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DEPARTMENT OF THE TREASURY 
WASHINGTON. D.C. 

December 17, ,1999 

ASSISTANT SECRETARV 

MEMORANDUM FOR SECRETARY SUMMERS 
DEPUTY SECRETARY EIZENSTAT 

THlftOUGH: 	 Gary GenslerCt:tJL.~ 

Unger Secretary 

Domestic Finance 


FROM: 	 Lee. Sachs (~~/

Assistant S~retary 

Financial Markets 


SUiJJECT: 	 Mitigation of Systemic Risk and Implementation of the President' ~ 
Working Group Recommendations. 

Intl~oduction 

The mitigation of systemic risk emerged as a central theme in both the President's 
Working Group's study on hedge funds. released in April 1999, and its report on OTC 
derivatives and the Commodity Exchange Act. reieased earlier this month. The Treasury I 
Department and the President's Working Group have been pursuing measures to create , 
an environnient in which market discipline can function most effectively in constraining, 
excessive leverage and mitigating systemic risk. Our set of policies. when taken together. 
is intended to: I 

• 	 Reduce the likelihood or frequency of failures by constraining excessive leverage 
through enhanced market discipline and increased transparency and disclosure: 
and . 

• 	 Minimize disruptions to the system when the inevitable failures do occur by 
increasing liquidity and creating mechanisms that minimize exposures. provide . 
tor prompt resolution. and promote mutualization of risk. 

Tht! specific recommendations set forth in the two reports of the President's Working 
Group would. taken together. also "improve the plumbing" by increasing the overall 
efficiency and transparency ofcertain important market segments. They would also 
increase the competitiveness of the U.S. financial markets and help to prevent growing 
market segments - such as the OTe derivatives market . from migrating overseas. Eac~ 
of these improvements is not only a worthy goal in its own right. but also contributes to : 
the broader theme of mitigating systemic risk. 

Individual recommendations are in various stages of implementation in the private sector 
or in the regulatory or legislative arenas. What is currently lacking. however. is the 
stn:ngth of an overarching message to galvanize support behind the complete set of 
recommendations aimed at mitigating systemic risk. In particular. we are concerned that 



our legislative agenda is not advancing as quickly as it might if the individual legislative : 
initiatives were linked together in one message under the rubric of systemic risk I 
mitigation. 

This memorandum will begin by examining the specific recommendations set forth in the 
two reports issued by the President's Working Group, outlining how they address the 
systemic risk issue and providing an update on our' progress in implementation in the 
private sector, regulatory and legislative arenas. It will then discuss legislative strategies! 
for advancing the systemic risk agenda. Finally, the memorandum will conclude with I 

proj)osed next steps for creating and advancing a public agenda addressing systemic risk., 
To help ensure the success of our legislative efforts. in this memorandum we are seeking: 
• 	 Your agreement to deliver a speech. preferably in January or early February, ! 

advancing the agenda for mitigation of systemic risk; 
• 	 Your recommendation on which of three alternative legislative strategies we should i 

pursue; and 
• 	 Your concurrence with our relative prioritization of our legislative goals. 

President's Working Group Reports 

In the hedge fund report. the President's Working Group made eight specific 
recommendations (see Appendix A). and in the derivatives study. we made six (see' 
AppendixB). Many. though not all. of these recommendations were aimed at andlor, 
hav(: the effect of furthering the goals outlined above and thereby helping to mitigate 
systemic risk. 

Spedfically. with regard to systemic risk. six ofour recommendations could reduce the 
likelihood or frequency of failures by enhancing market discipline. These ' 
recommendations would enhance market discipline in three primary ways: by increasing I 

tran~;parency and disclosure. by calling upon regulators to encourage enhancement of 
couflterparty discipline in regulated entities. and by serving as a catalyst for and supporter 
of pl'jvate sector initiatives to improve risk management practices. Accordingly. We 
rcco:rnmend the following actions to reduce the likelihood or frequency of failure: 

• 	 More frequent and meaningful infonnation on hedge funds should be made public~ , 
" 	 F·ublic companies. including financial institutions. should publicly disclose additional, 

infonnation about their material financial exposures to significantly leveraged ' 
institutions. including hedge funds: 

• 	 The Congress should enact the changes to the CEA proposed by the President's 
Working Group to remove impediments to innovation (specifically. electronic trading I 

systems) to promote transparency. liquidity. and efficiency in the OTC derivatives 
markets: 

• 	 Financial institutions should enhance their practices for counterparty risk 
Illanagement; 

• 	 Regulators should encourage improvements in the risk management systems of , 
n=gulated entities; and . 



G 	 Regulators need expanded risk assessment authority for the unregulated affiliates of 
broker-dealers and futur~s commission merchants. . 

. Ahhtough the above suggestions should help to reduce the frequency of failures, some 
will inevitably occur. Thus, in our approach to reducing systemic risk, we have sought to: 
miniimize the disruptions that such failures create and diminish theirimpact by reducing ; 
the likelihood of a "domino effect" by proposing steps to "improve the plumbing".· With 
regard to minimizing disruptions to the system when failures do occur, we recommend: 
G . The regulation of clearing systems for OTCderivatives and steps to promote their 

development; 
G The enactment by Congress of the provisions proposed by the President's Working 

(iroup to support financial contract netting; and . . I 
I) The enactment by Congress of the changes to the Commodity Exchange Act (CEA) .. 

proposed by the President's Working Group to create legal certainty for OTC 
deri vati ves. 

Status of Implementation 

Regulatory and Private Se,'/or Recommendations. While many of our recommendations: 
for mitigating systemic risk require legislative action. we have made progress in 
implementing or furthering a number of our non-legislative recommendations. Our call 
to regulators to encourage improvements in the risk management systems of regulated 
entities has been answered by the bank regulators. ]n the area of supervisory oversight. 
the bank regulators - namely. the Federal Reserve Board and the Office ofthe 
Comptroller of the Currency - earlierthis year issued new guidance urging 
improvements in the risk management systems of regulated entities. 

With regard to our role as a catalyst for and supporter of private sector initiatives. in each 
of th.: President's Working Group repons. we maintain regulation where necessary. and I 

identify a number of additional regulatory steps that should be taken if our current 
approach proves inadequate. Our recommendation that financial institutions enhance 
their practices for counterpany risk management has been taken seriously by the private 
sector. Two private sector groups were fonned to help implement the report's 
recommendations. As you know. the first group. the Counterparty Risk Management 
Policy Group (CRMPG). produced a repon entitled Imprm'ing Counterparly Risk 
Management Practices. Their repon sets forth a number of recommended actions that 
the n'lembers of the group. which includes twelve globally active banks and investment 
banks. intend to take and encourages others to follow their lead. This lays the foundation 
for industry-wide improvements in risk management practices. As you are aware. we are 
engaged in an ongoing dialog with representatives of this group in order to move beyond 
the re:commendations made in their repon. Though there are obviously challenges in the 
area of public disclosure, our simultaneous work with this group and other private sector 
entiti,es should re~ult in progress. 

I While we did not specifically address Herstatt risk in the derivatives study, the adoption of our 
. recommendations would facilitate the development of clearing systems that would serve to mitigate this 
risk. A memorandum is being drafted speCifically addressing this issue. 

..I 
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A more recently formed group, consisting of four leading hedge funds, is exploring the 
development of a set of sound practices for their risk management and internal controls, 

. among other things. This group intends to develop its own recommendations on ways to , 
further the work done by the CRMPGand to make suggestions targeted specifically for 
hedge funds. They anticipate releasing their report within the next month. 

We fIre working with each of these groups and with other private sector industry 
participants to encourage such advances. This dialog will be an ongoing process and one: 
we expect to continue to contribute to the development of increased transparency and 
disclosure and enhanced risk management practices. 

Legislative Recommendations. While our legislative recommendations are at various 
stages in the legislative process. this appears to be the arena in which we are facing the 
greatest challenges in implementation. It is alsothe area in which a strong systemic risk 
approach. unifying a variety of individual recommendations into a concerted platform. is 
likely to have the greatest impact. ' 

Two of the recommendations from the Working Group's hedge fund study which would 
enhallce transparency and disclosure are now in the legislative process as part of a bill 
sponsored by Representative Baker (the "Baker bill"), which was originally co-sponsored: 
by Representatives Kanjorski. Leach. and LaFalce. The Baker bill would implement our 
recommendation that more frequent and meaningful information on hedge funds be made i 
publi,c. The legislation. as drafted. would require certain hedge funds to report financial 
inforination and measures of market risk on a quarterly basis to the Federal Reserve 
Board. Additionally. the Baker bill ad\'ances our recommendation that public compa:nies~ 1 

including financial institutions. should publicly disclose additional information about 
their material tinancial exposures to significantly leveraged institutions. including hedge ! 

funds. Representative Baker himself approached this legislation from the perspective of 
mitigating systemic risk. Representatives Markey and Dorgan have also introduced a 
proposal to increase transparency and disClosure. We plan to work with both the Baker 
bill supporters and the Markey constituency to attempt to adopt a common approach. 

One orour key recommendations for minimizing disruptions when failures do occur was 
our suggestion that Congress enact provisions supporting financial contract netting in 
bankruptcy. This recommendation was advanced in both of the Working Group reports. 
There is generally wide support for.such provisions. which were included in a bankruptcy 
bill that passed the House in May and was recently debated in the Senate. The bill failed 
to pass the Senate this session due to unrelated. controversial provisions in the legislation. 
The Working Group will continue to stress the importance of its recommendations in this 
area. which will likely be enacted next year. eith'er as stand-alone legislation or again as ' 
part of a broader bankruptcy reform package. Chairman Leach has already indicated his 
support for stand-alone legislation to advance these provisions. Chairman Gramm also 
has jurisdiction over this issue and is likely to be supportive. 

Another legislative recommendation which is not yet as far along in the legislative 

proce5;s is our call for expanded risk assessment authority for regulators for the 
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unregulated affiliates of broker-dealers and futures commission merchants. The SEC has ! 

recently circulated draft legislation that would implement this recommendation with 
resp~:ct to securities broker-dealers and government securities broker-dealers. We and the l 

othet agencies of the Working Group are currently reviewing the SEC's proposals. 

Finally, since the derivatives study was released only about one month ago, we have not 
yet taken steps toward enacting the legislative recommendations relating to systemic risk 
set forth in that report. 

I, 

Legiiilative Strategy 

Then! are many promising signs that a comprehensive legislative agenda aimed at 
mitigating systemic risk could receive broad-based support on the Hill. This should be a 
fund~unentally non.:.partisan issue. While many committees share relevant jurisdiction. as ! 

noted! above, several key players have expressed ad interest in forwarding our agenda for " 
mitigating systemic risk. In addition to the efforts described above. Chainnan Leach has ' 
announced that the issues of derivatives and hedge funds will be a priority for his 
Committee when Congress returns. Mitigation of systemic risk may be the type of non
partisan issue that could be taken up even in this abbreviated session. 

