded 100 million HUF in additionaf capital and agreed to add 77. 8 
{pillion HUF to .. finance a "free. workers' shares"program. >This agree(nentprovided COHFIN 
\yith ro.ughly50perceptof the new enterprise's capita/and the ~orkers with 7:87 percent:• 

· >"Nhile it didnof provide thf!. government with substantial revenue, the purchase· did give Petofi 
••the .nec~~saty.managementexperlise and financing .for1ts intended ·expansion. It also 
allowedPetofitbachieve1tsstiategic objective of having/a largely mlJltinatiOnal client base. 

li i fo;nding post-privatization capita/was an• important goal for CO HF IN. For the· first few 
years following the privatization, COHFINc actively sought nevi financing for Petofi, often using 

.• inJ1ovt1til/e inethods. Pf!.tOfi was· able to obtain the• first EBRO loan. to. a private firm.. The loan·. 
Period wasfor five yea,S at a rate of.two percent above Ubor. Severa/months after obtaining 
(he EBRO loan~ Petofi raised equity capital through Morgan .Stanley International. It raised 
[Ough/y $8inillion, mainly from the originarinstitutional investors. This transaction was one 
<Jf the first private placements for a Hungarian firm in London. 

/ c · AtteP<ievaluation~increased the cosfof itsEBRD loan, Petofi was forced to look for 
~{terflt1tive means to raise· capital torpost-priv~tization restructuring .. . Rather than. assume 
mt;Jrf3.debt,•• if •chose an innovative· way>toralse t/fe capital ... 1.tissueq.a ."dividend bond" or 
redeemablepreference share. The unique quality of th,is bondlayin ithow the interest 
payments were made. Petofi (which had a 5 year complete tax holiday followed by a 60 
perc'!.nttax exemption) paid interest to investorsin after-tax earnings. This effec~vely . 
pfQvidedboncl holders with payments on a tax-free basis (because dividend earnings are not 
taxed in. Hungary) and allowed Petofi ·to issue the.bondat a lower interest rate but remain 
~m/:>etitive ~ith otheicornmercial bonds. •.·This innovative financing method helpedPetofi to 
11JaintaihtheCapitarnecessary forthe·cornpany's growth after theprivatization . 

.... -.-.. - .. · -- .· 

. ~~rces: Price Waterhouse, Cas~ Studies on Privatization. 1991; Carana Corporation Petofi printing and 

. eackaqing II. prepared for USAID, 1994, . . . 
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A private sale limits the amount of information which potential buyers can obtain 
about their competition in the bidding process, because proprietary information 
concerning the SOE may only be given to a select group of potential buyers which could 
have no knowledge of each other's bids. This provides the government with more control 
over the process and a better negotiating position, allowing it to pursue its agenda more 
easily. 

Finally, private share sales are much simpler and less costly than other methods, 
especially public offerings, in terms of disclosure, legal requirements, and transaction 
costs. 

When considering a private sale, a government must weigh these advantages 
against the problems associated with this method. Private sales may give rise to criticism 
about the lack of transparency in the selection of buyers and to concerns about fairness 
and equity. Individuals and companies denied the bid may question the methods used to 
select the purchaser as well as the price paid. 

If private sales represent a significant percentage of the government's privatization 
program, concern about concentration of the country's enterprises in the hands of a few 
powerful investors also might arise. The public may feel that the government has 'sold 
out' to strategic investors. A government can address these issues by using a structured 
privatization process. If the public can observe every stage of the process, concerns about 
fairness are less likely to arise. 

Private sales can also take more time than other methods. The prequalification 
process, valuation, negotiations and sale, can take more than a year. This represents not 
just lost.time but also lost money. If a government is searching for a quick privatization 
method, it may want to consider other options. 

How is a Successfal Private Sale Implemented? 

Set Goals and Priorities 

A private sale provides the government with the opportunity to push for other 
concessions in exchange for a lower bid. If a government first can determine its 
privatization goals, and then weigh them against the need for revenue, it can set its 
priorities and criteria in selecting the ideal purchaser. The government can select a buyer 
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which has good management techniques, or technical and market expertise, rather than 
an investor with the highest bid. 

Identify Procedures to Follow 

The government or selling entity must determine what privatization rules or 
guidelines to follow. Rules for executing private sales which outline the government's 
goals and have clear, open procedures for achieving the government's goals will permit 
the public to observe and comment on how well a sale has achieved these goals, whether 
the process was fair, and whether the price was reasonable. 13 Loose guidelines offer 
flexibility but hurt transparency. 
The public may end up distrusting 
the rationale and terms of a sale 
executed under loose guidelines. 
Consequently, most governments, 
have laws which outline strict 
procedures for private sales. 
Senegal is a good example among 
African countries for maintaining 
strict guidelines for private sale. 

Assess the Enterprise 

::::::::: ' ·: .::.·: ''' ·:<::::; .. :. ·:· : .. ::: 

The flol/ernment of .eanaga found a highly 
structured. process mcue ·time . consuming than its 
pieviOusfrefi-form f{exible approach. Howeve~ it 
stuck to the structured regime because it satisfied 
. transparency needs and helped the• public to. accept 
its choices forthe privatized enterprises. . . . 

To properly value the enterprise and to determine what type of buyer can best meet 
the enterprise's operational needs, the government must carefully scrutinize the 
enterprise's structure and performance, as well as the market within which it operates. 
If the company is not structured as a share company, it must be reconstituted as a share 
company in anticipation of selling shares. The government's assessment must include 
an examination of the company's assets and liabilities to determine the financial health 
of the enterprise. It will also have to look at operational issues including input and 
product pricing, market demand, competition etc. 

13 International Finance Corporation, 1995. 
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Identify and Select Buyers 

Selecting the purchaser involves close examination of all aspects of the interested 
parties to determine how they match the government's goals. The examination might 
include investigating the potential buyers' financial capabilities, their general business 
reputation, areas of expertise and performance record. If the government seeks the most 
appropriate buyer and does not have time constraints, it may well want to begin its search 
with a public request for bids. However, if the government already has identified a few 
potential buyers, it might forgo the time-consuming and expensive procedure of placing 
a public request for bids. 

Negotiation and Sale 

Private sales allow the parties to negotiate aspects of both the sale and the future 
operation of the enterprise. Negotiations over price, methods of financing and future 
operating plans may continue with all or just one of the potential buyers until the 
government can decide on a purchaser and both parties are satisfied with the terms and 
price of the sale. The more information the government has about the nature of the 
purchaser and how it intends to finance the sale, and about the needs of the SOE, the 
greater the effectiveness it will have in negotiations, and the more successful the private 
sale. 

How Is a Private Sale Fi.nanced? 

Debt Financing 

Orie of the choices available to the purchaser or purchasers in a private sale is to 
finance the transaction using debt. One way to do so is by issuing bonds. In another 
common debt financed transaction, the leveraged buy out (LBO), the purchaser will 
approach a financial institution and borrow the necessary funds using the privatized 
enterprise, or other assets, as collateral. 

In order to finance a sale via debt financing, the purchaser must have access to 
funds from either financial institutions or the bond market. While large international 
investors have a range of options for debt financing, finding domestic financial resources 
in the countries most actively involved in privatization may be difficult. The banking 
sector may not be able to provide the necessary capital and the bond markets in some 
nations may not be sufficiently developed. Consequently, local investors interested in 
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purchasing the privatized enterprise may not have access to sufficient funds. A 
government engaged in the privatization of an important national industry may find itself 
forced to seek an international investor to either singly purchase the enterprise or form 
a joint venture with a local investor. 

:;;<:-:<:::::;::::{:<:;::.:·,. 
;>:-:.:··-:-

~f :~!:~@Iii;i\!~:t: 

~if ibl~,~~~~~!iitd~~~t~~;~~~~j.'~f~E~~;~·~. ·~:ai~~~;: 
. P~lf h~~~('~~e,~ the enterpd.S.~ it~eff .as pc>llateral .. it will pliJCfl.tll~ enterprise and its a~ets in .. . 
J~pp~fcjy .. ir:the piirphaser<Jefa~lts on the loan for any reason, tlje er~erprise and its assets .. . . m~Qpefost; . . . .. .. ... ... . .... ·· . .. .. . . . . . . . . . . . .. .. . .. . .. .. . . 

:::••••••il••········i··········fhe•••••soJ~e••·•••of .••• th~·····lo~n••••al1d····lhe.••••nationality ... ol··.•the ••.• purchaser•.ialso·•.•will··· .. affect ..• th~···· 
Rf.ib.baser's stake in the 11f3Went~,pnse.Fqr example, if the buyer-is •a foreign· compariywhich .. · 

'. $tr.fJ#i1tiJs the loan such. that only a local holdif1f{compc;ni' must answer to the ban.k in .ih(3 even{ 
qf;J.f~fiJult, th,,irstake in the sugcess of the .. enterprise will bS;.fflinima/; To combat this problem 
f#fi4Jncrease.thefo'!ig1Jinvestor'~ stake iry.thef~.nterprise, governments. someti117es.insist that 
VJ~foreigriJnve~tbrObtaih all orparl of theloan from outside. the .country; · 
::·;·:;:;>:>>····.-.--... -... -... -.-.·---····-----·-···--·· --- --.- .. -_. '---·- -_--_. --- .. - _- -__ -·-- ---·------- ---· ---- --··>.:·- --· 

E . F. . qmtymancmg 

There are many ways in which an investor can use equity financing in a private 
sale. In some instances, a purchaser or group of purchasers can rely on existing capital. 
In others, a stock company wishing to obtain more cash for its purchase of the privatized 
enterprise can issue new shares from the parent company. Another option is for the 
purchaser to offer to give the privatized enterprise shares in its company in lieu of cash. 

Equity financing has certain advantages over debt financing. Equity financing does 
increase the level of financial interest which a purchaser has in the privatized enterprise. 
However, it may be difficult to find a purchaser, either local or international, with both 
the available capital and the willingness to entangle it in a privatized enterprise. Existing 
investment law and foreign exchange restrictions may also create disincentives for a 
potential buyer to place equity capital into a newly privatized enterprise. Often, it is 
easier to find an investor or group of investors willing to use a mixture of both debt and 
equity financing to purchase the enterprise. 
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, ••..•• ·<.···•'. +••</cS.zs~StUdy:.1nno~ativeM~izncingofa··pliv:ateSltle .. ·in·.eoland 

ppjphasefju:ta Siklf! qaroslaw·. S~A., •one••e' tf)e l;Jrge.stglassita.ct.(':fies .. •if1 .Poland ... ·••·After~/oflg ·.· 
Pl¢ti:Jiiifl.•• an~ s~1e;¢tion Process,. tfl'#.·· govemm(1ntcfio$e·•owe11$·•i~··• .. 111;no1s ••f0-1; •. ·an /l.~iicart.· 
P9tfi~n'(, W,h(r;h¢ou{dpq1"5flasa 36"A, of.JarO~lalN's shares~ . (}../ rpaae other conce.ss!Ons .to···t~e 
g§~mme11#?Twenty fJe.tFilnt o(Jarp~law's shares w~rs lo.be. set.aside. for. purcha~e. by·· 

. wfrJ(f~ atprefe~Qtia{t~f-rn~.) g-tand.sav;e1alpartpers wtJichi!JCluded.ftle New EulTJpe E:ast• 
lhVf!~lne.nt Fund, the Pglisl)·A~ri913n•.Enterprise/;F4f1d, th~ Pp}isl) Priva.t~ Eq~ityifcund·.~n~ tfle · 

· ~~~tturope Developmeht Fu'1t:l,planned'to aequire the remaining shares in tour to ·five yea(s. 