How€:ver. we also face significant challenges. First. there is very little time left on the 
Congressional calendar. and little is likely to be accomplished once the focus shifts more 
fullv to elections. Also. this. like other issues. is an area in which there are differences of i 

opi~i()n about the best approach to pursue. Additionally. certain members have expressed: 
an interest in regulating OTC derivatives. a position that could be at odds with our I 

recommendations. 

Our greatest legislative challenge will be amending the CEA. While the Agriculture 
Committees havc primary jurisdiction. Banking and Commerce are involved as well. 
Blileyand Dingcll (Commerce). as well as the Banking and Agriculture Committees. 
have all expressed support tor the clearinghouse recommendation. Enacting the full slate I 

ofCEA amendments may prove more challeriging. however. While we may face some 
resistance in the Agriculture Committees. these issues have never been prcsented to them 
as isspcsof systemic risk., This argument may resound with Committee memhers who 
might lind themselves unwilling to delay legislation designed to mitigate systemic risk. 
Additionally. there are powerful private sector playcrs with strong interests in achieving 
legal (:ertainty for OTC derivatives who arc likely to exert additional pressure to achieve 
these I:hanges. Our best opportunity for the full slate of CEA amendments is likely to he 
throu~~h the CEA reauthorization process next year. but is unclear whether this process 
\vill conclude by the end of this session or Congress. 

We have been drafting legislation designed to implement our derivatives 
recommendations. We have three options: 
• 	 Convince the President's Working Group to send up joint legislative language. which 

could prove challenging on a number of the issues: 



• 	 Inform the President's Working Group that the Treasury intends to send up 
ll~gislation; or 

• \ Provide technical assistance to Members with no attribution. 

Although we will obviously advocate for the entire systemic risk mitigation agenda and. 
inde(:d, for all of the recommendations set forth in the Working Group reports. we must 
prioritize those'recommendations. We must recognize that many of the issues regarding , 
CEA reauthori~tion: are unlikely to be addressed in this session. Thus. while continuing 
to advocate for' the enactment of the necessary legislation for our entire slate of 
recornmendations,the items that we recommend advancing most forcefuJly would be: c 

• 	 Regulated clearinghouses: This is largely a non-controversial recommendation that 
enjoys bi-partisan support. However. we do anticipate a negative response from the 
Chicago exchanges. Nevertheless. it is an important component of our systemic risk , 
agenda. , 

• 	 Removalo/impediments to innovation (.specifically electronic trading systems): 
'While this recommendation may face some resistance froin the Chicago exchanges 
and their supporters. it is important to enact as soon as possible because of its impact 
in promoting transparency. liquidity. and efficiency in the: OTC derivatives market. 
These are important goals in and of themselves. and they also contribute to the 

, mitigation of systemic risk. 
• 	 Legal certainty: While it plays a more indirect role in systemic risk mitigation. 

legislating an exclusion from the CEA for OTC derivatives as recommended in our 
dt!rivatives study is essential to ensure the ongoing competitiveness of the U.S. in the 
growing OTC derivatives markets. ' 

• 	 Bankruptcy Financial ('o11lract Xefling' Another non-controversial item with bi
partisan support. We nt!ed toremo\'\~ it from the politics of consumer bankruptcy by 
pulling it into the systemic risk discussion. 

• 	 Hedge Fund Di.\'(,:lo.wre: Ii is already in the legislative process. enjoying support from 
h~y members. We should work with them to ensure not only its passage. but also its' 
including as many ofour recommendations as possible. 

One ,additional recommendation which is also worth discussing. though we did not 
include in our list of priorities because it is not likely to be well-received by either 
Congress or the private sector. is granting expanded risk assessment authority to 
regulators for the unregulated affiliates of broker-dealers. This is an important 
component of systemic risk mitigation. hut could cost significant political capital to 
implement. We would like to discuss it further with you. 
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Next Steps 

Regardless of which approach we decide to pursue, we believe that a powerful tool for 
creating excitement and motivation behind our legislative agenda would be for you to 
make: a public speech in January or early February designed to unify and amplify the 
message and policies behind these recommendations regarding systemic risk. This could 
be a speech focused solely on the systemic risk issue, or could be a broader visionary 
speech addressing the future of financial markets - the chang~s they are undergoing, the 
new <:hallenges these will bring. and the appropriate role ofregulation in the financial 
mark,!ts of the 21 s1 century. Either speech should be combined with our legislative slate . 
focused on systemic risk mitigation "and a public affairs campaign focused on our market- : 
oriented approach. 

We look forward to discussing these options with you at yourconvenience. 
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DEPA~TMENT OF THE TREASURY .INFORMATION 
WASHINGTON, D.C. 

ASSISTANT SECRETARY 

September 11, 1998 

MEMORANDUM FOR DEPUTY SECRETARY SUMMERS 

FROM.: 	 David W. Wilcox »0 
. SUBJECT: Deflation and TIPS Yields 

You asked about the effect of deflation on the real TIPS yield relative to the 
nominal yield on conventional coupon securities. 

, had James Girola take a look at this, and in general, deflation would cause the 
real yi€!ld on TIPS, even as calculated according to market convention, to be above the 
nominell yield on conventional securities. This conclusion is illustrated in the following 
three t~~bles for a hypothetical 1 O-year indexed note with a principal value of $100. : 

• 	 In each table, the real rate of return required by the market is assumed to be , 
:3.00 percent, and the real coupon rate on the note is assumed to be 
:2.75 percent. " 

.' 	In the first table, the inflation rate is assumed to be .1.00 percent per year, whifh 
implies that the nominal yield on conventional securities is 4.00 percent. given 
the 3.00 percent real rate of return. The first three columns show the real stre1am 

. 	 . . I 

of coupon payments, the real principal payment of $100, and the sum. Applying 
the 3.00 percent real rate, the market price for this note is 97.85, The fourth 
column provides the stream for calculating the real yield. which comes out to ~e 
the same 3.00 percent. I 

• 	 In the second table, the inflation assumption is changed to zero. Since none of 
the real payments is ·affected by the inflation rate. the real price and real yield .are 
unchanged. The nominal yield is now also 3.00 percent. 

• 	 In the third table, deflation at 1.00 percent per year is assumed. The main effect 
is to cause the real principal payment at maturity to increase: this occurs 
because the note promises that the final repayment of principal will not be bel9w 
$100 in nominal terms regardless of deflation, with the result that in real terms 
the payment rises to $110.57. After applying the 3,00 percent real market' 
discount rate, the price of the bond IS $105.70, . 



, 

) 

2 

• 	 However, the maricet method for calculating the yield uses the $100 figure 
rather than the enlarged final payment, as shown in the fourth column. 
This gives a yield of 2.11 percent, which falls below the 3.00 percent rate: of 
tetum, but is still above the 2.00 percent nominal yield implied by the 
cieflation assumption. 
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TABLE 1 

\ Real 
Real Real stream for 

payment principal yield 
stream payment Sum calculation 

-97.8539 
Real required rate 3.00 1.375 0 1.375' 1.375 
Real coupon rate 2.75 1.375 0 1.375 1.375 
Inflation ram 1.00 1.375 0 1.375 1.375 
Real price 97.85 1.375 0 1.375 1.375 
Real yield 3.00 1.375 0 1.375 1.375 

1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 O· 1;375 1.375 
1.375 0 1.375 1.375 
1.375 O. 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 100 101.375 101.375 
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TABLE 2 


Real 
Real Re!;!1 stream for 

payment principal yield 
stream payment Sum calculation 

-97.8539 
Real required rate 3.00 1.375 0 1.375 1.375 
Real coupon rate 2.75 1.375 0 1.375 1.375 

. Inflation rate 0.00 1.375 0 1.375 1.375 
Real price 97.85 1.375 0 1.375 1.375 
Real yield 3.00 1.375 0 1.375 1.375 

1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 , 

1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 6 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 100 101.375 101.375 
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TABLE 3 

Real 
Real Real s1ream for 

payment principal yield 
S1ream payment -Sum calculation 

-.106.704 
Real required rate 3.00 1.375 0 1.375 1.375 
Real coupon rate 2.75 1.375 0 1.376 - 1.375 
Inllation rate -1.00 -1.375 q 1.375 1.375 
Real price 106.70 1.375 0 1.375 1.375
R,eal yield 2.11 1.375 0 1.375 1.375 

1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0- 1.375 1.375 
1.375 o. 1.375 1.375 
1.375 0 1.375 1.375 
1.375 0 1.375 1.375 
1.375 110.5727 111.9477 101.375 
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DEPARTMENT OF THE TREASURY". 	 .,. 
WASHINGTON 

January 23, 1996 
GENERAL COUNSEL 

MEMORANDUM FOR 	 LAWRENCE H. SUMMERS 

DEPUTY SECRETARY OF THE TREASURY 


FROM: 	 EDWARD S. KNIGHT ~t(

GENERAL COUNSEL 


jSUBJECT: 	 United States Enrichment Corporation (USEC) 
Privatization Process 

, 
I want~ to raise several issues with you concerning the USEC 


privatizati.on process. Under the current l?lw, the Secretary of 

the Treasury is the sole shareholder of the USEC. The USEC is 

required tel consult with appropriate agencies of the united 

States on t,he implementation of any privatization. 


, Workin.g closely with Domestic Finance and after extensive 
discussions with the USEC's Chief Financial Officer and General 
COl..lnsel, we obtained a letter last July to the'Department from 
the USEC's President which clarifies the Department of the 
Treasury's role in the privatization process. Specifically, the 
letter states that the USEC will take the following actions with 

,the concurrence of the Department of the Treasury: 

(1) the decision as to whether to finalize an IPO or 
M&A transaction; 

(2) agreement to the terms contained in the 
underwriting agreement relating to an IPO transaction; 
and 

(3) agreement to the terms contained in the sale 
agreement relating to an M&A transaction. 

After reviewing the proposed USEC privatization language 

contained in the reconciliation bill, it appears that the 

requirements for the implementation of privatization would 

dictate that the Secretary approve the implemeritation based on a 

number of criteria that may conflict with each other. For 

example, one provision of the proposed legislation would require 

the Secretary to approve any sale of theUSEC in a manner that 

provides for: (1) the long-term viability of the USEC; (2) the 

continuation of the operation of the gaseous diffusion plants; 

(3) the pro'tection of the public interest in maintaining a 

reliable and economical domestic source of uranium mining, 

enrichment and conversion services; and (4) the maximum proceeds 

to the Unitlad States, to the extent not inconsistent with' such 

crirteria listed above. In addition, the proposed legislation 

requires thl:! Secretary's determination that the method of 

transfer will provide the maximum proceeds to the Treasury 

consistent with the four criteria listed above. . 


http:privatizati.on
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AnothE!r section of the legislation requires the Secretary' s I 

approval on the method of the transfer and establishing terms and 
conditions on the transfer.· The Secretary is required to use th~ 
same criteria identified above except that the "to the extent not 
inconsistent with such .criteria" clause .in (4) is not included i 

here. 

In ant:icipation of Congressional interest in the USEC 
privatizati.on process, it appears that we should ensure that the 
Secretary i.s not placed in a legally awkward position because of I 

conflicting; criteria regarding the USEC privatization process. 
with regard to the pending USEC legislation, I would like to 
discuss with you the Department's policy views on the Treasury's 
role in the: implementation ~ of the USEC privatization. ' 

It may be useful for all of us to get together and discuss 
the USEC privatization. 

cc: 	 Jerry Hawke 
Mozelle Thompson 

\ 
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The Deputy Secr~ary of the Treasury 

I January 31, 1996 

TO: 	 ED KNIGHT 

JERRY HAWKE 

MOZELLE THOMPSON 


FROM: 	 LAWRENCE SUMMERS 

I 
RE: 	 USEC Privatization Process ! 


! 

Could you all very quickly caucus on 

this and identify any issues on which you I 
disagree or where I can be helpful -- or on ! 
which you agree but think I ought to focus. Ir: 

1 

Attachment 	
, , 

( 

, ,:," 

',:, ,I 

Room 3326 	 622~l080 



DEPARTMENT OF THE TREASURY.,.. 
WASHINGTON, D.C. 20220 

January 24, 1996 

MEMORANDUM TO 'DEPUTY SECRETARY SUMMERS 


THROUGH 	 John D. Hawke, Jr. 
Under Secretary for Domestic Finance 

FROM: 	 !v10zelle W. Thompson ~ 
Deputy Assistant Secretary 
(Government Financial Policy) 

Erika M. lriSh~ 

Senior Policy Analyst 

(Domestic Finance) 


, 

SUBJECT: 	 USEC Privatization 

ACTION FORCING EVENT 

Tomorrow afternoon you will be meeting with William H. Timbers, Jr., President and Chief 
, 	 I 

Executive Officer of the United States Enrichment Corporation. After discussions with : 

USEC staff, we have learned that Mr. Timbers would like to provide you with an update pn 

the privatization process. He may also inform you about how USEC is handling the 

concerns of the minority-owned investment banks that were not selected to participate in the 

management: group. Finally, Mr. Timbers may wish to discuss certain issues raised in your: ' 

letter of December 26, 1995., (see attached). 


. IBACKGROUND 

Legislative l'ssues 

As you know, since December Domestic Finance has worked with the Office of General 

Counsel, Legislative Affairs and Alan Cohen in developing appropriate responses (and , 

opposing positions) to certain provisions contained in the Reconciliation Bill. Treasury has 

been actively pursuing the following changes in the USEC amendments: 


1) Inclusion of an Anti-dumping waiver, 

2) Removal of the Treasury Certification of "Maximum Proceeds Test", 

3) Reimbursement of costs incurred by Treasury, and 

4) Removal of the statutory 10% anti-takeover provision 


Our concerns were submitted to OMB via legislative reference,' directly to OMB PAD. 

Glauthier, and to OMB Director Rivlin through Alan Cohen. We also raised our these issues 

in our NEC USEC working group on privatization and through our direct phone call to 




Deputy Secretary of Energy Curtis who is the Adminstration's lead negotiator on 
USEC/Energy issues. As a result; our concerns are now being addressed in . I 

. . I 

WH/Congressional budget negotiations on second tier issues. Finally, Treasury's Office of 
Legislative Affairs was very helpful in ensuring' that the Senate Energy Committee staff was 
aware of our concerns. 

To further press our position about this and other parts of the USEC bill, OMB invited us Ito 
present our concerns directly to Congressional staff on January 4, 1996. A follow-up 
meeting was held last week. Although Hill staff are reluctant to accept any changes to the' 
legislation, we are making some good progress and believe we will get some of the changes 
we requested. We expect the group to reconvene next week. 

The Privatization Process 

Valuation Iss'ues 

Treasury, OMB, CEA, NEC and USEC have been working with Ernst and Young to refine 
and finalize t!leir written report which includes: 1) a study of criteria and methodologies us~d 
U.S. and foreign governments in privatizations and asset sales, 2) identification of elemerits 
of systematic and non-systematic risk to be reflected in the discount rates used in the NPV '. 
analyses, 3) identification of cash flow assumptions and projections for an "in the 
government" USEC NPV analysis. (A copy of the most, recent draft was provided to your: 
staff.) We expect the report to be completed within the next few weeks. ' 

We have· also been working with Tax Policy to discuss what methodology should be used to 
calculate futuTe tax revenues to the gov~rnment from the privatized USEC. This is a key : 
component in the "out of the government" valuation. Preliminary Tax Policy analyses hav~. 
concluded: 

If the company is sold as an IPO the standard corporate tax rate of 35 % is appropri~te 

Potential tax revenues would be.based on the "in the government" cash flows. (The 
assumption is that any additional revenues as a private corporation would be revenu~s 
displaced from elsewhere in the economy.) 

The appropriate discount rate to use on the projected tax flows is. a risk adjusted rat~: 
, 

Treasury and OMB has also been meeting with USEC and its financial advisor to review the 
corporation's strategic plan, discuss dividend issues and reach agreement on all underlying , 
assumptions . 

Transaction Related Issues 

The management group and counsel have had several due diligence sessions and have 
produced first drafts of the offering documents . Domestic Finance as well as Treasury's 
Office of General Counsel are currently reviewing the draft documents. However, Treasury. 



OMB and USEC must reach agreement on all outstanding issues, and Congress must pass: 
pending USEC legislation before the Sl and Offering Memorandum is further developed. i 
The Transaction Manager has also begun hiring small and disadvantaged businesses, to fulfill 
the subcontracting requirements in accordance with the Federal Acquisition Rules. 

Underwriter Selection Process and Concerns. 

As you know, last August, USEC commenced its underwriter selection process. USEC aild 
Treasury staff evaluated written and oral proposals, in accordance with the selection criteria, 
ranked the proposing investment banks and in September, proposed a recommended 
management group. Based on the Selection Team's evaluation and recommendation: 

Morgan Stanley & Co. was selected as the Transaction Manager,to assist USEC i* 
preparing for privatization, in its capacity as Lead Manager for a possible IPO . 
transaction and as M&A Advisor for a possible M&A transaction. . 

In the event of an IPO, Merrill Lynch & Co, was selected as the Co-Lead Manager; 
and 

Dean Witter Reynolds, Janney Montgomery Scott, Lehman Brothers, M.R. Beal &: 
Co, Prudential Securities and Sa~omon Brothers were selected as Co-Managers. 

i 

Only one of the selected firms is minority-owned. Last month, several minority-owned firms 
wrote to USEC, the Vice-President, Director Rivlin, Secretary Rubin, Secretary O'Leary, . 
The Hill and others suggesting a flawed. process. Treasury responded to two letters from ~ 
minority-owned firms who sought co-manager positions in the USECManagement group .. 
The responsf~s indicated that the designated procurement official at USEC is the appropriate 
person to discuss issues related to the underwriter selection process. Most recently, Director 
Rivlin yesterday received a letter from another minority-owned firm expressing its . 
dissatisfaction with the USEC underwriter selection process. To date, the Secretary has not 
received any such letter from this firm, but it is quite possible that he will within the next : 
week. USEe management has informed us that the USEC Board has scheduled meetings to 
address these: issues with the firms that wrote to the Secretary and others last month. 

cc: 	 Edward S. Knight 
Linda Robertson 
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THE,DEPUTY SECRETARY OF THE TREASURY 
WASHINGTON 

December 26, 1995 

Mr. William H. Timbers, Jr. 

President and Chief Executive Officer 

united states Enrichment Corporation 

6903, Rockledge Drive 

Bethesda, Maryland 20817 


Dear Mr. Timbers: 

since we last met in September, the United States'Enrichment 

Corpora'tion (USEC) and the Treasury have made substantial 

progres:s in the, USEC privatization process., I am hoping that: 


, this pr4::>gress will continue during the coming months.,· ~Ap"" we : 
prepare for a possible privatization transacti'Ln ,. howiYeif~... I I 

thought it might be helpful to review what we have been able to 
accomplish thus far, and what work remains to be done.,~~::~~··also 
thought it would be helpful to articulate clearly certaIn 
concerm; we have about the privatization and to set forth certain 
ground rules for our future activity. 

At the outset, you should be aware that Secretary Rubin, Under 
'Secretary Hawke and I have been closely monitoring USEC's 
pr i vati~~ation efforts and the important public policy issues : 
raised by the proposed transaction. We recognize that because-we 
will be privatizing a government corporation-- a public asse~ 
any privatization transaction undertaken by USEC must meet the 
highest standards of integrity, while fully, protecting the 
interest:s of the taxpayers of the united States. This , 
transact:ion will be subjected to exacting public scrutiny. 
Accordingly, we must do all within our power to-assure that,the 
transact;ion is not only in the financial best interests of the 
united states, but, is fullY'--e-ransparent and above' all suspiciqn 
and reproach. I know that you and the members'-of the Board of, 
Directors share these ·objectives. 

We are particularly concerned that the process by which the fO,rm 
of the privatization transaction is determined be able to 
withstand exacting scrutiny. This dictates that any circumstance 
that might be viewed as creating the potential for a bias in 
favor of one form over the other -- for an IPO, for example, a,s 
opposed to a, merger -- be addressed. For this reason and to this 
end we have expressed to you our strong conviction that (a) 
existing directors of USEe not be eligible to stand for election 

• ",,' • t' as dl.rectors of the prl.vatl.zed companYi (b) the l.nvestment : 
bankers 'who will be advising on the form of the transaction no~ 
be eligi:ble for engagement by the privatized company for a : 
specified period of timei (c) insiders not be permitted to , 
purchase stock in the privatized company; and (d) there,beno ! 

statutory anti-takeover provisions or stock purchase limitatiops 
that might, be-viewed as intended to entrench exist"i-ng management. 
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..•... ENGAGEMENT OVERVIEW 

Rmat ~fc. Young LLP hal been engaged to 8In,j..t the United States Deparunent ofthe 
Trcastlry and the United Stat.e.'\ Enrichment Corporation (USEe). Spccifically we were 
.nsked 10: 

. A,· . 	 Perfonn a study of privatizations and nltet ,..Ies and SCCUriLU.alium; by U.S. 
(includioJ; Swle lind Locul) and foreign governments: 

• 	 Oetermine what criteria aDll methudology were used to: decide whether to 
privau:£C, mea.'\Ul"C the SUCUJi of the AIle, AClect the method oftransachun. 

• 	 Petenlline how discount raLes were u-'ied in the analysis. 
What wen: the tranuction costa" 

• . What i. their relevance to the USEe I..nmsat.:tion'/ 

Id~tify the c:lemc:.uJ.s of sysLC:INhc and non-systematic risk that would he 
reflected ill the application or di!l.COunt rates for the nct prc.'\cnt value (NPV) 
analYS;. allBUm.nlt USEe remains in the govcmmcnt and recommend how one 
might qUlIIntify auc.h ris.k. 

Sued on the requiremenu of the t:..ocrgy Policy Act of 1992 and thcrcsulL'\ of A 
;a.nd U above. recornmc:nd &he II'Propriatc methodology for the Nf'V test. 

.. 	 Recouunc:nd an appmJ"'"ale methodology to evaluate the tutal return to the 
government (rum tn.,unta.ning tbc Corporation u a I:'tClvemmcnl-ownod 
entity_ 

•. Idenufy IDd m..ake recnmmendationu on crilit:.lll ul>umptions (e.g. discount 
ra~.. apllAll elLrerMhtul'f:1J. power eocu, and Russian llDU) . 