~9CfiJ{ bef17~t~ g11a1anfee~ for t1n 18. in9qtf1 pefiod.pemaps/tnos~JrnPortantly, · . .O-J · arid ifs 
~~tfo'J~fs() c()f"rimi~ed to)nve.~tn()less than $25 millionii)the compaf1Yd1Jring .the.fiveyear · 
peii(j(fafter.tf1~.••sf>11repu(C/1~se:.•••B,eYond.thatcornrnitr(lent,•g..1a1s()indica.t~diqterestih•·rnaking 
E1f1:>additio17a/caPitafJnvestment of $16 ii1Jillion~ dependilJ.g.on·rnarket pros{)ects •... 0-1 Had 
dbta/nf(d acomrnit{nentfrorp• the EuropealfBank for R~consftyction ••and De.v.elopment (EBR[)) 
wra loan of YP to. $43. mHtion tOfurid a ¢api~al investinenfprogram . . ·.This innovative financing 
>~/low~ o.)ah&.itspartpersto .• purchasethe··sbares·.·ofclhecori)pany ov~r time and .Jaros/aw to. 

c/fJfain a sfronginyestor willing t() make a serious capital eoif,rnjtment. . . 

~~~fc~~sk11nterrlatidn~i 1~94. 

Debt/Equity Financing 

Many private sales have both debt and equity financing. Using a hybrid of the two 
financing methods allows the parties to avoid the problems associated with debt financing 
and overcome the constraints of limited capital resources. The exact mix depends upon 
several factors, one of which includes the government's interest in the success of the 
enterprise. A government may push for less debt and more equity financing in order to 
both insulate the privatized enterprise from the financial health of the purchaser and 
increase the purchaser's financial stake in the new company. Some governments are 
even willing to accept a lower sale price or longer payment schedules in exchange for a 
financing mix which best preserves the interests of the privatized enterprise. 
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Seller Fjnancin~ 

In some cases, the government itself may provide financing for the purchase. In 
this method, the government forgoes resources in exchange for a purchaser which best 
suits its goals for the privatized enterprise. A government needs to examine its priorities 
and carefully weigh the importance of raising revenue against achieving other 
privatization goals to determine whether financing the privatization presents the best 
option. 

After a government decides it is in its best interests to assist in financing the 
transaction, it needs to determine the type of financing it should provide. The purchaser 
can guarantee the government a certain sum or a certain percentage of the company's 
profits on a yearly basis. Another option is for the government to provide some money 
directly via grants (although this is highly unlikely), or to dispense the funds at market 
or below market interest rates. For example, in Brazil, one government agency financed 
80 percent of a private sale. It made its loan payable in 12 years at a below-market 
interest rate of 12 percent per annum. 

Rather than a certain rate of interest, a government could agree to receive lump 
sum payments over a period of years. Bangladesh, Togo and Chile, for example, all 
agreed to receive payments over time. The Central African Republic allowed one 
company to make payments over a seven year period. 

For a government-financed private sale, public support can be crucial. If the 
public is not properly informed about the procedures and terms of the sale, it could view 
the transaction as a "sell out". Public anger and distrust concerning one sale can create 
difficulties for the nation's entire privatization program. The government must ensure 
that the public is aware of the tradeoffs involved and why the government chose to finance 
the sale. 

What Are the Linkages Between Private Smes and Capita/, Markets? 

The domestic capital market can act as a source of funds for an investor seeking 
to finance a private sale by either issuing bonds or new shares. However, the capital 
market in many developing countries cannot provide the funds necessary for such 
endeavors. Consequently, investors must go to other sources of funds, either domestic 
or international, to execute the private sale. In fact, often governments will choose the 
private sale method because it does not require the presence of developed capital markets. 
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What Are the Linkages Between Private Sales and Broadening Domestic 
Ownership? 

The very nature of a private sale precludes it from widening the domestic 
ownership of an SOE. Often, enterprises privatized under this method must be sold, in 
whole or in part, to an international investor without any type of domestic ownership. 
Even if domestic purchasers become involved in a private sale, their level of involvement 
is usually slight. The exception occurs when a government uses a private sale as the first 
step in a privatization which will conclude with another type of privatization. For 
example, a government may first execute a private sale to a company with the 
understanding that within a certain period of time, the purchaser will offer a certain 
amount of the shares to the public. 
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llV~r•••••••• MA.ss[l'RfVA.11zATloN •······.• >I 

What is Mass Privatization? 

While not a privatization financing method per se, mass privatization can be 
broadly defined as a privatization approach using standard systems and procedures to 
divest bundles or groups of SOEs. It usually involves a simple, automatic and sometimes 
mandatory process of enterprise transformation (mass corporatization) to prepare a large 
number of enterprises for privatization. Corporatized SOEs are then sold in a series of 
closed subscriptions or auctions to individuals or institutions. Pioneered by Poland and 
the Czech and Slovak Republics, mass privatization has since been adopted by many 
formerly centrally-planned economies such as Russia, Lithuania, Romania, Ukraine, 
Kazakhstan, and Mongolia. 

Who is Involved in Mass Privatization? 

Mass privatization is a process by which a selected group of state-owned property 
is distributed to the public in an automatic and equitable manner. By definition, mass 
privatization involves the entire citizenry of a country, who will participate either directly 
in the bidding process or indirectly through financial institutions. Similar to IPOs, mass 
privatization may require the services of accountants, financial advisors and attorneys to 
advise SOEs in the transformation of legal status, asset valuation, and preparation of 
privatization and business plans. However, due to the requirements for speed and 
simplicity, the burden of preparing SO Es for privatization primarily falls on the managers 
and employees of the enterprises themselves. Compared to other privatization methods, 
mass privatization requires a much deeper and more extensive administrative involvement 
and support in the country undertaking it. In Russia, for example, the roles of state and 
regional property committees (GKis and Kls) as well as the local auction centers are 
critical to the success of its program. In countries where mass privatization is driven by 
the participation of investment funds, fund managers are also active players in the 
process. 
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Why Mass Privatiz.atfon? 

Mass privatization was originally conceived in Poland where the principal methods 
of privatization -- IPOs, employee buyouts and leasing - were considered ineffective in 
meeting the goals of privatization, particularly the speed objective. The success of IPOs 
was limited by the expenses (valuation, underwriting, listing, etc.) and implementation 
time involved, while employee buyouts and leasing have not proven effective in inducing 
the necessary restructuring after privatization. Mass privatization was devised to carry 
out a speedy transfer of state-owned assets to the private sector in a transparent and 
inexpensive manner, as well as to encourage broad participation of the public in the 
privatization process. 

Compared to the more traditional case-by-case approach used in Latin America and 
Asia, mass privatization offers the key advantage of speed at which privatization 
transactions are accomplished. Speed is an important privatization criterion particularly 
in transitioning economies which need to establish the basis of a market economy as 
quickly as possible. Countries which fail to privatize quickly may watch their SOEs 
suffer further deterioration and continually strain their fiscal resources in order to keep 
those SOEs afloat. Often, the pressure to privatize was kept up by means of ambitious 
targets and deadlines to complete the transactions. At the height of its mass privatization 
program, over 1, 100 enterprises were auctioned off per month across Russia. The speedy 
implementation was the key to the success of the Russian and Lithuanian programs. 

In some countries, mass privatization has also been employed to impose 
management discipline through more active supervision and monitoring by shareholders. 
In addition, governments may also want to achieve certain social and political goals using 
mass privatization, such as distributing state property to its citizens in an equitable 
manner, engaging the broad participation of the public, and attracting widespread 
support for the privatization process. Since mass privatization is by nature an ambitious, 
comprehensive and extensive privatization approach, its success greatly depends on the 
political, economic, legal and institutional environment in which it is carried out. The 
supporting environment for mass privatization is highlighted in the box below. 
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~I~ iiw 1~1i~-~1 1¥11,~rs:c:!,~:l;;r:.:kt~i:;:nP;:;::;bili~ti~? ., vast sfaie 

··.·•·· .. ••.•• .. ••.•• .. • •.....•. · ..••....••.. • .•. · •. · Jff,sources as well the participation ••of the·.ent{ff! citizenry,··and ·thus requires solid 
·.·.·.· c ........ om ...•.. f .• n ..•..... itm .. ··. en·t.fro. m·th·e·•.·.highe. s.t/evels .of the govemment. •. Failure can seldom· be 
:: .... attributed to technica/reasons. . . . .. 
'.:::_::=:.:::_:<:::::;:::::::::: .... -.-.-.... - -- . ' - . -- . - . . .. -

~:> l~~onlr1~ppott:.At the take-off stage,massprivatizationis a logistically.complex 
.... .•. F P(cJg;~ss • ••.• "ff en requiring rxtensive support and . advice. from professionals SL/Ch as·.· 

inve.stm;ent bankers., lawyers, accountants, and consultants. Due to .the expt:mses 
<· ··. • •... JrJ'tl()lvedin procuring·· th~se services •• as. .we". asln preparing and·· implern.enting the . 

,~,l :1:t;~e:;7::e~~g':JIZ'I =~~= :c~~r1~:J"tat~~ ~~~~~!~i~ial assistance from 

~ <Legal Definition.and Protection of Property RightS:. Since privatization transfers 
: ; ·propeftY ownership and rights to pnvate citizens and groups of citizens, ifis n9t viable 

unless investor rights are ·recognized and protected by law·andinstitutions. These 
> \ ·. 1fiht~include the. rights to buy, sell, dispose of andprofit from directand indirectshare 

·.. . <ownership in enterprises . .. 

·····-<••·•• J f~~ndadons ofEffectiveCorporate .. Governance: •.ro .induce responsib/e .. financiat 
< ····.·• .. tiJaHagement @f1d. ~f!edtive • ·corpora.te governan'?e prior to. privatization, corporatized 
. ~()Es should.be.s.ubject to hard budge/constraints andencouraged to develop viable 

/ .. busfryes~strategies and privatization plans. Procedures and institutions should be·in 
······•···•·•· < pla~etoenforr:e bankruptcy. 

· .•~. • ? ~ro~cting Competition: .• Pro-cornpetitive measures should be implemented prior to 
.> >>····· oriq conjunction with mass.privatization, especially.of heavi/y·co11centratedindustrial 

U :se.c:tors. Generally this would feC/Uire. the.establishment ofregulatorybodieslornatural 
i monopolies anc1 anti-monopoly measures to safeguaro market competition. Barriers to 

> entry should also be removed. · · · ·· · 

YI{ .Fihah.cial. Sector Reform: ··well-functioning ·.·financial markets serve two important 
·+ ).········ funclionsinma.ss privatization: (i)providesth.e nece~sarycapitalforrestructuring and 
>< expansion; al1d (ii) induce financial discipline by punishingpoorlymanaged enterprises 
> witfl high borrowing rates. Thus iUs critical that financial sector reform be carried out 

>1ntandemwith·a massprivatization program. 

,_;'< Public Support and Participation: An aggressive public relations campaign and public 
• > ·r·)nfoimationprogram is necessary to communicate to citizens the benefits of mass 
. ·?<privatization, as well as the mechanic.sofvoucher distribution and auctions~ .Public 

< > <information is criticalinkeeping a privatization program transparent and maintaining 
. . . /. supportand participation from citizens. 

~~44e: ~~~~ Priyatizatjon. An lnitial/>,ssessmef1t. OECD, 1995 • . 
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How is Mass Privatization Implemented and Financed? 

>- Corporatization. The key to implementing a mass privatization program is to 
create an effective supply of firms to be privatized. Country experiences indicated that 
such a supply can be secured by means of mass corporatization, after determining the 
universe of SOEs14 to be included in the program. Corporatization is a procedure which 
transforms the legal, financial and management structures of SO Es into those of a joint 
stock company, the ownership of which can be transferred to the private sector. The 
speed of mass privatization demands that corporatization be simple, automatic and non­
judicial. Some countries have induced quick corporatization by tying scheduled, closed 
subscription with corporatization. 

The most challenging aspect of corporatization is asset valuation. Income-based 
methods (using discounted cash flows) would be difficult in a highly uncertain economic 
environment, while market-based methods (using comparable enterprises in the market) 
are often impractical in a nascent market economy. 15 In some cases, valuation can also 
be complicated by the vast amount of social and other non-revenue-generating assets 
owned by SOEs. Governments usually determine the valuation method to be used in mass 
corporatization to avoid confusion and speed up the process. In Russia, the book value 
as of December 31, 1992 was used as the standard during mass corporatization. 

>- The Use of Vouchers. Vouchers have been integral to the mass privatization 
program in many Eastern European and NIS states. Vouchers are usually distributed to 
the public through an allocation scheme. Vouchers can be denominated in either points 
or currency, and can be used to purchase SOE shares directly (Russia) or indirectly 
through share ownership in investment funds (Poland and Kazakhstan). Some countries 
allow the use of the same vouchers to purchase apartments (Lithuania). In Poland and 
Russia, vouchers became tradable immediately. In contrast, voucher trading was 
forbidden initially in both Lithuania and Kazakhstan. Since vouchers are distributed 
either free of charge or for a nominal fee only, governments usually receive no proceeds 
from the voucher auctions under mass privatization. However, most governments initially 

14 Countries have taken a variety of approaches to determine the core group of firms to be 
privatized. Poland included 460 large firms on a voluntary basis. The Czech and Slovak Republics aod R~ia 
adopted compulsory participation or all large SOEs. Lithuania, in contrast, has included housing, aod both 
small aod large fll'ms in its mass privatization program. 

15 SRI, 1993, p.21-22. 
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retain a portion of share ownership, and those shares can be sold off to investment funds 
or strategic investors in the future. 

There are several advantages to using vouchers: 

+ It helps to overcome the lack of private savings and liquidity in the economy. 

+ It ensures a transparent, fair and equitable distribution of state-owned properties. 

+ It involves the participation of the entire citizenry and garners support for the 
privatization effort. 

+ A voucher privatization system pushes the government towards developing a 
secondary market for trading vouchers as well as enterprise shares, thus 
stimulating overall capital market development. 

iJ••······················ ·············•·•s~·~~·t~i .. K~y •. Con"s!d~ration•~ .• in •.• t/Je···nesign···of·a Vouchf!r.•System 

··· ... . AJJ.~ftizens?·····Age·.limits?••·•••Resiclency··requirements•? ~i;~tbilit9 ? .. 

·l~;0;~x.<···· . 
·····j~~uance······•·••.••.••·•······ 

•• ~~b/11J~~jioA•············ 
i~a~bllitJI ·. ·. · 

••••··~~A~~~ion•·into 
·Sh.affJs ·> ·· 

~~~~d~···:·. 