.. BACKGROUND 

TIle USEe ~,cJ i~ requan:d by SccttOn 1~n2(.) of the .l:iru:rgy Policy Act of 1992 to, in 
consultation ~ith apprupnllte .I~ of !be lhut.cd Statu, dc:tetmine that privatization 
will: 

I. 	 Ftcsult in areturn In the UnlClrd SLtu:-a at lcut equ.al to the net prc!:cnt vulue (NPV) 
Ol( the CArporatlOft. 

2.. 	 ~lot I'CIC'Ult in the t:.orronbnn he,". owaed. ountruJlcd. or dommal.Cd hy Hn alien, R 

flll'eign cnrpnralion. Of e fUlnlP' IfCWcmU'lenL. 

111 ERNST" YOUNG UP 
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3. 	 Not be inimical to the puhlie health and safelY or the common defense and 
security. ' 

4. 	 Provide rt:a8(mablc 1L"I'W'3ncc that adequate enrichment capacity wiJI remain 
available to meet the demand& oflhe domeNtic eleCtric utility industry. 

The fint requirement has heen interpreted 3S either a requirement to ca10ulatc an Uin_ 
KOvCtllment" NrV to compare to the expected proceeds ~(a sale o{USEC tu the private 
~ector or as a requirc:ma:lt \.0 CKlculate an estimated NPV'ofUSEC a... II private 
corporation to evaluate bid" or lugg~tcd I POIM&A prices. In either CH~ a discount rate 
and pl'ojcCLcd cillih OOWI an: needed to determine the NPV. Several Government 
A~eneies have polkie,., on di~C()unt rates and in certain instances these As,eneic.s 
rcc.ommernJ or huve WIC.Id private market-based discount rates. Sec Appendix A for the 
gcntmtl polieie. .. 00 discount ratca and Instance. II where these Ageneic.' have recommended 
usjnspriv~lC.m.arkct n~. 

We have used certain rorcca.ned dati lupplied by lhe management ofUSEC as to the 
likely ilmrac:t of USL:.t: rcm.auun, a government corporation in our lOtudy. as well as dal..8 
obtaiocd ftompubUc lOUrte5 deemed by us to be reliable. We h~ve not examined the 
forccaall.Cd ~tI nr the &SJUmptioQJ uodcrlyinK the forecasted and related assumptions. 
Huw,cvl::r. there will usually be dllTerencelO between forecasted and actual results, bccnusc 
events I ••w;t circuI.D»taDl.Q fn:quently do not occur as expected. Ilnd those diffcrcncc.<o may 
he InAterilll. 

/\1 set fl)f1h in Iheirrrpoc1 ldatcd Aprill99'.J.r. Morp.an Sccur:Jties, lnc. performed 
dil'WWltcd cash flow anal)'lCl of 1J~F.c for two tcc.u.arioa • one assuming the COmpDI1)' 
would puraue a ICtratcgy thaI included only the existins, s,ASCOUS ditrUKion plants (GDP) 
and thc .>Cher usumm, thal a plant LLl'inl the ItOI1llC vapor laser isotope separation 
(AVUS) procex.'I wnuld be built. We have relied upon the infonnalion rl.'garding the 
GOf-only hasc eaie ror USEe .. pro.... tdcd kYy the management ofllSEC and quantified ' 
hy J.lI, Morpn Securities. Inc VlI.tMut tnd~-nl v(,.';(jcation. ' 

I j. Morpn ~ ,hat .............. CD a... piI'C:IIaltataunil bued upm U~F..r: ma"OIgemau
rl.ftC1LlU all<! re.floela prevail.... CNldluo. ad I.III.:u ftC'- u of thi' dIIte, 1111 uf which lie ~in"ly 
~ lID c;kan.c. 10 pn::pann. lIMa ,.~ J, Ncarpn rehed upon aUll ••umcd. withoul 
II~~' Ycrd\catNwt. dI. KCWKy ... c....,.·...... vf all informalu", avail.blc. fcum J'lUhlic lOUroc:.a ur 
winch wu IwnY~ Iu 1.1....,.'. heIW( 01 usee " wtKch wu otbc-wisc: I"Cviewed by UII."IIl. In 
wtdtll(lt\••:u- aal)'llCl' ant MIt and do lICK ,..."..., '" he arrraia.alt of the: ...t., aw..:k., or bWlineu of 
u~rr. 

http:forccaall.Cd
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INFCIRMATION, DOCUMENTS AND DATA GATHERED 

Our dhcussion of privatization in devoloping,and transitioDsl countries iN hUed on Emst 

& You.ng's experience in 30 or rnorc cuuntrie.cl. including virtually all the cuuntries in 

Central and Eastern europe and Latin America., most of the fonner Soviet Republics, and 

8 Droad cross-section ot' privati:£inK countries in Asia and Africa. 


ThCt)VCJ'VICW ufprivati7..ation in developed countrie" is based on Bust & Young's 

experic:nee and knowlcdbte. a review "fthe technical guide for economic appraisal 

I' 


. published by the UK Trea~ury, a revIew of current literature and a ICview of 
GAO/AIMD-96·23 cnliLlcu "Budget J"UCS • Privatization/Div~liturc Practices in Other 
Nation!i.'· 

During the course of our study. we condueted interviews and.di!>cus.si('l11i with or 

reviewc:d materials (rom individualll with knowledge ofth" U.S. State and Local 

privatization Cltpenencc .nd u.'Iociatcd with the following organjzations: 


City of l'culuma. California 

Orange County, California 

City of Indianapolis, lndWl& 

C.ity o( Charlotte. North Carolina 

New Jc::rae)' \.K)vcmor'J Pnvatiz.ation \..ommittcc 

New York C,ty Economic Development Corp. 

Water Daslncl. Franklm. Ohio 

Mayor'. Office oa (AmpeUUveneu. l.1cvclaod, Ohio 

SolidWute Mana~emeol. Hou.W", Tau 

T'rivate TechnoloGY Inc. 
 (C 

Ranch. Env1l''Onmental 

The Rcuon Fou.ndaLlon 


. . 
Our dlICuuion orthc e&err.eua orbuslDC&l rit.k rnr USEC illcorporaLos internal ernst & 

Youn, lLP 1;.ltrc:rt1ae In r.naDCW cxononua. C«pOralc finance and business Vl\)uallon. 

Tn ackhticoo. we relied M l~rnrrl"WlllOn ~M:kd (rom UShC management, primarily: 

Henry 7.. Sbchoa.. h V)CC Prosldenl at Chief Financial Officer 
Michael T Won Manalet, .... inanciallSLr:uegic Vro~rams 
Michelle Peprcr fLIWICiaJ Analyst 

M07..eI1C W, T"humpwwn Oc:partmcnt of theTrcasury 

San 1. C"..vendaab lJepa.rtmcnl of the Treasury 


http:cuuntrie.cl


ERNST & YOUNG LLP ID:202-327-6227 JRN 04'96 18:53 No.014 P.OS 

F.rika M. lrish 
Rlgic Holstein 
PctcrR. O~g 
Dr. Roben T~. Civialc 
Professor Richard Rubaclc: 
Jim H. Derryberry 
Laurence F. WhtUcmore 
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Department of the Treasury 

National f".conomic Council 

C'.ounc:il ofUconomic Advi~nl":'\ 


OffiCe ofManaKement and Budget 

Harvard Husincs8 School 

J.P. Morgan Securities, Inc. 

1.1'. Margan Securities, Jnc. 
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\ EXEtCUTIVE SUMMARY 

Survey of Intematlonal And Dome.tJc PrtvatLzatJon Experience 

Our survey of intemational and domostic privuti7l1tinn expcnence shows thai 
governJDcnts typically pUJ"Rue privllti7.Dtinn initiatives for all or some oflhe folJowing 

. rea!OuilS: 

• 	 Reduce RuhsidiCl' fnr non-profitable stAte-owned entities (SUEs) 

• 	 ltaise cash for the treasury 
• 	 lncrcase economic OmCleoc.:y 
• 	 Develop capital maric~ 
• 	 Promote wid« share ownership 
• 	 Respond to external pressure from the International Monetary fund, World Hank, 

and other international lendIng urguni7.Dtinns (11..01) 

Attcr [be decision il ~de to pursue I privatiz.alion program. aovernmCllta must aclct.1 
IIpecific enterprises u privatiulion candithtIc::s. Generally, foreign privatizatiun programs 

. havc Dot used ri~oruw. quantiative mcthodoJogios to !iecide whether or not 8 specific 
enterprise ought to be pnvalual. An eJlcqltion j, New Zealand which uses a market 
dtiCOuilU rale appfOJ"'Oate for the mdustry in which the sor.: operates in an analysis tn 
detennine whether a pIJ'1K:ulat SOE Ihould be privati7.od. While foreign governments 
have hiu:f vanoull motIvations for pnvlltizina: JlArticular entities. the mwt relevant to the 
USr:C tra,nsaetion ~ po&.cnlial efficiency ,ain. under private owntnhip and projected 
proceedl lO the Trea.aury. 

We have Aeen evidence ht domc.ruc IltaIC and 1nc.a1 govcmments have ~ net present 
value (NPy) mc~odolo",o iIII unc eneen. for UlClSing the privali:r.ation options for 
b"O'Iamment",memed UJC'tI or opcra~ companies. Other major consideration'!; were: 
elfcc:t on ntcpaycn. effect on employees, acceptance by conlltituent cities and treatment 

of lV31U r~ 1U'1oda. 

. 
Our survey mowl tt...t In c;.ua wberc rhe IeUms entity J*fonned flll8ncial ana1y~ 
rcquiriil, diKount ratea to 1Clcc:1 P'."auLilobun candid8t~. the same discount rate was 
used f01r both puhlic and rnvalC IC'CUnol and wu designed to reflect the riskiness of the 
ca..J\ f1('l1W'J assoc:iatcd wldllbc buameaa cw ..net being valued. Any dirren:.nce in the 
IoCetlanC)I was reOeaed 1ft &he Qlah f'lnww. P"vale market di,:;count rates wcre used in 
bcnchm.uic. vatu.hun.. once the dec.llOD to punue privDti7.arion had been I'11.ade. 

Implementation fKton common '" ",&JIlt fnre1gn countries and reJevMnt to USEe are: 
l:ovc:mrirlCnt mntivltion••ncthod uf U'ansaction. pricing. rel:,'uJalion ur munopolies, 
n.tslrl.M.1uring flrior to 1I.lc. COIIICC'mI o( various iDtercst t:!fouJ1S. trc.&tment of cmpJuyces 

http:privati7.od
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and 1:imiting foreign inve...tmentlcontrol. The main transaction mBtbod~ relcvanl1.O USl:.C 
arc iIilitial public offering (lPO) and private ASIc to a strategic or finaneial buyer. An IPO· I 

haA been the option for the sale uf larger bU5inC5$c.~, particularly wbere there was 
cx['ec:tcd to be a wide range of instilutioBlll Or public demand .. The experience in the UK 
aDd Canada sugge. ..t.o; that transaction CQ.c;U range from. 2 percent to S percent of total 
proceeds ,for an lPO and IlTC un the lower end of that range for privILCsales. 