····Dhk's.·ta••••oiii~r 
/Preference Schemes ,,. 

::~~!:;!~££ /.···· 

.;riv~tization •. agency?••••Pensions •. system·?· Banks .. ? 

/f1 series? Tied to auctions? 

Points? Local currency? 

Jmrnediately tradable? Rules and regulations for trading'? ... • 

Auctipn? ~F'o~t#alrpool? · Share .. registration procedures?· 

L.arge and/of small enterprises? ··Land andlprapartm~nts? 

. - .. . 
. " - - . 

Ho~ canvouchers and .distrfbution ofpreference shares .to 
employees be Jinked? · · ·· · 

9'm .the computer and accounting control system for votlbhers 
< be de.veloped for alternative usages such as share·registrafion<'·• 

andtrading? · · 

IJf JIJ,~~~ =~JJ~~ fn ·b.n1a/Jnd.~:[em E•cOa• ~H<I th• ~ei sov;e1 ~n1on. A con7~~fil1 
S,Oit,l,ysis, eclitedbyLJeberman, Ewing~ Mejstrik, Mu}<herjee and.Fidler, World Bank, 1995. 
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> The Auction Process. Mass privatization programs have made extensive use of 
auctions to transfer share ownership of corporatized SOEs to the public. Auctions can be 
carried out in "waves" of a series of several firms at a time in each region if the country 
is very large (Russia), or centralized if the country is relative small (Kazakhstan). Some 
countries employed a simple bidding algorithm, using priced bids to clear the market and 
guaranteeing shares to the unpriced bids. The keys to an effective auction process are 
transparency and accessibility to the public. 

> Investment Funds. In many countries, investment funds have been used as 
intermediaries for share purchase during the mass privatization process. Some countries 
have allowed investment funds to be formed spontaneously (Czech and Slovak Republics, 
Russia, and Lithuania) while others created them through active intervention (Poland, 
Romania and Kazakhstan). Investment funds, with their share concentration and 
professional management, have been viewed as a potentially powerful vehicle for inducing 
corporate governance in privatized firms. However, the early laissez-faire approach 
adopted by the Czech and the Slovak Republics has led to anti-competitive behavior and 
abuse by some investment funds, and has served as valuable lessons on the importance 
of implementing appropriate legislation to regulate behavior of investment funds (See 
Chapter VI on investment funds). 

While Share Preference for Employees varies among different mass privatization 
programs, many countries have slated a portion of shares for closed subscription to the 
employees. Under Poland's mass privatization program, up to 15 percent of shares were 
reserved for employees. In Mongolia, families have pooled vouchers to become 
employee-owners of small enterprises purchased through vouchers. Various options 
available under Russia's mass privatization program allowed employees and managers to 
acquire up to 51 percent of share ownership. These employee preferences and pre­
emptive rights were often accompanied by share price discounts, credit facilities, 
installment plans etc. 

The following case study on Kazakhstan will illustrate some of the issues raised in 
the mass privatization process. 
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! 1 <. . .. Mass Privatization in Kazakhstan 

!!~;;;;!!.; .f ~~.r,,~in~~~ve# of the 1993. massPff~atiiatlo~jJrogram.in· Kaz.akhstan a~ .ltJ 
dive..~t state ass.ets rapidly.and systematically, and f() acl]ievf} more effective enterprise 
gp~frian~ .afld socially/airdistribution of ownership .•. The GOK has. adopted a centraliz(Jd, ... 

. tp'.JFdowrrapproach. to. the .privatization prpcess,. giving· inyestment. funds. a key• rot~·· in 
&eyekiping.7ffective corporate govepance. K~zakh CitizfJ.ns an;·givenpoints-denominated 
YOL/Chers,.·. which they could invest exclusively in a. number of approved investment funds .. 

· ~fietTJnrJ.s w/lfln tufn biqfo.r~htjre.sin SQEs 'NhlcHaff! b~ingprivatized .•. • To.ensure proper 
Fpf1dUct of theinve~tmt~t1t fl.ftidmanagers andlo enhance their stake· in· good performance, •• 

licenses for the funds are sold at substantial fees. . . . 

·······································•••Privatizati'!n .vouchers. ..While •• it is••envisfoned •. that·.the. ·shares.held .by .investment 
fufidS .willeverituallyresultin a market vafueforthevou(;hers, as of April 1995the.vouchers. 
wenrnot tradable. Share and voucher trading has been delayed mainly due to the slow 
cj~velopme~t of the capital markets. The cummt restriction on voucher trading causes two 
pJoblems: (1) It limits .the Investment choices of individuals and reduces the direct 

iparticipatlon of citizens in the privatization process; and (2) It precludes the Kazakh public 
fr;bmiealiiing rnaterialgainsfrom.the sale ofshares; andmayn.m·the n·sk of eroding support 
fo(pdvafii:ation. · 

E ~~~re alloc~tion. determining the share allocation structure under its mass 
. pnvatization prog'tlrn• the Gt::JK bas t9 balaf1cefhe1nterests pf employees against the need 

f,e>res"ablish/ng corporate governance~• It w;a~ decide.cl. that employees could obtain up· to 
19pe~f1~pf authorize<! capital afa discount, and 51 pe'ftentofthe shares· of each SOE are 
sold toJnvestment·fundsin.pentralized, exr;lusive auCtions . . . While .share allocation in 
KE1zak1Jsfan · is less generr;>pf· to. employeetf than•• in, . say~ ·Russia, it is . hoped that· this 

. OV{flership ~tructure • will·· induce /effective .. enterprise .• control.. Earlier experiences have 
d(ff.monstrated that. an ownership system biased towafds employees is not conducive to 

. {Jainfulbufnecessary restructuring .•. 

{ ywlnvestment .• Funds •. i. The centrar.·rofe of.investment .funds .•.• ha.s raised .some 
conte.ntiousissues in Kaz[3khstan. The firstis.related to the share restrictions on the funds, 
Which, yntil recently, have been limited to owning no more than 21 percent of shares in any 

. ente!Prise.•·.· The rationale forthisrestriction was to preventthemonopolisticstructures which 
r;ouldemerg~ with exdessive share concentrati9nin a sector. However ithas been argued 

.that unnecessary restrictionsmayprevent investmentfunds.frome:xercising real ownership 
contro/over newly privatized enterprises. Recently, the ceiling has been raised to 31 
percent. 
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What Are the linkages Between Mass Privatization and the Capital Markets? 

The development of a viable capital market is critical to the success of mass 
privatization, given the widespread share ownership and the speed at which private firms 
emerge from mass privatization. Functioning secondary markets allow the new 
shareholders to buy and sell shares and offer the potential for a real return on their share 
ownership. The capital markets will also impose market discipline on management and 
provide the means for mobilizing resources to finance enterprise restructuring and 
expansion. 

Mass privatization stimulates the development of secondary markets by creating 
a core group of private firms, many of which will have widespread share ownership 
through individual shareholding or intermediaries such as investment funds. The Russian 
mass privatization program created some 14,000 medium and large firms by July 1994, 
while the Czech program has privatized close to 2,000 SOEs thus far. Secondary markets 
are natural outgrowths of mass privatization as shareholders begin to exercise their trading 
rights. In the Czech Republic, a vibrant secondary market emerged initially in the form 
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of over-the-counter trading, followed by the development of a larger, more conventional 
equity market - the Prague Stock Exchange. In Russia, regional stock exchanges have 
developed in the major municipalities (Moscow, St. Petersburg, Vladivostok, etc.) 
following mass privatization. In addition, several investment companies which originally 
brought and sold vouchers have now developed into mutual fund-type companies with 
large and growing portfolio holdings in a wide range of companies. 

To support the development of strong and efficient capital markets, governments 
must put into place regulations and institutional mechanisms to pre-empt anti-competitive 
behavior and prevent undesirable securities practices such as insider trading or share 
manipulation. Shareholders' rights also need to be protected through well-defined 
disclosure rules and regulations governing minority shareholder rights. Well-functioning 
capital markets need to be facilitated by infrastructure such as intermediaries (brokers and 
dealers), efficient clearing and settlement systems, and information and research services. 

What are the Linkages Between Mass Privatization and Broadening Share 
Ownership? 

One important objective of mass privatization is to transfer state-owned property 
to the majority of a nation's citizens in a transparent, equitable and efficient manner. The 
process is designed to involve extensive citizen participation and achieve widespread share 
ownership, mostly through distribution of vouchers. Thus, mass privatization is an 
important first step in establishing broad-based share ownership in a country. In the long­
term, however, widespread share ownership can only be assured in a viable capital market 
in which effective ownership can be exercised and protected. 
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Mass Privatization and Capital Market Development 
in the.Czech Republic 

IF r The mass privatization program in the Czech Republic has been explicitly linked to 
capital marketdevelopment. The program involved extensive participation from the Czech 
public,pafticularly >through the spontaneously formed investment funds. The first wave of 
prjvaq~atiof1, completed in December 1992, brought nearly 1,000 companies into the secondary 
(narket with a total book value of US$7 billion. Trading activities soon began after the Prague 
(stock Exchange was reopened in April 1993 . 

. ·. .. The Prague Stock Exchange has been one of the most active in Ea stem Europe. 
Trading activities have been vibrant, and the market capitalization of the Czech Republic 

/reached 50percent in 1994, a levercomparable to advanced industrialized countries. To a 
<(;onsiderable extent, trading activities have been stimulated by the interest of foreign investors,· 
· b(Jth active.and passive (portfolio investors through emerging market funds). It is estimated 
that/eve/offoreign capital in the Prague Stock Exchange stood between 50 and 90 percent in 

. fT1id;.1994. Parallel to the official stock exchange, an active over-the:..counter market (RM-S) 
also developed. Four hundred outlets have been established and by January 1994 trading 

··volume reached US$100 million. 
-:: ~ ·: :. -··:= . : : :>: : ... 

/ ... · . As Inmost emerging markets, the Czech capital markets suffered tremendous volatility 
i11J994, with thePrague Stock Exchange indexplunging to 40percent ofits peak value by 
December 1994. The weak financial sector and the lack of transparency further slowed 

(ex. change activities: The volatility has drawn attention to the existing deficiencies in the c.zech 
(pap/ta/markets. For example, infrastructure constraints have forced an estimated 80pereent 
of all f rades to take place outside of the official exchange, creating information lag in share 
{fri¢~s and volumes. Inefficiencies inthe RM-S system have also led to lags in bidding and 
settlement . .. In addition, the lack of an independent securities exchange commission has led to 
~uspicions ofinsider trading and share manipulation . 

. ··.·.· . 

T < . Recognizing the deficiencies in itsinitia/capita/ market structure, the Czech government 
has moved to implement regulations on trading practices and institutions. Steps are being 
•taken to institute more stringent regulation and supef'Vision on trading activities. An on-line 
. computer link has also been· established between the. Centralized Securities Center and the 
Prague· Stock Exchange to clear transactions quickly . 

. Source: Mass Privatization in Central and Eastern Europe and the Former Soviet Union. A Comparative 
Analysis. edited by Lieberman, Ewing, Mejstrik, Mukherjee and Fidler, World Bank, 1995. 
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What are Employee/Management Buyouts? 

Buyouts are a generic term covering a variety of transactions involving the sale of 
corporate assets to the so-called "insiders" of the firm, i.e. the workers and managers 
who would have the technical expertise and financial incentive as new owners to ensure 
profitable operations. Distinct but related buyouts include management buyouts (MBOs) 
in which current management acquires ownership of the firm; employee buyouts (EBOs) 
in which current employees obtain the majority of the firm's equity; and employee stock 
ownership plans (ESOPs) in which employees acquire stock, usually with the assistance 
of a corporate trust fund, but do not accumulate a majority of the voting shares. 

The buyout options differ in other important ways as well. An MBO represents the 
transfer of ownership to a relatively small and homogenous group of existing managers, 
a move which may encourage efficient operations because managers now share in the 
potential profits of a firm they now own. EBOs attempt to garner the same corporate 
governance advantages of an inside buyout while promoting broader ownership of the 
company's assets. In cases where individual workers may lack the private resources to 
acquire stock in their company, ESOPs can subsidize share purchases via a company­
established trust fund. In practice MBOs, EBOs, and ESOPs are often combined and are 
therefore referred to as management/employee buyouts (M/EBOs) in this chapter. 

Who is Involved in MIEBOs? 

The enterprise's employees, managers, lending agencies or financial institutions, 
and the enterprise itself comprise the main players in M/EBOs. Which employees are 
involved depends upon the type of buyout. Management buyouts can contain different 
groups of managers. Some MBOs entail just the top management: often only two to five 
players. Others will consist of a wider range of management and include mid- and lower 
level management as well. EBOs may be limited to share purchases for current 
employees or offered to future employees, or even eventually, to other private 
individuals. Regardless of the group of employees involved, (the workers, management 
or both), all of the buyers are insiders and have a significant interest in the successful 
operation of the privatized enterprise. 
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How are MIEBOs Financed? 