The .lr'iJeccss of 8 tran&3.ction is viewed differently by the variuus lltakeholdcrs depending 
on thc:ir objective for the transaction. In the Jdlort tcnn, for govemmCD15 who do financial 
YIlluaijODI prior to ule, any we that bririgs in an amount equal to·or greater than the 
estimiltCd value of the enterprise or a""tlvlty is judged a I\UCCcss. LonKer term success if!: 

. \ . 
Ccnctillly mea~ured in broad temlR JUch as: n.:Uuction in customer prices. improvement in 
financial perfonnance. wu1er coruumcr chnice and better quaJity servicci. 

EIlinliJnta of Business RJsk for USEe and ,Quantification of USEe Discount 
Rate 

We bcJl1cve lhat the bes1 way to estimate a rial-adjusted discount rate, a.~surnin.c that 
usee rmlHins in ttiC covcmmenl. ill to a.ssc.u thc ~y~tcmatic portion of the vari:lbility in 
USEe'.I earnings. In ~cral. the elemcna or business risk for uSee that arc related to 
the: company's flexihthty to deal with market.wide clunlging economic cunditiOJlS can be 
c:haractCrizc4 u systematic while thUle eiemcn15 OrhWiiness risk thai arc more unique to 
t1~EC (e.g. cha.ntc:.lln U.S. Govemmcnt miley that affccllhe Suspeniion Agreement) 
CAn be: ,c:lwtacU:ri7~ u non-iYI'CTniIlttc. Only I)'Sl.Omatierisk is ren<x'1ed in the discount 
rate. ThOle faocton that affect the ICY'CI bur nut the v~abjJjty ofearnings can be c::apturod 
1n the cub flow.: 

it no nellhc::r po58iblc nor fwopeT to u.cign price:a to each element of systematic risk for it 

lCovemrnent-oWD¢ U~F..c. and add lb,.;m to get iu; LOLaI "y,,1ematic risk. The appropri:.tte 
WII)' tn I~uanti" the dilcnUnt rate (or. sovemmcot-ownod USEe IS to Clrtimatc itiLOlal 
systenulic riall:. TyrccaJly.1Ju.& LI &1COmplashcd by examining compardble companies to 
alunlC,(: risk': Becau.e: no pc:tfec1ly CCW't1panblc companies with ob9CTVabJe reiurns exist. 
the pnu,;tiQloption illO !..lAC [,nvllely owned and publicly lrotded coanparahle comp:mies 
and I1w;e adjW.Lmenb 10 Chc t'C'I\llun" WKount rate when DCCC8l>lSry. 

II II diffic:ult. bul ncc~ry. to e:umm~ roa••b1c adjw;tments to thc private market 
dilCOUol. rale. ,..('11' c:umplc: 

• 	 Sys=natic riLle ml£,ht be htt:hcT (or a publicly owned USEe than for ,. privlltcly 
clWftCd USEe bennie the puhltcl), owuc.:d US&: has Ics.& nexihility to respond to 
ciW'itet..corrc1atOLl tJMx:k I 
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.. lbe public sector diNCOunt rate might bc cither higher or lower than the private 
ICCtor discount rate due to different costs of financial distress. 

• 	 Any priv,lte t;«.-tor liquidity risk premium is likely to be small because USEe is a 
large, well-capitali7.ed company. 

We htLVC considered CbeI;e and other factors thal could introduce ditfcrcncc.~ hetween 
public. and priVlltc di!'&COunt rates and concluded such effects, ifany, are likely to be small 
and may beoffsett.ing. 	 . 

Because cxact quantifICation is Unpolaliblc, we recommend thal the ("n)vemment usc a 
range o(.djuttmcnts ofll rercent to the 12.0 percent med.ian discount rate developed for 
the pnv8&e USEe for WIe in thc NPV calculMrion for USCC2 a.~ 0 gnvernment cotpOnslinn. 

Sumrnary of Recommended NPV Teat 

Ern..t il Young ll.P *'&1 cngagaJ Lu recommend a methodolugy for calculating the NPV 
or USEe in the public: &ectur. and maku no ropruentation regarding the prellcnt value 
rcsull\ ofthc::Ae recommcndationa. Em.1 ~ Young bas nol performed. a valuation of 
usnc ulummc govenunent ownerlhip. lbcac n::&ull'l arc range estimates hased on 
inform.ation IllftPlicd hy lJSr.c rna.n.l4;cmcnl and quantified by J.P. Morgan. 

We beiyln with the US1:C GDP-ooly hoaac: c;.u.e cUb flows to derive the ciuh Oows for a 
pubhc: U~HC. The· cub nows uaumcd dw USEe was priv ati7.ed. In dcvclopingthe 
c;uh now, for a pubh' USEe we have utUmcd thal the entity would p.ay only state taxes 
II an aiJlU1DCd 6 pc.::n::c2U rate bqLinn&a.g in 1991« and have removed FecIcral Wtes. Wc 
idcnlifilcd and quanti(led. wbere IflpuPiatc. IC'VCIl (scion Lhat influence the level or the 
c:a.Ul floWl: management com, ,..oc::uremCZll rcgua.l101'\.IIi., invesancnt projects, compliance 
COrti, tiDancin~ power cotU. and mlrkcrina cft'ort.Furthcrmure, several C051 elements 
have b:en refuicd linee the ungll'l&! buc calC acenario was devcloped. We include lhcsc 
rclinc:rllCll"lb &lI part of a.c cub ,....,.. ki)1UUnCDb. 

1ne l'aIUlt of1bc NPV ulculanon for usee au.uming it rcmaina in the govemlnCDlili 
IlfIPt"Oximato&y S1.1 billlOf' (or ct.~ rata nenl[ing from 11 percent to 13 percent. If 
USEC'. c.aa.h m I.hc 'I n:uury IS tddod. t.hc n::aulting figure iii appruximately $2.3 billion. 

, Ad,uas.ld ItCGl the usoc (iOP_1y ___ ,.., uC U • pon;oat u qualified hy J.r. Morpn in Arml. 
I99S clLtil CO Lhc doclinc: 1ft dx "·"01 ,.. 01 AIIJII'OA ......dy I~ bu" poinll U n(nocernber. 1995. 

http:Ad,uas.ld
http:well-capitali7.ed
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. SURVEY OF INTERNATIONAL AND DOMESTIC PRIVATIZATION 
EXPERIENCE . 

Our survcy or international Wld uumcaolic privsti7.8tion experience shows that 
r,ovcmmcnts typically pursue privati711tion initiativC8 tOr aU or some of the following 
reaso:lJs: 

• 	 Reduce subsidlcs for non-profitable atat.e-owneci entities (SOEs) 
• Raise cash for the UQl'ury 


.• IncrcaAc economic efficiency 

• 	 Develop capital markeu 
• 	 Promote wider aharc C')wnenhip 
• 	 Recrond to external prcuurc from the International Monetary l"und. World Hank. 

and othcr int.ctnationallcndin, orpni7.ations (I LOs) 

( . 
J\1\cr thc dcci,ion II m.d" tu runu1e n privati7.ation program., governments must selcet 
~1iL: en1crpriSCII u rnvati7..1tion candidate•. Generally, fureign privatization program" 
have not u.qxi ri(:OI"O'Ul quantitative methodologies to decide whether or not a specific 
cnterpnse ought to be pnva1.i%cd. I\n exception i.. New Zealand which uses II. market 
dilCO\lnt rate appropnatc for the mdWftt')' in which the SOE operate., in an analysis to 
determine whether I panicular SOE abould be pnva117.cd. While foreign governments . 
have had vanous mot.lv.UnNI ror my.tiring panicuiarcntitieA, the most relevant to the 

, 	 I 

11SBC ttaTUKtion II'e potential cMctcncy saini under private owncrship and projected 

procCl:dJ to the Trcuury. 


Wc Nlve scc::n evidence thaI domettac sate and locallovemmenu have used nct'rm:sent 
value (NrV) methodolotiel U ODe a1LL:na rur u&euing the privatization option.c; fur ' 
lfuvemment-owAcd IlIICU or opc:.t1ItmI c:oraraniCl. Other major consideration!' were: 
effect 00 ratePayers. eJTect on em~ acceptance by constituent cities and treatment . 
or a;ranl fIftIcd &t.UCU 

Our ..a.rvcy·ahowt that m caUlll ~ Ute 1tUi.ug entity perfurmed financial analy..es 
rOofu"'1n1 c.h5COUnt I"&!a 10 1Clcc1 priYlluutMW'l c.andidatcs, the arne di~unt rule was 
WIed· for botb publac ud pn".,ac .:.c.t\8I'InI and W8I designed to reflect the riak.inClllIl uf the 
c.&&h flo...... U!lnCiated wO !he but.i.ocn 01 Uk.1 bemg valued. Any 4itl'cronce in the: 
14:'-"'I'UdlOS wu n::floc;tcd In the cub no-.. PnVllre market discount rale,; wen:: used in 

. benchmark v.haaLion. DDL"C LbG .....'" In f'U1"IUc privatiz3lJon had heen made. 

Implementarion (acton comrnlOn In mncs· (n~ta;n couulriCI> and relevant to USEe are: 
'go'lc:ri'lment mnt'iv.tiCM1. mctbod or lI'1mI.IIdlon, pricinG. regulauon uf monopolies, 

http:pnva117.cd
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restructuring prior 1.0 sale. conccms of various interest grouT'S, treatment of eml'loyees 
and limiting fureign inve6lmootJcontrol. The main transaction methods relevant to USEe 
are TI'O and private Mle to a ~"tnlle8ic or financial buyer. An IPO bas been the option for 
the NOlle uf Jarger businesses, particularly where there was expected to be a wide ranee of ! 

institutional or public demand. The experiencc in thc UK and Canada SUKKefttslhat 

ttanslJ.ction costs range from 2 percent 1.0 Spercent of total pmceed:.; for an 11'0 and an: 
on th.e lower end of that range for private sales. . 

The success of a ttan.saclion i. Vlcwed diffc:renUy by the VmOll... stakeholder:.; depc.nding 
on thlcir objective rur the tr8J\K8Ction. In the short term, for governments who do fmandal 
valuation5 prior to l'8lc, any sate that brings in an amount equal to or greatcr than thc 
C"timated value of the enterpriae or activity is judged a success. Longer term success is 
gencrally measured in broad tcnnI such u: reduction in customcr pricc.s, improvement in 
fmanc:ial pcrfonna.nce. WIdcr conrumcr choice and better qwd~ty I>erviccs. 

INTERNATIONAL PRIVATlZAnON 

This a;ccLion dillcuuc.:.a uur JCCDCI'»I fuxhnJc" un privati7.ation in seven developed countries: 
Au.'tnillia, C.anada, FraDCe. 11.111),. J&f'Iln, New if.ealand, and the United Kingdom, and in 
devel«)ping and tn.o.Iitlooal couotnc:.a such as those in Ccnuul and Eatilem Europe and 
J.aun AmerIca. l'D05t of the former SOVlct RcpubliCl, and a broad cro~-",ectiun of 
privat~ COUDtncI t.D AJia udl\..Cric.a. We (OCUli first on the mu~t commongoaiS which 
lead I country 1.0 lDIlJat.c I pnYI~UOO ProlUlm. Second. we discuss how particular 
SOP... are Aelcct.ed (c. rriVIll'J".8Ilon. Next. we give examples ofimplcmentation i88UC.rc 

f.ced by mOld couotriel.ncr wluch we describe the sucecas measures u.c;ed to eval!J&lC 
P"VltiySlinn.4l. . j 

In addition to the seneralfincilnl'. we r",YHic. more detailed discussion ofthc 
cxpericnc.ein the UK wim empnu"placed on the usc of discount rates in privati7.atiun 
tmplcmcDtation, typcI of IUCCCII InCUUfCI Ind detailed transaction C05t data. 

CountrlCl docidc to IlUUaLe pn_au.ut.on rr.......nu a" mean~ to achieve all or lome of the 

follo",;na primary obJCCUVCI: 

• Keduue lubsadta for DOO-pro(,tlbIc S01!s 
• Raiac cuh few the' tr"c:aIW"y 

• lncreue ecntV'I'I'nlC efT~ 
• Develop carital1'n.ltkc:u 

http:pn_au.ut.on
http:P"VltiySlinn.4l
http:i88UC.rc
http:Aelcct.ed
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• 	 . Promote wider share nwnef'lihip 
• 	 Respond to eXlemal pressure from the lDLCmational Monetary Fund, World Hank, 


and other 11...0. . 


CountriOll place different cmpha!is on the.~ loal,.. For example, while thcre is some 
recol:1,nition of efficiency gains and market forccs. the key driving forc;e behind 
priva1ti7.ation efforts in AUfdralia tus... been deficit reduction. Canada initiated privati:auinn 
of sons as part of a comprehenlive range of Btructunsl refotms designed 10 reduce the 

. ,
COGl and &i:te of govtsmmcnt and to support a more cnmpetitive and market oriented I 

econumy. In 'hance the govcra.mcnti, under gre.at pressure to sell SOF,J; in order to 

cover its deficit, reduce the national debt and f'CCarilali7..c remaininG SOEs. A ~econdary 
. ohjtdivr is to develop domesne financial markets and increase share ownership by 

individuaJa. . 

The II:a1ian priwtintion prognun, beyund reUucing the deficit, i.. intended to remove the 

influence o(political partic;A nn ~F.tI. Fut1.lu::rmorc, 810 in Fnmce, the govcmmont.views 

privati7.atiou aa a "'NaY I.u enlar,e the ea.pitalization of the maricet and increase.hare 


. owncrship by individuab l"rivatizationJ balo'C 50 far been few in number in Japan and 
wan lu be driven bodl by the dellI'l: 1.0 reduce Kubsidic. to non-profitablc SO& and to 
inU'Odw:c comrctition to prevloualy .a.te..owncd monopolies. Privati7.8tion in Ncw 
Zealand is drivCD pnl1\ltlly by &.he'lnteraction oCfw:.a1 oonsidercltions and political 
cuncc;in.",. 

The privatizatinn rroaram in the t."K w .. Intn'llluced after strinsanl government eonttol 

dc5iar1od to replic.&&c ma.ritct fnrcs f .. lIed to improve th\: pc:rfonnancc of its SOBs. 

AdditilonaJ objcctivCII ohhc anvcmmcnt wen: 1.0 promote wider share ownership and 

reduce: the public sector bonvwUl& rD&4UII"t111"W1t. 


The cnuntriea of t'...utcm Curopc and \he Commonwealth ofIndependent States view 
.privatnzation as'I:U\lQaI "'Cf' b"nIf8niI ckvclo9U\8 market economics. Trangitional 
counltlea pnvati.7.atx- fW'OJf"IlUlIlJ "etC doIlped to achieve financial and efficiency goal~, 
but al~1oO to improve c:.IpNl rnu\CII. &ftd n::ap<'Od to p~sure from ILOs, 

After the decilion i. rude too pun... rnvllJ7alion program. (A,untriC3 must select 

lpI.'W;ifi:c entctprilC.l u pnvatiUhnn candidalCl. 


pevelc)ped <':ountnCJI 

C.enc:riuly. developed C'OQfttry r"waluaLiuo PfUBDrN have not used rigumus quantitative 

mCllChodnlnaic. to dcCtdc ~ or not a lpCCitie cnLcrJlrile ought to be priv.ti7.cd...I,\n 

c1CC'ption is New Zeat.nd _l'Ucb pedonDl an an- vc:nus out.of.the-govemment 


i' 
I 

http:priv.ti7.cd
http:oCfw:.a1


ID:202-327-6227 JAN 04'96 .l8:S7No.Ol~ P.lSERNST & YOUNG LLP , I 
I 

DRAFT 
\ 

I'age ] 1 

di~lmtcd cash now anaJ)"5ill to determine whether or nol to sell a SOH. Thc 
government uses & murkc:t discount ratc3pprupriate for the indu.c;try in which the entity 
opcra1t.cs for valuing both continued government ownership and private sector' 
ownd"Rhip~3 

The goals o.-the UK privatization progrolm in and of themselves did not suggest a . 
selection strategy, and thc decision to sell spccificcumpanies was driven hy the overall 
economic and poliuCIlI policies ratber than a litrict cost-benefit analysis. Ultimately, the 
UK selected a numher of finm in the energy, teJeconununicatiilnli, automotive,. 
aerost'8Ce, stoel anu utllity indUStrlC8. . 

In Aulilralia privatization selections seellll.O arllfC frum the interplay amung deficit 
reduction, conuncrcUlI ami political cODBidcratiuns. In 1993 the government abandoned . 
the &ale of QanCaIi bccau.."C of problems with integration afme Australian Airline~ 
bUlincaa, increased international a!fline competition, and divergent views on value. In 
order co compc:naa1C for the com:spondinJC A$2 billion deficit in the Federal budget, the 
gOVcr[lmcnt chn~e (0 sell an additional 19% of lhe Commonwealth Banks to'raise AS 1.7 
hillion.4 . . 

Rcforc approving a J"Irticuw privatization, the CawuJian (,..&binet mus' be satidied thaI 
(1 ) the: corporation dtq not lerve • public policy purpose for which government' 
owncrr.hlp iA still rcqurrcd. and (2) the Company bMl the potcntialto becnme 
commc:rcially viable, U:. i. likely to find. buycr.'No attempt is maUe to quantify the 
financial tradeoff. bel....cen sale to a pnvate buyer and continued public ownership. 
ParliWall vote., on each privalLatkm and question,; from MPs typ1c.ally relate to oither 
the ad"iAbiJity ofpi;vati7.ltion rer .Ie, or bu.... privatization will affect the corponltion or 
dcpartrncnt'. employeca. 

In fran.ec, parliament rur.cd laws in 19R6 and 1993 giving the government authorit), tn 
pnvah?A: specific ate aalc:rpi1lOl 'lbc comJ"C')Sition ofthialcgi~lative "long li"l" appears 
to be m.inly a political da.:iaion· The la.... uf 1993 followed closely the center-right 
Rl'k·lJ Or aJliaocc'. YlC\P'ry in the 1993 clcctml'lS. The aihancc'x. politiCIII platfonTI 
..... tcd that "aU bankJ. miu..I'MICC c.on'If'Wlna.. and companiClO in competitive markets will 
be pnv.atizcd..'\,' 1be law i. aD ~K1n 01 ",cent to rriv'8ti7.c. The actwi1 priwtiution 
ot • colnpan),' ill tna:c:n:d by IJOYcrnmcnt cb:n::a::. The government uues not appear to 

-pcrICMTi, a detailed c:oa-hCJnefit lMiyaa before IUUi.tij; the decree. 

I ..Pnnt1r.ation/DtvallbR ~!III C'lIIW ~1UoaI-. December, 1995. GAOIAIMD.Y6-23: 
• Pnvaanl.i.on y~. 1994,,241' . 
I raelklnanblc John Mc~. ,. C.... , ..~_ of S\IIlA: 11.11" Fmance and PriVlltizatinn, Cas~• 

. ""Pn.........:.tJoQ; TbcC"..ana..I... ,....,-. C • ...;. .. {'..ouIwJ PriVllu7.adon Projcci Nil I K. MarCh, 1993. 
• Pn".hiabOft 11l1Cm&~'. M.wdll"'
, .btd. . 

\ 
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( Acc(miing to the PrivatiTAtion Plan dcaigncd by Jtaly's Ministry ofTn:asury pursuant to . 
Law 359 or] 992, two groups of companiUi were to be privatized, i.e., those controlled 
dirccUy by the Rtatc and those bcld throuJiCh industrial holding companies.1I Individual 
cntx:lpriBca arc eligihle for privatization if tlley: arc likely to find a buyer. require minimal I 

or ne. relttructUring. arc Dol dccmoo matcgically important and arc compatible with a 
comJlCtitive market. 

~Ioping and Tran~itional Countrica 
Ocvoloring and ti'ansitiooaJ countries typicaJly usc various screening criteria to select and 
prioritize companies for privatization or to lIICparate the cntorpri~ tnat an: candidates for 
liquidation from those that can he privati7.ed as going concerns: 

• 	 Size· many governments have aLarteu with small and medium enterprise.;; hefure 
moving on tn selling the larger SOF..s Qn the 19'Ouruh that smaller privHli7AtiOns 
Irc easior to implement and the benefits more apparent to constitucnbi 

• 	 Financia) Pcrformanu • Financially troubled enterprises arc most often amon" the 
fim candidales for privatintion. although in IOOme cascs Lhc "jewels" may be 
offered i.D order tn incre.uc the c:hanccs of a sucecssful1Wllc 

• 	 Strategic Jm)'1OrtJlnce • StrltcClc rc:aSOtl$ are most often cited as a n~asnn for not 

rrivati7jng i particular ~F. 


Consistency with govc:mmcnl ~or rrioritica, or removing bottleneck!> to 
economic ~opment 

• 	 Degree to whICh the SO~ operates in a cnrnpctitivc market 

EALtrnl uf~D~s.ary rrior tq privatization 

• 	 IdentitY ofPn;V1UUI Owncn . dcnahonalization or relum to origin:1\ owners 

• 	 r-.xi.t.cncc of rncenti&l DuyC:tl .•ther hued on specific expressions of interest nr 


a tcDcral L'K:UmCn1 of """"ar coadiuUOl 


• Straccgic fit wrt.h rcmauunc SOE pwtfulio 

• Socioeconomic: JIUJ)KtI uf I"nvaf1T.atlon 

http:incre.uc
http:privati7.ed
http:companies.1I
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Most ofthea;e criteria either refer to ohllCrVablc characteristics of the cnteq'lrisc or 
qualitative judgment and arc Dot directly relevant Lo the propOsed USEe transaction. 
Soml: of the mOte ",Ievlmt facton 8rc the existence of a potential market for USl:::C, 
extent of restructuring needed .00 financiarperformance. 