Perhaps the most challenging aspect of an M/EBO is that the transfer of ownership 
often is financially prohibitive for both management and employees. In the best case 
scenario, managers or employees might finance a buy-out through private sources such 
as savings, pension funds, or other liquid assets. However, few managers or employees 
possess the financial reserves to purchase any but the smallest companies entirely from 
their own resources. Whereas in the OECD context, banks and venture capital funds are 
the most common financing sources, other means must be found in countries characterized 
by shallow financial markets which lack commercial banks or other financial 
intermediaries to supplement private resources. Thus, in the developing country context, 
many M/EBOs emerge as highly leveraged transactions which must be financed through 
some sort of government assistance, including loans or deferred payment schemes. 

The range of financing options to support M/EBOs could include subsidized 
investment loans, installment payments, pre-privatization financial restructuring, or use 
of vouchers or leasing arrangements on assets with the option to buy. As the following 
examples and subsequent case studies illustrate, financing mechanisms are far from 
universal and vary considerably by country in terms of the services offered. Often, two 
or more financing options are often bundled in order to facilitate management/employee 
stock acquisition. Recent financing measures implemented in various countries include: 

• Germany's privatization agency (THA) has accepted up to 50 percent of the 
purchase price in installments over a three-year period, the first of which can be 
interest free, and the remaining two at reduced interest rates. The THA is also 
willing to extend its guarantee on existing loans for a period of up to two years, 
thus permitting the new owners to use the company's assets as collateral for 
additional loans. 

• Under the Russian mass privatization program, employees have the option of 
purchasing 50 percent of the voting shares at a price set by the Committee for State 
Property, with the remainder sold at public auction. 

• The Moroccan Privatization Law stipulated that shares of up to 10% of privatized 
companies could be reserved for discounted purchase by employees. By the end 
of 1994, eight companies had successful employee tranches. 
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• In Romania, insiders may receive a 10 % discount on up to 10 percent of an 
enterprise's shares. 

• In Poland, employees of an SOE privatized through corporatization can buy up to 
20 percent of available shares at a 50 percent discount. In the case of B&C 
Enterprises, a special privatization fund was capitalized using about 125 percent 
of the company's yearly after tax profits. These funds were then lent out to 
employees with at least 3 months of seniority at a two percent rate, repayable in 
three years. Workers with more seniority could borrow higher amounts. 16 

• In Benin, almost all privatizations have included a 5 % share tranche reserved for 
employees. Although each transaction in Burkina Faso's privatization program has 
included a reserve set aside for employees, none of the transactions had been 
completed by 1994. In Cape Verde it is expected that all transaction will include 
a percentage set aside for employees. 17 

How are M/EBOs Implemented? 

Most successful M/EBOs begin with sound financial and operational restructurings. 
To have a successful M/EBO, the management or workers involved must be able to create 
and maintain a profitable enterprise without an inflow of new investment capital. The 
government usually receives either 
solicited or unsolicited bids from one 
or several groups within the 
enterprise professing to have these 
abilities. It then selects the bid which 
best meets the new enterprise's needs. 
Sometimes a small group of managers 
will bid against a larger group of 
employees. When this occurs, the 
government can face a difficult choice. 
While it may prefer to have wide 
employee participation from a social 
standpoint, in actuality a team of 

El<arnple~ 6t Cbn~tructiv~Afl"i~a~•·····. 
. )M/EBOs .... 
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16 .oE.C.ll. "Trends and Policies in Privatization•, Vol. 1 No. 3, 1994 

17 USAID, 1994 
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management owners may provide the enterprise with the leadership and skills necessary 
to survive. Thus, the government may have to choose the success of the enterprise over 
wider participation. 

After the selection of the buyers, the important, and sometimes difficult task of 
finding financing begins. Because the parties involved in M/EBOs usually do not have 
the necessary funds to execute the purchase, the government often must help to finance 
a portion of the buyout. Once the government has determined how it can assist the 
purchasers to obtain financing, the actual negotiations and sale can take place. 
Sometimes, bidding and negotiations concerning the actual privatization and business plan 
can take a significant amount of time. In some cases, these negotiations can take more 
than a year. However, their successful completion results in a profitable, privatized entity, 
with interested, committed, owners. 

lVhy Choose Ml EB Os? 

The prime advantage of M/EBOs lies in their ability to create a group of owners 
with significant interest in the success of the enterprise. In practice, M/EBOs often are 
undertaken for small companies which may have difficulty attracting outside buyers and 
financing. In addition to the incentive structure created by M/EBOs, buyouts present an 
additional advantage in terms of speed. Since M/EBOs target an organized and 
sometimes homogenous investor group, this financing method facilitates rapid ownership 
transfer and avoids the often expensive and time-consuming process of preparing 
companies for an initial public offering. (See Chapter on Public Offerings.) 

From a political standpoint, M/EBOs can generate widespread public support for 
and participation in the privatization process, especially in countries where labor has a 
strong influence in the political process. Due to the preponderant role of labor councils 
in the former socialist countries, M/EBOs have been common practice in Eastern Europe 
(Eastern Germany, Poland and Romania) and the former Soviet Union (notably in Russia 
and Lithuania). The method has been employed to a lesser extent in other countries such 
as Chile. For example, M/EBOs constituted nearly 20 percent of privatizations in 
Germany and 33 percent of those in Poland, mostly for small and medium-sized 
enterprises. The governments of Romania, Estonia and Belarus have sold over 80 percent 
of state-owned enterprises through M/EBOs. However, this method has been less 
frequently used in the Czech Republic and Hungary, where M/EBOs constitute less than 
10 percent of transactions. (OECD 1994). In other regions, the Egyptian government has 
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also used EBOs to encourage employee ownership during privatization (see example of 
the ESOP in the Alexandria Tire Company in this chapter). 

Despite their popularity, M/EBOs present several complications. A buyout by a 
small group of insiders may increase financial risk and engender suspicions that managers 
are exploiting an information asymmetry in order to acquire the most profitable firms for 
themselves and exclude the citizenry from a potentially profitable investment opportunity. 
Due to these suspicions, pure MBOs have not been a common financing mechanism for 
privatization in most countries. Given that most SOEs operate as loss-making firms, 
many require technological and managerial infusions in order to operate profitably. In 
such cases identifying an outside investor (domestic or foreign) would be a more strategic 
move to increase the long-run profitability of the firm. Thus M/EBOs as a financing 
mechanism would be most appropriate for small and medium enterprises whose capital 
intensity is relatively low (such as service sector firms) and which may not be in need of 
massive capital infusions for restructuring and modernization. 

What are the Linkages between Ml EB Os and Capital Markets? 

While few direct linkages exist between M/EBOs and the development of capital 
market, the privatization of an enterprise and the creation of a small or large group of 
interested insiders with shares in the new company does affect the capital market in a 
country indirectly. By converting a public entity to a private corporation, a government 
removes itself as a future source of investment capital. In the future, the newly privatized 
enterprise will have to find the funds for investment in the private capital markets, either 
the domestic or international. Thus, M/EBOs will indirectly lead to increased demand 
for capital. In addition, M/EBOs have the potential to increase the number of shares 
traded. publicly. If the government structures an ESOP such that the employees may 
eventually trade their shares in the capital market, it will increase the supply of shares in 
the local capital market over time. 

What are the Linkages between MIEBOs and Broadening Share Ownership? 

The main advantage of M/EBOS lies in their ability to create a group of new 
owners who are direct stakeholders in the privatized enterprise. This usually results in 
broader share ownership. An MBO to one or two top managers represents the exception. 
This type of buyout does not broaden shares but concentrates them in the hands of a few 
individuals. Moreover, it can produce negative publicity. People may view this type of 
MBO as an attempt to concentrate the financial wealth in the hands of a few insiders. 
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The new stakeholder has an intense interest in the success of the privatized 
enterprise. nus financial interest by a broader group of employees can be beneficial for 
both the enterprise and the country, as well as the new stakeholders. Some studies have 
shown that gain-sharing and participatory management via EBOs can improve a 
corporation's performance. 18 

If a government wishes to benefit the residents of a community which depends 
upon the privatized enterprise, an EBO will allow it to do so. EBOs have the potential 
to distribute the new enterprise's shares to a large number of people, especially if the 
employees can resell their shares to others after a certain period of time. This increases 
economic participation and future ownership opportunities for a wider group of citizens. 

18 Kurland and Kurland, (March 1990) 
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· EITlployee Buy-Outs in Hungary 

·························•·:············1~····1•;90, ••••••• the······Hungarian·.·.·state ··Property··•Agency .•(SPAJ•·•••decided .to .privatize.····an···· 
mtb/iriidorftechnologycqn~ulting firm in Budapest ... ··The firm,.employing some 400people, 
~~ftprimt1tily fnC()fTlputer.software. development.and training, research and information 

'fef.pnology.. ~ive11 that tfie•firm.dealt mainly in···intel/ectua/property production,··· the. 
map~geperifwas parliclJJaftyconcemedwith retaining the mo~t experienced employee~ and 
>th9Ughtth~~ giving them a11 ownershipJnterest in the newly privatized firm would act as 
strong lrice.ritive to keep thefTI with the company following.privatization. 

: . ·• +6 ;/16r~ase . the inc;ntives to retain senior employees, the company drew up 
"qualification system" to determine the share allocations that each employee would be able 
f(i,.ptiir:;hase.rpnderthe roles of the system, employees were assigned points based.on 
'Se~tolityand an evaluation ofthe employee's performance. The points ranking could then.be 
<used to determine each employee's priority in purchasing shares on a pro rata basis. 
Approximately}O percent of the.company's shares were set aside for employee purchase at 
a>pfice of 5 percent of face value. An additional 15 percentof the company's stocks were 
resefvedforemployee purchase at SO percent of face value. 

:/:::·;:.::.::.:<: . __ -::<·i-·:·: :/:· :: . : - -:--' . - - ' 

> • . H~~~ver, evenaf reduced prices, many eligible employees were not in a position to 
·.asst/me t¥. financia/burden of share purchases. The. SPA. therefore allowed employees to 
/Xlt#hase ~hares u@~r an installment plan which granted emp!Oyees up to three years: to pay 
f()ifheSJjii(es. >By1993, slightlyove?halfofthe company's shares had been purchased by 
empii:iye~~? > . . . . . . . .. . 

;·;: .::.·-_--_ --.·- -::- ·· .. ---- ·> 

/ This case illustrates. several· points about employee· buyouts. The first is that a . 
. cateft.lllyconstructed employee buyout plan can be leveraged to retain key employees who 
C(Jhtribute tqdhe long run.profitability of the firm. Although the principle of basing share 
allocations> iin seniority violates the principle of equa/access which promotes more 
harmoniot1s workers relations, itwas useful in retaining the most senior and experienced 
employees who ofherwise might have left for other sectors or immigrated to neighboring 
countries. This· ability. of.a firm to retain experienced workers is particularly.important in: 
industries where ski//edlaborls not easilysubstitutable and in countries where a "brain drain" 

·.·of skilled workers· is· likely. · .. Secondly, even at highly reduced share prices· (5 to 50 percent 
Of par value),. many Hungarian. workers could still not afford to .purchase shares under the 
'usuafpajlinent conditions .of full up-front payment. As in many other countries, rapid buyouts, 
though well-:-intentioned, are often impractical without complementary financing mechanisms . 
such as extended payment periods. 
. ,.. 

So~rce: OECD, "Trends and Policies in Privatization", Vol. 1 No. 3, 1994 
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ii@Mfaib;;;:;iJl'i'' i=ase·· Stlldy: The Alexandria Tire Company in Egypt 

Ji > : ~~rivatization of.the Alexandria Tire. Company ·(ATC), used an innovative me>t!J(Jdfor 
'(if'1ancfng al) !;SOP . .. ·Th~ A TC underwent. privatization in early 1990. First,·. the govemmenf 
:rp~(r;µciu;re(J the company andformed an independent corporation. · Then, it created an 
';rnploy(#e Snaie Ownership Plan (ESOP) whichprovided 30. 5 percent of the founding common 
·~~~~sf9(the new;.corporationto ATC's employees. Ratherthan reduce employee's sa~ings 
·))h~ke home pay, theprojec.t used self-liquidating productive credit to conduct the ESOP. The 
af.ltfiorities inv9lvedin the £=.SOP estimated that the share values eventually would equal over 
~k1htti~s ari. employee's annual wages. 

< } ! fofinancetheESOP,·the Egyptian Government issued a loan of $16.5 million. A.newly 
¢@~ted 5mployee Shareholders' Association (ESA) assumed the loan with only the workers' 
#.ljaies as securityLTheESA has a grace period of six years, after which it has· ten years to pay 
t~~ lo~n; t/lhollji out of projected dividends. 

! < •771J Government did not issue the loan to ESAat reduced rates. However, itdid offer 
aq unusu~iie{Jayment scheme. Rather lhan use the prescn'ptively high going rate .of interest, 

·it agreed to ~i11nnovativeprofit sharing agreement. . Instead of paying the government interest 
ail<J.< pfinqlpal, the government agency issuing the ESA the loan receives 50% of the ESOP 
d/Vldehds oyeit/Jeten year period after the six yeargraceperiod. This arrangementa/loWs 
employees to obtain ownersf1ip and repay their loan only if ATCisprofitable. In the event that 
ATC.is unprc>fitable, the employees would eam nothing and not have to make payments on.their 
loan~< flow/iver, theywotJld see their shares sold to the private sector. 

···········································*hi~~ase•••aemonstrates··how. creative· ,finanCing can ·.be ·used· to· engineer· a privatization 
Wflen tf'lefuture shareholders have no capital to invest. The Egyptian Govemrnent suc;cessfully · 
ificii,rasecr the share owner5hip of the A TC, providing disenfranchised workers with the 
oppo1funity to maintain their jobs and increase their incomes. It achieved this equitable 

. outcomeWithoufheavily subsidizing the privatization, and it established mechanismsfor the 
ir:JpaYtrl~fltOfthe/oan without overburdening the ATC employees. 

~ource: Cente1: for Privatization, The Scientex Corporation (March, 1990) 
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:Y.C~1:1:::JNVEsfMENT~s,. PENSIQNJruNI>sAND OTHER 
ff/, jINS1'111JTroisAiJ !NvESTORs,•·>•· 

What is Privatization via Financial Institutions? 

This is a privatization method which utilizes financial institutions as a vehicle to 
facilitate and/or mobilize resources to finance privatization. Financial institutions set up 
specifically to facilitate privatization may take the forms of closed-end funds (e.g. 
investment trusts), open-ended funds (such as unit trusts), or a warehouse-type institutions 
such as privatization trust funds. In recent years, financial intermediaries and institutional 
investors have played an increasing role in privatization, particularly in mass privatization 
in Eastern Europe and the NIS. The participation of pension funds has been instrumental 
in financing the privatization programs in several Latin America countries, most notably 
Chile, and is now being experimented within Bolivia as well. 

Who is Involved in the Process? 

Under this privatization method, the public is involved to the extent that they 
participate in the investment funds or pension funds which invest in privatized SOEs. In 
some countries such as Poland or Kazakhstan, individual citizens are not allowed to bid 
for enterprise shares directly using their coupons or points but are restricted to purchasing 
shares in investment funds. On the other hand, citizens in Russia or the Czech Republic 
have the freedom to choose between bidding for SOE shares directly or depositing their 
vouchers in investment funds. In any case, privatization using financial intermediaries 
givesfund managers a predominant role in the privatization process, allowing them to 
monitor enterprise performance and trade shares on behalf of fund owners and 
participants. 

Why Privatize via Financial Institutions? 

Worldwide country experiences have shown that financial intermediaries can be 
effectively used to facilitate privatization, promote corporate governance and stimulate 
capital market development. While voucher privatization or conventional IPOs may help 
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achieve widespread share ownership, they do not necessary promote capital market 
efficiencies or the interests of individual shareholders, for the following reasons19

: 

+ Small, first-time share owners, especially in developing countries, usually do not 
have the incentive, resources or experience to monitor management and enterprise 
performance. The lack of active share ownership does not promote efficient share 
pricing in the capital market. 

+ Widespread ownership resulting from IPO and voucher privatization may make it 
difficult to control corporate boards and management because dispersed 
shareholders lack the financial resources to back their judgment with massive sales 
or purchase of shares. 

+ Limited private savings, high transaction costs for share trading, and the lack of 
market knowledge often make it difficult for individual investors to diversify their 
portfolio and spread their risks among different types of investments. Even in 
industrialized countries, many small investors start investing with mutual funds. 
Diversification is even more important in developing and transitioning economies 
given the limited financial resources among individuals and their lack of investment 
expenence. 

Institutional investors such as investment funds or pension funds can help overcome 
these constraints by amassing sufficient shares to exert effective ownership control, 
providing skilled professionals to monitor and manage privatized firms, and allowing 
individuals to diversify investment risks among a large number of firms. In some 
countries, investment funds may perform the additional functions of facilitating the 
transfer of property from the government to the public, as well as raising capital to 
finance post-privatization restructuring. 

In addition, investment funds or mutual funds can be a vehicle for attracting 
foreign capital to help finance privatization. The Polish Government, for example, has 
given consideration to establishing financial intermediaries specifically for attracting 
foreign capital. 

19 Clague and Rausser, 1992, p.239. 
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How is Privatization via Financial Institutions Implemented and Financed? 

Investment funds or mutual funds for privatization can be set up either by: 

(a) Allocating SOE shares to the funds, and then distributing fund shares to 
individuals; or 

(b) Allowing individuals to purchase shares in fund companies (with vouchers 
and/or cash), which will in turn bid for SOE shares through privatization 
auctions.20 

Some would argue that scheme (a) is preferable to scheme (b), which provides little basis 
or information on which individuals can bid for fund shares. In practice, some countries 
have allowed investment funds to form spontaneously to accumulate vouchers and bid for 
enterprise shares on behalf of individuals (Czech and Slovak Republics and Russia). 
Other countries have taken a more top down approach and explicitly gave investment 
institutions a dominant role in the privatization process (Poland and Kazakhstan). 

Due to their special circumstances, the appropriate fund model for developing 
countries undergoing privatization is likely to be different from those in industrialized 
countries.21 Classic open-ended funds such as unit trusts and mutual funds are usually 
designed to protect small investors and often incorporate features which minimize risks. 
In most countries, regulations typically allow no more than 5 percent of a trust's portfolio 
to be invested in any one firm, and no more than 10-20 percent of the shares of any one 
enterprise to be held by a trust. In addition, open-ended funds are usually not actively 
involved in enterprise management. Given the risky nature of SOEs undergoing 
privatization and restructuring, an OECD-type open-ended fund may not be appropriate 
to facilitate privatization. 

On the other hand, close-ended funds such as venture capital funds or investment 
trusts often involve a higher degree of management control. These funds typically draw 
large investors (individuals, institutions or companies) seeking high returns from higher­
risk investments. Usually, the amounts placed by investors in venture capital funds are 

20 See Fischer, Clague and Rausser (ed.), I992. 

21 "The Role of Investment Funds in the Privatization Process" in Trends and Policies in 
Priyatization, Vol.I No.I, OECD Publications, I993. 
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only a small part of their total portfolios. Thus, the characteristics of conventional close­
ended fund may not be compatible with the goals of protecting small, first time, and 
unsophisticated investors in countries undergoing privatization. 

Most funds which have emerged from mass privatization in Eastern Europe have 
the legal structure of an open-ended joint stock company, while operating as closed-ended 
funds. This means their shares can be traded on the market or between individuals, but 
are not subject to redemption upon demand, as are open-ended funds. Most of them were 
set up with the purposes of simultaneously transferring share ownership to the public, 
while providing professional management skills and some degree of enterprise control. 
Compared to their industrialized country counterparts, investment funds in Eastern 
European countries are often more involved in corporate management and enterprise 
restructuring, in the absence of a trained managerial class within the privatized 
enterprises. The hybrid nature of investment funds stems from the need to spread the 
ownership of economic assets among the public while simultaneously minimizing the 
negative impact of a dispersed ownership. 

In some developing countries, Privatization Trust Funds have been established 
to "underwrite" or "warehouse" minority shares in SOEs which are to be sold to the 
public at a later date. Unlike units trusts or investment funds, privatization trust funds are 
usually state-owned holding companies where shares are "parked" temporarily. Thus, 
these types of trust funds essentially serve a bridging function and they differ substantially 
in their purpose and operations from typical private-sector financial intermediaries. 
Establishment of privatization trust/investment funds enables the shares to be removed 
from direct government control and creates a mechanism whereby the population can 
participate. However, experience has shown that these funds are best managed privately 
and decisions on whether to accept SOE shares by the fund should be made by fund 
managers based on the feasibility of the proposed investments. 
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Several important issues must be addressed in using investment funds for 
privatization. One concerns the potential. conflict of interest among the fund managers 
who have to balance the need of maximizing shareholders' profits as well as undertaking 
enteiprise restructuring that might depress short-term profits. Furthermore, there is a risk 
that coiporate control by government-organized investment funds may not be sufficiently 
market-oriented, and that investment funds could become yet another group of entrenched 
bureaucracies with coiporate control becoming tantamount to political control. 

The second is related to the appropriate degree of regulation to protect small and 
inexperienced shareholders and prevent anti-competitive behavior among investment 
funds, without impeding their ability to exert management control on privatized firms. 
Ideally, investment funds should be allowed to accumulate enough shares in individual 
firms in order to exercise ownership power, as well as achieve some form of 
specialization in the sectors in which they invest. However, individual funds or a family 
of funds may engage in anti-competitive practices if they achieve significant ownership 
concentration in one sector. Potential fund abuse can be intensified when the banking 
sector is allowed to operate investment funds, as in the case of the Czech Republic. 
Alarmed by the growing power of investment funds, the Czech and Slovak Republics have 
enacted a Law on Investment Funds in 1992 aimed at enhancing protection for fund 
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investors. The Law prohibits funds from owning more than 20 percent of one firm, and 
requires each fund to invest in a minimum of ten firms. 

In addition, regulation in the areas of licensing, financial disclosure, prospectus, 
minimum capital requirements, prudential investment limits, management fee structure, 
etc., are important for investor protection. Regulation will have to be supported by 
effective enforcement mechanisms and institutions. 

··• Th~· Use of Investment Funds in Mas~iiPrivatization 
. inPoland and.the Czech and s16vak Republics 

.\ •...•..••.•. Themass•privatization··approaches in Poland.and the Czech and.Slovak Republics 
incorporated the use of financial intermediaries as a major component of their programs . 

. · .. . . . · The Czech and SlollakRepublics allowed investment! und§ to form .spontaneously and 
provided little.regulation orptp:dential supervisiOnlnitially. M~jord.omestic·financial institutions 
sych as banks and insurance companies fo"Jl:ed thelargest core of voucherin.vestment funds .. . · 
()(j.spite the.large number.of f~nds formed {over400), durfng the. first wave of privatizationiJ! 
1.9~2..tentunds apcupulated.40 percent of the vouchersJn the .czechRepublic .. · .. This 
r;oligentf"fJtfon has .tra.17sformed .. ·investm~17t. funds into.• dominant.players in enterplfse 
iest/'(Jr:tunng. and coipoi-ate. governance'. T~ere is also a considerable overlap of ownership 
bet'Neen Ciech banks and investment funds. Such .. entangled ownership raises important 
issues: · · · .· · . · • > < ·· . ·.. . · · · · · 

i •i\•· •oo ihelllvestmefltfunds have the managerial expertise to monitor the 
. majority of privatized SOEs? 

Since a· single fund .is. allowed by law to acquire only up to· 20 ·percent 
shareholding .•. 1n .• any enterprise, ·how. effer:tivety.· will ·the•· different 

.· institutionalownef'S cooperate in undertaking enterprise restructuring? 

. HOw. would investment funds· deal with· the potential conflict of interest 
as they try to iaise funds for restructuring frornfinancia/ institutions 
·which own those funds? 

·· How could the government prevent insidertrading and self-dealing as 
investmenffunds of the same family act as both buyers and sellers of 
enterprises? 
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Dtconilii~ed .··· · 

!i~~1!iJ;if;i~~ti~!~~ti•go~mment has ~ust .beg~h to deal. with some of th.ese issues whF 
!(ne{;g~d ~ith thf! evolution •of the role.s • of. investment funds. At a . minimum, ·.the. Czech 
9ovemme/1t f1fJ8ds to Putif1lO place a reg~lat~ry framework, .which protects. the competitive and 
tpiJrket~driven economic \structures Jt .·has • encouraged • by.• its •. laissez faire approach to 
pqvatization. ·•· · · · 

: • }h cont1Bst to the Czech.•and Slovak models, the Polish approach to privatization is more 
top-do'('n ahctcautious about the risks of a market-driven process. ·. The Polish govepment · 

· encouraged the formation of .15 national investment· funds, which would each. take a lead 
JsJiareholding of33)percent1rr30 state enterprises, as well as smaller, more diversified holdings. ·· 

..• Manag:mef1t.ofthe fuhds.werecontractedto "brand name"professional investment managers 
whowould o/)erate on the basis of financial incentives. After the first year of operation and an 
annual audit, Polish citizens were all6cated shares in these funds through a conversion of their 

·· \lbuchers. 

i< / • Realizing the pitfalls of the Czech model, the Polish program emphasized risk 
giver,sificationfof individuals, 13nd the creation of financial intermediaries through state 
fnteNention. While the Polish model avoided some of tf)e issues confronted by the Czech 
system (#tich as the interlocking interests of financial institutions and investment funds),. some 

·• atgl.led that it Jacksihe market qualities or dynamics ofthe Czech and Slovak approaches, and· 
i{has.had some difficulties.in attracting popular support among Polish citizens in its .initial 
stages.··· · ·· · · 

Sour~: ~a$sPrivatjzation in C~ntra/ and Eastern Europe and the Former Soviet union, Lieberman, 
· E'liing,.Michal.Mejstrik, Mukherjee,and Fidler, (ed.), 1995. 