We have found no evidence of any developing or transitional country that uscs a rigorous 
qU8nI:itativc methodulogy to select enterprises for privatization. JI1 fact. the nature and 
objectives of the privatization ~ in most of these countries tend,,; to negate tho 
uscfulneu of such I methodology, for examplc: 

·l.imited or unreliable data make I.uch • methodololO' impractical. 

Most of the enterprises being con"idercd for privati7.lltion arc loss-makers. 

• 	 These countries' ro1itical 'Y'lCm.o; typically demand a 19wcr standanl of 
accountability from dcewon-ma.k.cn who du not face the ume demands tojuslify 
thc;r actions to their conltitucnta .. those in some wClrtem dcmocracic.... 

ThUi. the CJlperience of dcvc1Of1inS and tra.ll.IitiUOlll coWltries ofrers Htde guidancc for 
inlCtJ'lI'Ctin, the NPV calcuialion called for in thc Energy Poliey Act. 

Many implcmc:ntatiun LIIUCI arc cammun to pnvatizalion programs in developed as well 
u deveJoping andltanaibnnal countric:a. We fucus on the importAnt factors commonly 
a¥SOCiiltcd witb privarizing an operating entity IUC.b as USEe and provide examples from 
developed countric:awbcrc retcv&nt 

(',oyemmcnt Mobvannn Govcmmenta have had to n.ok their molivlltion~ for 
rnva":78U011 in .em. or impon&Dc;c In I-'ebnaary 1985, the DOT rocommended to the 
U.S. C~ that annchcr nil__ )' be aJlowc:d 10 purch.ue Coarail becau.s.e they believed· 
a railtClid would he man: 11.kcly tin ws...,. ita opc::rariolll. CritiCA IINggcslcd thaI the offer 
pnc-: e.:unliidCrably uDdc:.rlalucd ("onrad The OOT plan was defeated and C".onrail was 
finally rrivabzcd thmuJh a direct pu.bI~ ""ennl ohharel. 

MethodofTranaactiun 'IM Ibrcc COI'MV1n rnct:hoda of Ale arc: initial )'lublic offering of 
.hucI (lPO), c:umretttn"t 1aIdc::r, mnd J"lY8IC aaieaincludin& managcmelll and employee 
buyout&. 'The aelcction 0( a ul.e 1MC"he.'cm" UAuaUy mado on a case by ca~ basis. 
However. in COUDItic:a &uda u l~l"UCc. Italy and the UK wha'e incrc.a..~ing ¥hare 
nwnc:nhip is a stared anal. p"wlJ1.U:allnn .. onca acctlmp1ishcd through pubhc otTCTinp.. 
l'ur1belmnrc, 11\ IPO baa often been t.ht ortlnft. (or t.hc sale of larser hu...inesscs. 
peruculUuty where thac wu cJ[~ 1.0 be • wide range of inniruiional or public· 

http:purch.ue
http:dcewon-ma.k.cn
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demand. In general, lPO. had higher transaction coab! than private sulao, but in many 
cascs bad higher expccted proceed~. 

In Italy, private ~Ie is trcaLcd as a re5idual method, tn be carried out only if 
circUfltlStanc:es warrant and under special 8are~uard.~ such as valuation by two different 
financial advisors. In Canada there is a preference for lPOs where feasiblo, hut the 
l(uve1'1lmcnt'. cxperience has been Uwt'high transaction fees makc an rro uneconomical 

except for thc lallCCltt lJ'anuctions, such u Air Canada. New Zealand has. relied almost 


, exclusively on ncgoliaLcd 1Oa1e5 to strategic invCiStors. Partiallihare sales were tried in the 

, , 

early ~ifAges ofNew Zealand's priv.tizationprogram but were,found to create many 
complications and to inct'C3l1e transaction COldli. 

Jt.riclnl\: Corrcclly pOcin(l a new issue i.. difficult. In !lome cases governments have been 
.cc",""Cd of unuaually large undczpneinl' after an iSiue was oversubscribed and thc priee 

inc.rea.!1cd immediately after the olTering. If, howcver, an issuc is overpriced and 
undcnubacribed the validity uf!.be SOH u a private firm can be put into question. On 
balano:. J'IOlitjcians have IOCI'Iled to favor umlcnpricing because they discovered that the ' 
U","ICWted capital plnl to privur.c invCo1tor5 provided a new source of suppon for their 
privati:tltlnn fK'Osrama ancJ the admi.n.iaaalJon in power. In some circumstances 
J!ovcmmcnta have used WlmLDlI or c.;iswbaclc clauscs to address pricing uncertainties. 
The pn>blcm of c.nrrecdy vaJulni lIUvcrnmcnt 8SAetS or operating companic., cxist.'\ in 8 

'priv.teuJe as wcll all In an I PO. but any underpricing is not as tl'auspa..rent. 

AJlhou,I;b we have fDund hUlc evidence of fonnal valuation techniqucs used tu select 
privali.;;:atiun candidllCl, some c:.ourunea pcrfonn a fonnal valuation to ,calculate offering 
prices ()I' evaluate bida. for examplc, in Canada a fmantial advisor, usualJy a Canadian 
mcrchamt hank, iJ Iun:d to rerl'orm. valuarion and develop a sales strategy. france ha!'i II 
I'nvatii:.tion Comn'U••~ whotc duLaca U')(;iudc tixin~ a floor price for transaction!; after 
the dc:cilion to priV&tiu bas been rn.de. 'The nnen price is lOt by reviewing valuations 
p«fumted by prottuJoNiI advllOtl. t The UK hi.rca advisors who calculate how the . 
pnvate sector wili v.luc the cntlry wbc:D pnvately nWlled. ' 

Rcgul.uinS MonO(!OI~' WhcD ut\lt'll or stannory monopolies were chosen tor ule, the: 
tlClling J~crDmcnts Insured \hac rtIc ncccsla,., regulatory controls were in place. In some 
c&Iots. "'r-ecU.... iell'.bbOD .... f:ft.tC1ed 10 cover the pcriucJ until compctitorll were CJ(pa.1ed 
to Olt«. Still other enbhU wen: ~oJ·"" 10 .mente ~rate operating companie.~ thRt 
\:uul&1 cc'"'PCtC with eada (llftCT III ~ pnvale IlWicI. 

RestnK:'luring }'rior to Sale- Entl"'.elected fev rrivltizatiun are corporati7.cd prior to 

sale. f\anher fmancw. urp.nlZlllOMl (W manaCcrial changes ana)' be nceded in order for 
&he enrity tn be: commen::aaJly V1Abk 

---'- ------ 

http:corporati7.cd
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~lntercsted PnrtiC5: In the Briti&h Gu rrivati7.ation, tho puhlic wu cocuuragcd to· 
. buy &flC nc'W shares with offers of reductions in service costs for all shareholders .. 

WonclelS' CODcerns have often been manabrcd by nffc::ing them shares. On occasjons 
where: there was mana~ement opposition. it has sometimes been diffused by giving 
manal~ board scaU prior to the privati7.atioD or by the rossibility ofhighcT 
compc:nsation under private campctition. 

§m!!iling Workers to Buy Shares: Some countries, such u France, tiu not have a long 
hj5to~' of individu&J. aha.reholding and IOmchme., individuals have littlc cash availahle 
for in\,estmcnL In the Rhonc-Poulcnc and Elf AquitaDc privati711tions. Bankers Trust 
developed a 'pcc;ial ICI&Il program :wch that invcslOrl who paid cash for one share could 
borrow enough to purchase a further ninc. 

Limiti ll1g "orcign Int.c:resl": Many countries re~rict foreign. inv~tment in privatized 
firma. Foreign investment in FraM:h l:umpames was restricted hy legislation tu 20%. 
Canadl, conccmcd about control of rrevioualy 'Lar.I.c-nwn~ airlines, paBsod legislation in , . 

1987 tu reAtrict forelto ownenhir o( airlinca to 25%. The JapaDCle prohibited all foreign 
investment in Nippon Tclerhonc and Tclc~ frc>m iu!PO until it was fuUy privat17.ed. 

Strategic JndWi(ri~· In..the cue: of lOme s.tratcgic indusuiel' there.is a government desire 
10 rcgula1.c uwnerahlp and conllOl ccrta.in aspects of the rrivatizcd SOl::. In these case., 
the p:m'emmcnt holds lpCCiat ahara thaI ,;ran( it control under certain conditions. T~e 
provi.iOlll vary ace"nian, to the IMlyidual circumatancclf of the company. hut typically 
J'l'CVCI1lt any ooc pc:non. or "ltup o( personI acting in concert, from controlling tho equity 
of the '~pany. . 

1De ~u(:cc&I of a t:nLnllmani',,~ cLCTcn."Jllly hy the vallous stakeholders depending 
on theil' objcC:twc:. (or the traN.IIICtIOft For enuntries thatpcrionn valuation prior to liale, 
in the shon t.crm, an)' laic mal bn.ap '" an amount equal to or greater than the vlIlue of 
the cnLfqvitIC 'or ac:tivny &I ~ 0 IUCCc::M The.; Jap"n Tobacco share sale was a majnr 
dil'6J'POi.o1.J.DCDC for the JlO"Ier'ftfna'L More Nn .w'h of lbC ~ went unsold becaUhiC 

the uw'C price wu IC'l \00 1a.1h .nd Ihe IUDm, of the deal failed to lake account of tho 
wwncu of the martec 

Lanser u:nn lucecsI i. ,aacraJly meaC\ll'Cld UI broad tc:nns such as: rcductiun in customer 
pr1CC1. inc:rcaJCd compctalJun I. the tnduJa'y. UT1l"fovcment in financial perl'omlancc. 
widCT oonsumc::r choice and bcuc::r qY&hl'y 1C:I'V1eCS. 

http:ccrta.in
http:there.is
http:privat17.ed
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We discu.o;s in detail the privatization experience of the United K.iugdom becau.'OC it is the 
international experience moal relevant to the potential USEe privalization. 

Goals ofthe UK Privatizatinn Pmgram 
·1 

ln 1979, the nationalized industrieti in the UK accounted for about 10010 of GOP. They 
emrh:'yed about I.S milhon people and domina~ the transport, energy, communications. 
steel Slnd ~hirbujldin~ JCClOn of lho economy. IlowevCT. the performance of nationalized 
indlWrics was consistently disappointing in tenns of total rerum on capital employed as 
well as on prices. prod~LivilYt manJ1Owor eollts and customer satil<fitct1on. . I 

Social and commercial objcetivea became int.cr-twined with the result that many of the 
perfnrmance problems of the n.alu::.W&.Jized industries could not be addreA~ed~ Moreover, 
hecawce their borrowUlg for investment was underwritten by the gnvemmcnt. the 
nationalized induatnes twho compete for public expendiru.rc wiU. all other ~uvemment 
Jpendinil proSJ'IJn£. Thu~. the ~ or individual state industries were often 
.ubon:linalCd to l'TW<=fuccunomie n:quircmentl. . 

Succenaive govc:mmc::nts unaueullfuny anempted toadd~s Lhe prnblem through 

inetcal;i.ngly aU"i.D.l;CDl c.;cmtroJ frameworks in an anctnpt to try to replicate mark.cl forcc..'(. 