Institutional investors such as pension funds have also been utilized to finance 
privatization in countries where such savings vehicles exist. Very often, private 
institutional investors may emerge after financial sector privatization and reform in an 
economy. Private pension funds in Chile, for example, have played a significant role in 
the nation's privatization program since the mid-1980s. 

While financial intermediaries would be a good source of liquidity to finance 
privatization, their participation in privatization should be encouraged and sought on a 
voluntary basis. In the case of Brazil, pension funds, insurance companies and other 
financial institutions were forced to provide equity to SOEs by converting a portion of 
their assets to 11privatization certificates," which were used for purchase of SOE shares. 
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This raised objections in the financial sector, which argued that this obligation to invest 
in newly-privatized, high-risk ventures ran counter to their mandate of limiting the risk 
exposure of their investment. Forced acquisition schemes may also weaken the fiduciary 
obligations and sound business practices of these intermediaries. A better way to 
encourage participation of institutional investors in privatization is to offer tax and other 
financial incentives to make investment in privatized SOEs more attractive. 

.. . ..... Usih{/Pension Funds to Finance Privatizaiionln Chile 

'i r ~offoWJngtheprivaUzation.ofpensionfunds in the mid-1980s,.the Chilean government 
Ha~ alloV(ed pnvate pension funds ta participate in the privatization process. In order to reduce 
.tf7efisk exp0sl.lre of individuals who participate in thepensionfunds, the Chilean Government 
q(!Jatea a specialcammission {Commission on Risk) to classify the risk of privatization 
(qyestments and limited the amount of high-risk shares pension funds can hold. The new 
pef1sion system eventually became a major vehicle for mobilizing financial resources for 
piixatization in. Chile . 
.. ·.· .. --.-_-_ - . 

. ·< • To finance the privatization of the•chi/ean Telephone Company (CTC), the statutes of 
>P:TC were modified to permit access to the f1nsion funds. CTC stocks were certified by the 

qorr1.r11ission on Risk and the Offi.ce of the Superintendent of AFPs (the private Pension Fund 
~cfrninistrators).<.ln 1987, AFPs contributed (15$25 mi/lion to acquire 31 million shares of CTC 

. tqfif)a:np~it~privatization ...•. Thepersion funds also participated in many major privatizations 
in CJ1ile,jncluding that ofthe Compaflia de Acero de/ Pacifico (iron and steel company) and 
Ernf)l1;1sa NaCional de •Efectticidad (ENDE SA). 

;.:---·. ;_ -- : ·:.·--- - -_. - . 

. . . . ' . : ' . 

Through theirparticipation in privatization and in the overall securities market, Chilean 
· jiensionfunds have accumulated holdings of over 50 percentof all corporate bonds an~ over 
5percentof alf equities in the country as of 1990. The resources of the new, private pension 
system have been a major.contributor tothe rapid development of Chile's capital market over 
··th~ pastdecade. 

: :.···- - : _- --- - _: :·· 

~bu;ce: "Five Cases of Privatization In Chile," by Hachette, LQders, and Tagle in Privatization In Latin 
• America.1993. · 

What are the linkages Between Capital. Market Development and Privatization 
Using Financial. Institutions? 

One important issue which needs to be addressed in using pension funds for 
privatization concerns the means by which liquidity is infused into the capital. markets. 
Mutual funds will eventually need capital to buy and sell shares with money rather than 
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with other shares. There are several potential sources of this capital. The state could 
provide funds with initial capital, as could institutional investors such as pension funds. 
Individuals could be allowed to invest in fund shares with money instead of just vouchers. 
Foreign portfolio investors, through venues such as emerging market funds, can also 
provide an additional source of liquidity. 

However, such sources of liquidity may be difficult to come by in developing 
countries. Domestic private savings are often too small to provide any meaningful 
financial resources to support the privatization process. This is the reason why 
mass/voucher privatization has been adopted in NIS and Eastern Europe. 

Overall, active participation by financial institutions in privatization is likely to 
enhance the development of the capital markets in developing countries. Professional 
management of the funds enables more active share ownership, thereby improving capital 
market efficiency. This is because small investors often do not have the financial clout 
to discipline bad managers by dumping unwanted shares on the market to lower share 
prices. In contrast, institutional investors often amass sufficient number of shares to 
affect market prices and exercise corporate governance on enterprises. Financial 
institutions also have the resources and expertise to conduct market research and monitor 
enterprise performance. In addition, private, professionally managed mutual funds or 
investment funds provide a vehicle by which foreign portfolio investment can be drawn 
to the newly emerging capital markets. 

lWzat are the Linkages Between Broadening Share Ownership and Privatization 
Using Financial Institutions? 

Privatization using investment funds and pension funds helps to achieve broad­
based share ownership in several important ways. First, privatization through investment 
funds and voucher distribution has instantaneously transformed the majority of the citizens 
in many Eastern European and NIS countries into stake holders in the new capital 
markets. The investment funds have acted as a principal medium of transferring state 
property to the broad public in an fair and equitable manner. 

In addition, in countries where pension funds and insurance companies help finance 
privatization (e.g. Chile), individuals who are not actively involved in the capital market 
may benefit from privatization through their participation in such funds. Small investors 
are often risk-averse and may not be willing to bid for SOE shares as individuals due to 
transaction costs, risks and the lack of market knowledge. Investment funds may help 
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small investors reduce risk aversion by providing portfolio diversification as well as 
professional management. 

Finally, participation of large financial institutions may help inspire confidence of 
small investors in the overall capital market. However, to ensure the continued 
participation of the broad public in investment funds and mutual funds, it is critical that 
investor rights are safeguarded by appropriate legislation and enforcement in licensing, 
prospectuses, financial disclosure and reporting, etc. 

Privatization by Capita/izationin Bolivia 

· ............... ·.. 'Drawing on the popular appeal of voucher mass pn'vatization and the strength of 
pdvatizationthrough insb'tutionalinvestors, as we/las responding to the need to capitalize ailing 
$0Es, the Government of Bolivia has designed a unique fonn of privatization which will 

Hrcorporate all of the above features. Under the "Plan de Todos," six large state enterprises will 
·be offered for sale by international tender. .·The sale proceeds will stay. with the enterprise, · 
~ssehtiallydoublingtheirnetworth and providing fundsfor future investments. Subsequent to 
the saJe, the strategic investors. and the state.will .. each hold a 50 percent.stake in •. those 
~nterprises. The state will eventually transfer its share ownership .to all Bolivian adultcitizens 
(estimated at 3.2 million) via a newly created pensionfund scheme. The pension accounts will 
be managed by a number of competing private pension funds, 

>While the infrastructure for share transfer andfund su{Jervision is yet to be establish.~<l 
/J.'i;c1pitalization law passed in .1994 specifically linked citizens' participation to a pension~based 
rpe~e/, The govemmentis currently establishing a citizen registration scheme for the pension· 
~ccounts based on votefregistration. The new pension/aw being drafted will closely control 
whatf>e:nsion funds. can do with the resources entrusted to them. Shareholder interests wt11 be 
~presented by the pension funds ontheboards of directors, who will be given a meaningful 

> ~'?fce;in important strat~ic C/edsions. ltis.envisi~ned that the pension fundswil/eventual/ybe 
>~b!e . to trade shares in capitalized companies in the domestic and intemationalistock 
iexchanges. If privatization through capitalization can be successfullyimplemented, the Bolivian 
model is likely to be emulated and adapted for use in other countries. · 

·.. . 
.. ·.···.·· .· ' . ,,' . 

>$C>urC:e: "Privatization by Capitalization, The Case of Bolivia: A Popular PatticipationRecipe for CasfJ.. 
Statved SOEs," Andrew Ewing and Susan Goldmark, Viewpoint. FPD Note No.31, World Bank, November 
1.994. 
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/;x.<il).a11ge. Tf1e Rrlvatizatfon Trust .Fund.has been set up forthepurpose of.warehousing.· 
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What Are Some of the 'Vnconventional Methods• of Financing Privatiuidon 
Sales? 

.. Unconventional" financing methods are often utilized in countries where the 
existing financial markets are weak, investors have limited liquidity, and long-term 
financing is not widely available. In these situations, .. unconventional financing" 
instruments are developed, because it is felt that in the absence of unconventional 
financing methods or techniques one or more of the following undesirable results would 
occur: 

• the sale would not take place; 
• the sale might take place, but at a lower selling price; 
·• the sale could take place, but local investors or some targeted group of local 

investors would not be able to participate. 

There are several types of unconventional financing instruments that are utilized 
in developing countries. Although the burden of finding financing ultimately rests with 
the buyer, privatizing governments are often well aware that the availability of financing 
can be critical in determining whether the privatization transaction can proceed. The 
primary unconventional financing methods we will discuss in this chapter are the 
following: 

• Venture Capital Funds 
• Bond Financing 
• Debt-Equity Swaps 
• Informal Sector Credit Markets 
• Government Financing 

Venture Capital Funds 

Traditional venture capital funds provide start-up or "seed capital" for new or 
existing high-risk businesses having high profit potential as emerging growth companies. 
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Returns to the venture capitalists are linked to company performance. Venture capitalists 
are able to exert some measures of financial control over the companies in which they are 
investing. A venture capital "fund" is simply a pool of investable resources, raised by a 
venture capital company or companies. Venture capital funds typically target risky 
ventures with high upside potential. 

Bond Financing 

Bonds are fixed income secunt1es that promise the holder a specified set of 
payments over a period of time. Bonds can be issued by either national, state or 
municipal governments, or private corporations. For long-term financing of privatization 
transactions, investors in developing countries have mostly relied on loan capital from the 
banking sector, especially in cases where the bond markets are not very well developed. 
However, medium-to-long-term bond instruments have been successfully utilized, even 
in developing countries, to mobilize resources in the financial markets to finance the 
purchase and/or the additional investment necessary to carry out restructuring of newly 
privatized enterprises. 

Although bond financing for privatization transactions usually entails higher 
transaction costs compared with direct borrowing from banks, this form of financing can 
allow the buyer to tap into the liquidity of a wider market which includes small individual 
investors and institutional investors. Due to the participation of most governments in the 
selling of treasury bills and bonds, bond markets in developing countries are usually 
deeper and more developed than the stock market. For example, in many countries where 
the stock market does not exist, there is still a market for trading domestic treasury bills 
and commercial and other debt papers. Bond financing also offers investors certain 
advantages over equities in the form of more stable returns and seniority in debt 
collection. Thus, it can be advantageous to tap into the financial resources available in 
the bond markets. 

See the Boxes below for a successful leveraged buy-out of a tire company in Sri 
Lanka using bond financing. 22 

22 "Kelani Tyres: An Innovative Case of Privatization", SRI International, for AID/Bureau of 
Private Enterprise/Office of Investment, 1993. 
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...... The Privatization of Kelani.Tyres.·1n Sri. Lanka 
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i :ypfi¥a«ie.t/ ttrider Sri Lanka's #Ufl'~nt · privatlzaJion program. •··The< divestiture•·.• was. carried • 01.1t 

.•.•.• ' ·~Qiri.ll'Jg tP , "6().:30-?0Vormula, wher'!bY~ majority shareholding of ~o pe~ent is divested to·· . • 
'. I i;i,,pcif'atFJ; )fil/estors tnrough cp171petitive bi#ding, 30 percent is offered to tfle PLlbHc, and 10.. · 
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1$/x ... ~arjJ.ebentures.. 'J/lhile leveraged buyouts involving. partial bond finan.cing. are. common in 
;{cpuntries• .• with welf-deyeloped bond markets,. th.e issuan.ce. of medium-term ·debentures ··to ·.··•· 

• .ffinance a privatizatiqntransaction·is extremely uncommon in many developing ·countries, such >···· 
(fJs 'sfj...L<Jri#~; ldpalinvestots •were noffamiliar with bonds with medium or long term maturities, • 

•·.•·\since.thel'ongestTreasury Bill has amaturjtyofonlyoneyear. 
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) Prefe@9 t{) keep their funds in relatively ris/(-free. Treasuiy •Bills, ..• despite the.ir •lower yield. •·In . · 

· < • additionx J/SA/O provided. a partial·· guarantee·. to . the debentu.res ·.through its Privatization · 
·· ·. ·· C3qaranfee Program, whichwas criticalin helping the underwriters to reduce the it risks. 

l Thl kJJ~i~rivatization is Widely believed to have had a positive impact ifl the development of 
ih~ fin~nCiatmarket in Sri Lanka. The successful flotation of. medium-term debentures has 
~rlecrto enhance the ability .offinancialinstitutions to .raise domestic capital to finance 
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•.•..•. •• .•.• ~#ebtinstrum(!Jnt; by means.ofinhovative financing arrangements. 

·····•••:••······$Ju~~:····-l(~lanl Tyrv~:·An .. l~novaJve·J~~.1f PdvattzaOon•, ·.SRI lntemattonal, •for A/Dtsumau .. of Private . • •· ··~terprlse/Office of Investment, 1993. · 

The Privatization of Kelani Tyres 

Cash 

l!'.mployffs 

Vil. Unconventional Forms of Financing Privatization Sales 

Convertible 
Debentures 

&-year 
S.nlat 

DebenlllrH 

VII- 63 



Worldwide Experience in Altemative Privatization Financing Methods SRI Intemational 

Debt-Equity Swaps 

Debt-equity swaps are privatization financing mechanisms where the debt holder 
is interested in buying the enterprise. In a swap, the debt holder trades the debt worth 
a fraction of its face value, usually at a price somewhat above the usual secondary market 
price. Swaps can help to reduce financing constraints and improve a country 1 s investment 
climate. Debt-equity swaps have proven to be useful in attracting additional investors, 
including foreign commercial banks, to privatization transactions that might have 
otherwise fallen through.23 

A substantial proportion of the swaps under privatization have involved the original 
commercial bank lenders. An example is the privatization of the state-owned 
telecommunications company in Argentina in November 1990, in which the SOE was sold 
for $214 million in cash with a $2 billion reduction in the face value of its debt. It was 
widely believed that the transaction, in particular the buyer's pledge of $5 billion in 
capital improvements over ten years, would not have materialized without the swap, 
which induced the participation of commercial banks. 

Some critics of debt-equity swaps argue that governments may receive more value 
for their SOEs by selling the enterprise and using the proceeds to repay or repurchase the 
debt at the prevailing secondary market prices. Critics also argue that the administrative 
costs of setting up a debt-equity swap are high compared to straight sales. However, 
many debtor countries face few alternative options, as a large debt overhang may deter 
investors from buying SOEs, especially when large amounts of new investments are 
required to restructure large companies. Under such circumstances, a debt-equity swap 
can be a useful tool to accomplish the dual objective of privatization and debt reduction 
(See Box below for a case study of debt-equity swaps in Chile). 

23 For a more detailed discussion, see Chapter 4 in Kikeri, Nellis and Shirley, !Ul.....cil.., p. 43. 
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Case Study: Debt-Equity Swaps In Chile 

j.h~ d~ilean ·debt-equity. swap program from 1985 to present is one of the most successful in the 
wOl'J[f, The program's objectives are to reduce external debt, attract new foreign investment, and 
"1.c()uiage the repatriation of Chilean capital held overseas. Several factors have contributed to its 

> $.iiccess: ·•. · · 

( ~ [;1Jar-cut swap rules were established in Chapters XVfff and XIX of Chile's Compendium of 
> < ~les on International Exchange, which respectively allow the conversion of foreign debt into 

F > Speso obligation, as welfas equity investment by foreigners via debt cancellation; •The 
> · ?consistent implementation of the established rules ifl Chile, compared to the occasional 
L · suspension ormodification of conversion programs in othercountries; was Viewed as critical 

Y >·•·· )to Chile's success in inducing continuedinterest from potentiarinvestors in debt swaps. 

{ + The debt conversion program in Chile has been carefuffy designed and implemented. A 
\(· ·• .• •monthly qL/ota for the use of Chapter XIX affows the Central Bank to ration approvals to. 

· · · · ·.·. >eontrol the exchange rates and inflationary effects of swaps. Stringent limits have been 
.. ·enforced on.repatriation of profits and capital derived from the investment made. The 

· program design has also reduced the opportunity for investors to take funds abroad and 
· bfing them back through swaps to maximize gains. 

< + . . Uh like the. debt conversions. in Argentina, Brazil, and Mexico, where· the central banks would 
> place the value on external debt conversions, it was the capital market in Chile that 
> < peiformed this task and created the possibility for inteimarketarbitrage: Chile's stable and 

• ( FU supportive macroeconomic• policies··since the mid-1980s, its. weff-developed, liquid capital 
• '.market, and the free~market design of its swap program were critical in raising confidence 

< . arjd altiacting long~term investmentinterest from both Chilean and foreign investors. 

~e~~~n 1985 and 1991, two· swap schemes retired about $7 billion in commercial bank debt, or 30 
f>#rceii(offtle total commercial bank debt The pace of conversion under Chapter XIX fell off 
~flarpfYfh'1991 as the secondary market price of eligible debt rose to 90 percent of the face value 

• itif#tne discounts on the declining debt stock became increasingly limited. 
:·<:.::·:'.//:.··.:. :::·>.: .·:. .. .·· 

\~~Jk~: ~~/Vatlzatlon and Development. Hanke (ed.), International Center ro; Economic Growth, 1987. 

Informal Sector Credit Markets 

Informal sector finance (ISF) refers to all unregulated and unrecorded financial 
activities including lending, borrowing, leasing, and remitting. In countries where the 
informal sector is active, many small and micro enterprises borrow funds in the informal 
sector or from unofficial sources of credit that operate outside of conventional financial 
institutions. Due in part to the lack of security and legal reinforcement, informal credit 
systems typically are considered to be risky ventures and consequently often charges high 
interest rates in real terms. 
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ISF markets are characterized by the following traits: 

• Relative freedom from official regulation (except for licensing of 
professional lenders and pawn brokers in some countries). 

• Small scale of operations with low overhead in most cases. 

• Informality and secrecy of transactions. 

• Minimal paperwork and short processing time. 

• Short term repayment periods typically at high interest rates. 

Government Financing 

In countries where some of the SOEs are not attractive enough and equity markets 
are not deep enough to attract equity or bank financing, the governments have sometimes 
felt compelled to sell for debt rather than 100 percent cash payments. 

Government financing can take different forms. One common form is to accept 
deferred payments. This essentially amounts to a loan because full cash payment is not 
required at the transaction's closing. Deferred payments can be made at commercial 
interest rates, at subsidized low interest rates, or can be interest free. Another form of 
government financing is to provide a cash disbursement loan at closing through a 
government owned commercial or development bank. Again the government can 
determine the terms and conditions of loan repayment under this type of scheme. A third 
type of government financing scheme is to offer the shares of the company through a 
public offering at a discount price to some class of buyers, usually small local investors. 
The box below provides a summary of some developing countries' experiences with 
government-financed privatization transactions. 
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> Experiencfit With· Government·-• F.inallced Privatizations 

;····)·································Highly•IJvera~·sale~··- regardiess.of•·whetfler·the. seller (the .gqvemmentJ.•.oi••· 
cp~¢ialbank~.are the financingsourt:e.-can be risky .• in.. Chile, the. banknipt<;y; 

..•• ofcprivatized firrnsbefui~.en.1974and19.84 waspart/ydue.to the large debts.to.the•• 
··gove,,,ment.fheinitia.f.term~.we19.att,active: buyerswere to.pay 10 to.20 percent· 
down;>V,,ith CJ.he yeaf'5c •• grace. period~ >FolfoWing··the grace period, however •. · the 
~o/1Jpaniesifacfid ffve fo s.even year repayment periods •at high re~l1nterest rates. of 

·••••~@.12percenf Thefinnshada.verxthinequityposition,apdbyi1986seven .. 0f~~eiy. 
t.en.finns privatiie(J .. W.~nfinto bankruptcy and reverted back to state hands wherrthe .... 
baf1ks V{el'e nationalaecJ. In the sec;oifd round of privatization which began in the late 
1980s, thechasteneq govemmeht gave no ·c;redittO buyeis(exceptthrough ESOPsJ, 
~nd buyers :;,ad to pf'Ov~ their finanCialsolvency. · · · 

·- ·-- .- - ----·--·· --·-··- --_ - . 

.... in•Africa,.thef'e are cases ofgovemmentfinancedprivatizationin countries 
such as Togo, Guinea, and Zambia. In Zambia, government financing has been 

· ieselYed fotsmalfcompanies (selling price ofless than $1 million). Since most of the 
deferredpaymentslHZambia do not come due unti/1996, itis too early to determine 
wha(the repaymentrates will be. In Guinea, by the early 1990's total SOE assets 

• S.Oicf~mountecl to 21billipn Guinean francs, of which only 2 billion were repaid to the 
· gov~rnl11eHt.·· ·.Thisexpf:lifence and numerous othercountryeiamp/es •. suggestthat 
~en~@Jlythegoverrupent agencies responsible for privatization loan supervision are·• 
• iio(effective in ensuring strict and prompt repayment. 

··~~urt~:sR1•·14temat~nJ1••·••·•··•·········· · 

'Who is Involved in the Various Forms of Unconventional Financing? 

Venture Capital Funds 

The key players involved in venture capital include: investors who bring capital; 
entrepreneurs who bring business ideas, opportunities, and plans; and professional 
investment managers who bring management oversight, risk and opportunity assessment 
skills. Venture capital managers provide significantly more input to the venture capital 
companies they are investing in compared with conventional commercial lenders and 
institutional investors. 

USAID has supported venture capital activities in African under the Africa 
Bureau's Africa Venture Capital Project. Two of the grants that have been awarded under 
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this project have been awarded to the Commonwealth Development Corporation (CDC) 
to start venture capital companies in Ghana and Tanzania. 

Bond Financing 

Bonds are issued by governments, companies, banks and other financial 
institutions. In the case of privatization, bonds are usually issued by the company buying 
the SOE, as part of a leveraged buy-out strategy. Banks are sometimes required to 
underwrite24

, distribute and guarantee the bonds in countries where the bond market is not 
very well developed. Buyers of the bonds include the general public and institutional 
investors, usually from the same country. 

Debt-Equity Swaps 

The key players in debt-equity swaps include the original lender of the debt 
(usually a commercial bank), the debtor (usually the country borrowing a commercial loan 
on behalf of an SOE), as represented by the Ministry of Finance and the Central Bank of 
the country), and sometimes a new equity partner who may buy the equity stake from the 
lender after the debt-equity swap has taken place. A substantial proportion of the swaps 
under privatization have involved the original commercial bank lenders. 

Informal Sector Credit Markets 

Informal sector finance comprises professional and non-professional money 
lenders, indigenous bankers, brokers, commission agents, private finance firms, 
pawnshops, savings and credit associations, merchant middlemen, and households. 

Government Financing 

In cases of government financing of privatization transactions, the key players 
typically include the privatization agency, the Ministry of Finance, and sometimes a 
government-owned development or commercial bank. Government-owned banks are 
involved in cases where the state actually makes a loan (cash outlay) to help finance the 
privatization transaction. 

24 The underwriting function for the issue of a bond typically includes a guarantee on the part of 
the underwriter to buy or find buyers for all or part of the bond issue. 

Vll. Unconventional Forms of Financing Privatization Sales VII- 68 

( 

\' 



Worldwide Experience in Alternative Privatization Financing Methods SRI International 

Why Use Unconventional Financing Methods? 

Unconventional financing methods are used by developing countries to mobilize 
additional financial resources to privatization transactions. Unconventional financing 
instruments help bring in buyers who otherwise might not be able to secure financing for 
privatization purchases. These techniques are important particularly in countries that have 
thin or underdeveloped capital markets. Unconventional financing techniques are used to 
encourage local ownership, direct ownership to certain ethnic groups, or to target some 
type of buyers such as foreign investors, who may be otherwise not interested in 
purchasing the company. 

How Are Unconventional Methods of Financing Implemented? 

Venture Capital Funds 

The implementation of venture capital financing for privatization is similar to 
attracting other types of institutional investors. For venture capital fund financing, a pool 
of investable resources needs to be available, and the fund must be interested in investing 
in a privatized company. The venture capital fund can invest in a company through a 
number of privatization methods including private negotiated sale, private placements, 
public auction, or a public offering. 

Bond Financing 

In developing countries a merchant bank is often chosen to be the lead underwriter 
for the bonds issued to help finance the privatization transaction. If the size of the bond 
being issued is large, the lead underwriter often assembles a consortium of commercial 
and merchant banks . to share the underwriting responsibility and spread the risk. 
Depending on the specific contractual arrangements, the underwriter's responsibilities 
may include: underwriting, distributing, and guaranteeing the bond being issued. The 
issue is marketed to potential investors large and small, similar to a public share offering. 
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Debt-Equity Swaps 

In debt-equity swaps, if the debt holder for the SOE wants to buy the enterprise, 
it swaps debt worth a fraction of its face value, however usually at a rate that is higher 
than the secondary market price. A substantial number of swaps under privatization 
involve the original commercial bank lenders who become equity owners in the privatized 
enterprise. Before proceeding on a debt-equity swap, debt holders usually need to get 
approval from the government authorities such as the Ministry of Finance and the Central 
Bank. These authorities typically need to ensure that the debt is being traded at a higher 
(more favorable to the government) rate compared with the its secondary market value. 

An alternative swap method is the creation of conversion funds that pool eligible 
debt paper from commercial banks, multinational investors, and individual investors. 
These funds have been successfully used in Argentina, Chile, and the Philippines. 

Informal Sector Credit Markets 

For privatization transactions that utilize finance from informal credit markets, 
government involvement is, by definition, minimal. Government officials, including 
privatization agencies, are uninformed about the terms and condition of informal finance 
transactions. If loans are obtained through these sources, government agencies may only 
become aware of the end result when the buyer has access to enough financing to 
purchase the company. 

Informal sector credit decisions are usually made on the basis of firsthand 
knowledge of clients, usually in a secretive environment involving minimal paperwork 
and loan processing requirements. 

Government Financing 

Government financing is implemented in a variety of ways. Some countries 
organize formal financing incentive programs through special share discounts, ESOPS, 
special loan programs or purchase installment plans targeting small local investors. 
Other countries include financing as one of the items to be negotiated on a case-by-case 
basis in private negotiations with buyers. 

More formal financing incentive programs -- where the terms and conditions are 
known in advance and are available to more than just a few random buyers -- are usually 
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preferable to ad hoc special "deals," because they help provide an atmosphere of fairness 
and transparency. 

What Are the linkages Between Unconventional. Fi.nandng Methods and Capital. 
Market Development? 

The unconventional financing methods discussed in this chapter generally 
contribute to the development of capital markets by offering investors with additional 
short and long term instruments to help finance the privatization transaction, and at the 
same time providing the prospect of good financial returns to investors. The instruments 
discussed offer investors more choices than traditional treasury bills or savings accounts 
and certificates of deposit for investing surplus funds. They give individuals and 
institutions the opportunity to make reasonable judgements about the risks and rewards 
of investing their funds in specific companies through different instruments. Privatization 
transactions financed by these instruments can provide the opportunity for countries to 
begin to classify investment risks and opportunities more carefully and sytematically than 
in the past. 

Venture Capital Funds 

Venture capital funds encourage the development of the higher risk/higher reward 
side of the equity market in developing countries. By bringing together promising 
entrepreneurs with experienced professional money managers with access to capital, these 
funds help create a more efficient capital market. With the availability of venture capital, 
the financial market is better able to assess and fund riskier proposals, some of which 
offer high returns to investment. Privatization may offer these venture capital funds with 
some of their first opportunities to invest their equity in new sectors formerly dominated 
by public enterprises. 

Bond Financing 

Bond financing brings additional depth to financial markets by offering lower risk 
and more stable returns than other alternatives such as equity shares. Successful bond 
financing can help enhance the ability of local financial institutions to raise capital to 
finance privatization or other transactions, at medium and long-term repayment periods. 
Bond issuers can gain new experience in financial intermediation. In the case of 
privatization, bond financing provides buyers of SOEs access to a wider pool of liquidity 
than through direct borrowing from banks. 
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Debt-Equity Swaps 

Debt-equity swaps help develop capital markets by accomplishing the dual 
objectives of financing privatization transactions with little or no additional cash outlays, 
while simultaneously reducing a country's debt overhang. The debt reduction can 
significantly improve a country's credit rating, and thereby enhance its attractiveness as 
an investment site. 

Informal Sector Credit Markets 

The prevalence of informal sector financing (!SF) in African countries, even at 
high and variant interest rates, indicates that it is filling a market void that the formal 
market is not presently serving. In many African countries the variety of formal sector 
financial instruments and institutions is limited, both because of government regulation 
and because of lack of entrepreneurial experience in the sector. As a result, the formal 
African financial markets are not deep. Consequently a large number of potentially 
creditworthy borrowers are not served. In many African countries, this problem is 
compounded by the highly dispersed rural populations, which makes the costs of 
transactions higher to lenders and borrowers. 

The principal linkage between informal sector credit markets and capital market 
development is that informal sector credit markets help to deepen financial markets and 
encourage greater savings and investment than would occur in their absence. Using ISF 
to help finance privatization transactions may also help to bring some of the financial 
resources in the informal credit markets into the formal financial system. 

It is not known how many privatization transactions have been financed through 
informal sector finance sources in African countries. Anecdotal evidence in East Africa, 
however, suggests that informal sector finance particularly in the Asian communities has 
probably helped finance some of the privatization transactions in countries like Zambia, 
Kenya, and Tanzania. 

Government Financing 

Government financing schemes for privatization have a rather poor record on debt 
repayment performance. However these schemes may in some cases have a marginally 
beneficial impact on capital markets by providing loan finance or other access to capital 
to smaller local investors with otherwise limited access to loan and equity finance. 
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To What Extent Do Unconventional Methods Broaden Share Ownership? 

Many governments have taken measures to broaden share ownership because they 
consider it to be unacceptable politically or uncompetitive in economic terms to have the 
ownership of companies concentrated in the hands of a few individuals or institutions. 
In many African countries, where governments are sensitive to ownership distribution 
among ethnic groups, a certain percentage of the shares are often reserved for specific 
ethnic groups or are pre-placed with specific institutional investors that are thought to 
represent a wide ethnic ownership composition. 

All of the unconventional financing methods discussed in this chapter help to 
broaden share ownership to the extent that financing instruments help make the purchase 
feasible for buyers who otherwise were lacking in equity or loan capital access. Typically 
these buyers do not have well established credit histories or enough accumulated savings 
to purchase the companies without some unconventional or creative financing to 
encourage the transaction. 

Each of the instruments discussed in this chapter is aimed at slightly different 
categories of investors, but all of the instruments help to broaden the ownership base, 
albeit in different ways. For example, venture capital funds help broaden share 
ownership, particularly when the venture funds are open to the wider public through such 
vehicles as mutual funds. Bond financing helps encourage widespread ownership since 
bond issues are open to the public including small individual investors and institutions. 
Debt-equity swaps are usually targeted at foreign debtors (usually banks) which otherwise 
might not be attracted to invest in the company or country. 

Of all the instruments discussed in this chapter, the one the most targeted at small 
local owners is government financing schemes. Government financed schemes through 
installment payments, or low-interest loans, or pricing at a discount are used to target 
small local investors in a preferential way. Informal sector finance, while not targeted 
directly by government at small owners, does bring additional small investors into the 
market for SOEs by offering financing which is not usually available through the formal 
financial markets. 
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Capital Constraints in African Countries 

Most successful privatization programs in Africa and elsewhere in the world use 
a variety of privatization methods and a range of financing instruments, thereby 
maintaining a diversified "privatization portfolio". The financing of privatization 
transactions is constrained in many African countries because capital markets are 
generally narrow and underdeveloped. Relatively few local companies and individuals 
have accumulated enough savings to finance their privatization bids. In addition, in many 
countries conventional long-term debt financing is not available from the commercial 
banks. 

In many African countries, financing constraints stem from weak financial systems. 
For instance, in 1990-91, the five major commercial banks in Ghana, had a total of $2. l 
million for acquisition financing, while the estimated value of the SOEs for sale exceeded 
$25 million-- more than the total net worth of the banking system. In other cases 
(Zambia, Nigeria) the governments put SOEs on the market through public offerings 
while simultaneously offering high-yield, low-risk government bonds. In these cases, the 
poor timing of the sales dampened the market for some of the SOE share sales. 

Sensitivity about foreign ownership exists in all countries. Strong restrictions on 
foreign investment can narrow the range of financing options and can exclude countries 
from important sources of new capital, markets and technology. Political objections to 
foreign investment can be reduced in a manner consistent with social and political 
objectives by reserving a "golden share" or "warehousing" a certain percentage of shares 
until a subsequent time when the shares will be gradually floated to small local investors 
through the stock market. 

If local investment is to be tapped, creative use of new financial instruments may 
be required. The shortage of capital and liquidity in many African countries will make 
the privatization process more difficult, but solutions can be found to facilitate buying. 
There is no one method of sale or financial instrument that is appropriate for all 
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situations. African privatization agencies should be creative in finding the most 
appropriate method of sale and financing instrument to fit the circumstances. 

Financing Instruments That Can Be Used In African Countries 

Public flotations are appropriate for larger, usually more profitable and well­
managed companies that can attract large numbers of investors from the general 
population. Public flotations encourage broad shareholding, and facilitate distribution 
of wealth. They are generally characterized by openness and transparency and 
accessibility to small investors. Public share offerings have the disadvantage, however, 
of being technically complex, time-consuming, and requiring significant technical input 
from lawyers, investment banks, and accounting firms. In particular, the pricing of 
shares, preparation of the prospectus, information dissemination, and marketing the 
offering are all time-consuming tasks. In the African context, much of the expertise for 
these tasks tends to come from overseas. 

When significant management or technical expertise is sought for a company, 
private share sales, through competitive bidding or direct negotiations, might be the most 
appropriate privatization method. These types of sales are usually financed by the 
existing equity capital or access to debt finance by the purchaser. However in the case 
of a private placement, specific investors (usually institutional investors) are offered 
shares in a company (often for a minority ownership position) usually after the strategic 
investor has already been identified. 

Institutional investors such as pension fends and overseas mutual fends are an 
excellent source of portfolio capital that can be tapped for privatization investment. Most 
often these institutions are interested in investing in well-known "blue chip" type 
companies through public flotations or private placements. Overseas mutual funds are 
most interested in investing in a country that has several companies for sale with some 
depth to the market so that they are not constrained if it they want to resell their shares. 

Management/employee buyouts are a useful means of transferring ownership to 
SOE management and employees. MBOs and EBOs are often undertaken for small 
companies that would otherwise have trouble attracting buyers and financing. Many 
existing SOE managers lack the savings and capital necessary to raise sufficient capital 
for cash sales. Because of their low capitalization situation, many commercial banks, 
particular in Africa, are reluctant to finance these transactions. In many African countries 
(e.g., Ghana, Zambia, Tanzania, Kenya, etc.), M/EBOs often emerge as highly-leveraged 
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transactions that must be financed through some sort of government assistance, including 
concessional loans or deferred payment schemes. 

M/EBOs are often politically popular especially in countries where labor has a 
strong influence in the political process. M/EBOs can help preserve jobs, and, if the new 
company remains in operation, avoid the substantial costs of closing down an enterprise. 

Mass Privatization is common in Eastern Europe and the former Soviet Union, but 
has not been utilized to date on the African continent. The main appeal of mass 
privatization is the speed, widespread ownership, and volume of companies that can be 
transferred to the private sector under this "Big Bang" approach. The main drawbacks of 
this approach in the African context are the lack of revenue to the governments from the 
sale of companies, and the inability of the system to target strategic investors who may 
be best qualified technically and financially to run the company. These drawbacks 
notwithstanding, the speed and decisiveness of mass privatization are characteristics which 
are lacking in many African privatization programs. In the African context, mass 
privatization can also be combined with IPOs, strategic sales or other more conventional 
forms of privatization to raise revenue. 

With the exception of government financing, most unconventional. financing 
techniques, such as debt-equity swaps, bond.financing, and venture capital.funds have 
been rarely used to finance privatization transactions in Africa. However, unconventional 
financing methods can be utilized in countries where the existing financial markets are 
weak, investors have limited liquidity, and long-term financing is not widely available. 
In these situations, unconventional financing instruments are developed because it is felt 
that in the absence of these techniques, one or more of the following undesirable results 
would occur: the sale would not take place; the sale might take place, but at a lower 
selling price; or the sale could take place, but local investors or some targeted group of 
local investors would not be able to participate. 

Medium-term bond instruments can serve to mobilize private domestic capital to 
finance privatization even in countries where the capital markets are rudimentary and 
underdeveloped. However, issuing bonds involves fairly high fixed transaction costs and 
is thus more appropriate in cases where large sums of money need to be raised. In 
countries where large debt overhang would significantly deter investors from buying 
privatized SOEs, debt-equity swaps can serve the dual objective of privatization and debt 
reduction, thereby enhancing a country's investment climate. 
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Although the burden of finding financing ultimately rests with the buyer, 
privatizing governments are often well aware that the availability of financing can be 
critical in determining whether the privatization transaction can proceed. Unconventional 
financing techniques are used to encourage local ownership, direct ownership to certain 
ethnic groups, or to target some type of buyers such as foreign investors, who otherwise 
may not be interested in purchasing the company. 

Overcoming Capital Constraints 

In many African countries, the shortage of capital and liquidity is making the 
privatization process more difficult, but solutions can be found to facilitate buying. The 
following strategy is recommended for African privatization programs as a means of 
overcoming the severe capital constraints and encouraging local ownership: 

"' Encourage buyers with limited capital to find financial partners, either 
national or foreign. 

Utilize public offerings to encourage broad shareholding, and facilitate 
distribution of wealth. IPOs are accessible to small investors and help tap 
wider capital resources than most other financing instruments. 

Pursue measures to widen share ownership (discounting and set asides on 
shares, establishment of mutual funds, ESOPs). 

Be cautious of deferred payment schemes and seriously consider action for 
payment arrears or default. 

If few qualified buyers emerge at the valuation price level, reduce price 
and/or clean up balance sheet to encourage buyers. 

Utilize unconventional financing techniques such as bond issues, debt-equity 
swaps, and venture capital funds, to fit the right circumstances and provide 
additional untapped capital to fund privatization transactions. 

Try to establish or tap venture capital funds through such sources as donors, 
private financial institutions, or from the proceeds of privatization sales. 
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