The C(ll'fUccvativc government elected in 1979 .wloplccJ II differeilt approach and set out to: 


• Introdu(;c competitioo to improve clTK.-iency 
• Reduce Chc publIC Icctod)(Nmwina requiremenl 
• Promote wider ahan: mrmCt'llUp 
• RedU(;C political intcr!c:rcnce 1ft dec.;.nun making 

rrivali71t10n throbgb private &ale hal hecn • icC')' clement in the strategy to achieve tbe.qe 
g04llJ. O\hcr dc::aDcnb In d\c wale..,. iocNdcd LCndCB fur a wide range of ti.crvices in the: 
publse ICICto~ and, where co.t C'f'I'cctI~ wntrattlnll out. 

AI previoully .tated. the pis or d\( UI(. pnvati7.ation program in ISnu uf themselves did 
not IUfgoat a &election ~g••Dd ~ da;..mn to sell spc:cifie companies was driven hy 
the ovcnll economic: and poIrucal rohcaa ratbct than a IItrict cost-benefit analysis. 
'WbaJ cbooainll an enlCJplJ1C for pnvat.u.atKJn. the UK CQDBidcrcd whether the entity was 

.• con: I)r non-corc pubhc; 1lednrectWt1'Y OlICNIU ianU the extent to whieh there ex illted 

c.nmpe1ition. 

http:expendiru.rc
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Restructuring 
AJthougb the UK hall primarily lold oationalizod industries, which were already in a 
. corporate fnnn, the Treasury flJ'St COD5id~ whether or not aD. entity needed to be 
restructured prior toule. RcstrUctunng could <:nnsist offinancUil. mana~erjal or 
8tructuntl chan~cx. When the water industry wa!l: privatized the governmeot wrote off tho 

.. indul1!l'}'t1; £5 billion public ,cctor debt as well as injected approxiJlUl.tely £600 million. 
British AirwaYll' debt was also wrinc:n offbefore priv&tWttiun: 

The p:roapccL of privati7.ation enabled companic.4l to hire experienced managers from the 
printlc sector. for c:".,npl", .two yean before British Telec:um wu privatized. it was 
ro"ibtic 1.0 atl.nK..1. • chairman and a number of uther senior executivCII from the priv~tc 
scclor who may not hive joined bad they nut known the company would be privHtizcd. 10 

The electricity industry in England and Wale... W3!\ split into thccc. tctmcnltingcompanic.... 
twelve: re~ona1 electricity distribution wmpsnic. .. and an entity owning the national hitch 
voltage U"InSmisaion ne1Worf(. The new rilructure was designed tu Hllow for competition 
in ciectricity ec:ner.rion and distribution. 

ReL."Uhltion for Mooof!2hca 
Where natural or st.Itutor)' mooopoliea e~ilted and were selected for privatization, (he 
government iDIun:d that the prorer reGul.tory environment was in place. For e~plc. 
the regulaLDry legi..l.tlOft that ~ed the Rriush Telecom privati7.ation limit.cd 
price ii\CtCUCa for to yean to 3% beluw the COlt of living growth and guaranl.Ced 
disuibutioa of service, en unprofitable nuallU"CaK.' t 

Method of Sale 
AOu .ny necCIIIJ')' rultUCturinl ntI regulalory clumge. nne of two principle methods 
have b::en used to \.I'UIal"a the entity to me pnvalC ~t.ur: initial public offering or a 
private sa.le. inCluding manaaernent buyouu.nLI employee: buyoUL\. The overriding 
factor 111 docidintc un lhc method of pnvllt\7.IItion has been maximi7.ation of net prOceeds. 
Thi\ is driv~ largely by ~taJ rNlftcc rc:quuancnu such as: the financial tnick record of 
the c:oliry. the; Aize and nal'Urc ofche butuacal.and iu continuing financial viability. 

An IPO bas bccD the optiuft (ar cht uJc of larger bu4l.inesacs, particularly where there W81> 

expected \O.bc a wide r.n&e of IIJIUtulNnill m. rublic demand. In general! lPO. bad 
blg.hc:r I.nmaction COIU cbu pt1Y1te u~, but in many cale. had hi(thcr expccted 
pmecec:lll. In addition. Iro. bovc Cl\l,hled lbc eovcmmcnt tn achieve iu objective of 

... Dnan W. rnmcmy, -"1'1 A... P :1M 01'.."........... In UK: UK. Mut.alu:.a.SUQ.;Q..,;c.r".nd Future 

"'~l". Camc:,K: Caunc1vnaT 1~ ",...bzabol'l I'roj«l No.4 .. Scptcmhe1. 1991. 
10 l'n"a.II:I'lUIQll: Tho Mouwa.fId 0\,""'..... IlUS c..:..c: CJ.JK9~. . 
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wider share ownenhip .. Tn the case oflome strategic indwrtries the govcmmcnt retained a 
special share. called a "golden share" that granted it control under certain conditions. 

Setlil1g a share price for an lPO is 8 complex task. In the UK. the spare price is set by: 

• 

\ 

announcing a fixed price.. which ill Ket on the basis of a.nalysc.... pcrfonned by the 
govcmm.cnt's financial advi50n; . 

• consul ring with in$tifUCI0n8 to dete:nnine demand at a given price 

a combination of the two 

Morcnvcr. in some c:.a.sa discounted pricei' have been set for small investors, comnslcnt 
with the govcmmcnLS goal to broaden Ihare o~w:rship. 

Smaller 50P..s have typically been soldt.o lraUC purchasers: Government policy bas 
encouraged management or employee buy-outa con&i~tent with promoting cmplnyee 
share owncrahip. In private ulea, the luvemrncnt's fUl8.11ciai advisnrs typically conduct a 
discounted caah flow analYAis to establi.h I floor price fur evaluating bids. 11 The problem 
ot" corrcct.ly valuina JtOVCI11mcnt UK" or opcra.tinJ companies cxisls in II privatc saJe as 
well aJ in an JPO. but ,uy.ucdcrpr;C:lntt III not u transparent 

Olscoiunt Rates 
The UK. govanmern il obligated to ICCUJ"C value (ur money for the taxpayer and all sales 
arc n;\flcwed by the f'\abJtc: Auditor. A!\hough no formal quantitative methodology ia 

I 	 . 

"sed II) scJcc1 speCific compania fur pivari7.atioo.. discount rates have been used in two . 
wayJ ill11.hc priv811.a&lInn I'TOCCII: 

• 	 to compare the mc:ome atream of an entity in the puhlic soctor with the proceeds 
uf priva1i?'.al)oca. and 

10 evaluate bow the p'l'VIte ICCtor will value the entity jf privately owned 

In the UK., hi~cntl inruh1tc IICntCCS (I.C. ana Dun-commercial pan orlbe economy) 
an: 1;013.11111)'· evllluotDd 111m, a rcmJ d&leOUDl r.te of 6 percent, despite the fact that 11K: 
~o.,cri,ment can borrow at a real Ift\CI"1IISt tale of 3 10 4 pcn:cnL, lhC ri)\k-frce rate .. The 6 
pen:c:n.t is supposed 10 ",WI ." cfflClCIIt COCDI)ItLlon to a low-risk private Icctor pre-tax 
cuat uf c.:.IIl'ital that such cl,pcnduurc mltch' he di5placing. For example, when the 
.oVCrtlG1C'llt looked a' wbd.hcr cc:naan priaona abouJd be of'eT8ted in the public or private 
ICCtor,lhcy UMId the: umc real dl'C1JUDl talc fur both incolllCstre:nn.\, 6 percent." 

u '"rri"illWil.ioolDavcshhlic I"IlItllall aalJiUllcr "'-u..-", [)ca;m."w:r. 199j, (,jAOIAlMo.9f... 2:l. 
u '-",.14YOuOI Uu.:maI dDcunwwra . 

http:jAOIAlMo.9f
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Pricing public capital at 6 percent for this purpose is auppa.~ to give 'a margin above the : 
cost clf government bonowing that ia; .:ufficient, but not excessive. to prc\lcnt any bias in 
favor of public sector financing. 

WhcsrO the output of a public ~tM entity is sold in commercial lTUlric.ets, an average real 

rcquiroo rat., of return (RRR) on capital employed is sot, U5ually at iii percent. This RRR 

methc;lCInlogy was introduced in a while paper published in 197H by the UK Treasury. I~ 


John Mitior, then Cluef Scctctary tD the Trea..."ury, announced to Parliamenl an increase il"l 

the RllR from 5 pcn:cn11.o 8 percent in April, 19~9u. The ebanb..Q WIl.'1 bll."cd on 

empiriical evidencc of an mc.rea5e in the average real cale of return earned by industrial 

and c(lmrnen:ial companici (lCC) (excluding tho North Sea). Accordin4: to 8 UK treasury 

working paper on discounl nde lxlCucx '6• the average return'for all companjeg was 

bclicVicU at the time of the announcement to havc increased to around I1perccnt. The 

ItJandard RRR of 8 pcn::all wal set IOmewhat below the expeeted ICC return over the 

long ti:rm to: 1)reflcct Lhc pcrcoived lower risk of some public scctor activities. and 2) 

mitiGa.ic dilluption that. vcry ..harp ri~ from S percent would have cau.~. (fhe 

mcuuicd Ilvc:nt.gc ICC. real return on B&&CU m 1988 has since been revised to 

IpproJl.imately 9 re:rcenc from JI percent.. however, the !lltandard R R R of 8 pc:rccnt Wltli 

not adjUited.) 


According me O"CUUl')' -ork.iD; pepet, ''the general RR'R or8 pereent is in practice 
apphed to all the nahonahr.cd inc:l'ustries., although it iJ specified a... a maximum for 

, monopoltes and it doea not preclude bls:,b« ret~ for a public body thalli, for exmnplc. 
in mcydical market and IIIChcd.uIod for pnVItiz.atlon".17 Further, RtantlanJ diKount rates 
and klUts WICd in the public JCCU)f Ibould n:1kct any ~inod changes in proJcctio~s of 

, Innll tcrm real interc.at r1I.tCI or company rites of return." 

Ac:.eordiog to the: UK'. k:Cb.Dic.a1 p.de fur gnvemmcnt departments, "There j" nn 

standard d.UiCounl rile for bodies ctlntroUod by an RRR regime. ,However. it is c:omrnon 

In pnscl.MX: fur a"C.bscnunl rate to be UICd whd uc.quaJ tD the body's RRR or higher on 

ground:. penly of simphcny &ad putty that lhc uae of &uch a rate, especially whon applied 

to comnlCrcial rctum& on la,JO ~a1a. hctp.to I:;NIW'C that the RRR will be achieved on 

averqc... 1t ~'or discououaa ~ COIJU and hc:Iwfib uf publicly fmanccd roads a real 


"l:uunui..i.c AAntaalln C"...... ~...... A lcc.!aMc:aJ Guide (ar ClOYemmenl DepanmCOII, HM 
TNUUrY (April 1991 ) JtC. 71 
1\ ~ U CIUlII.IIiaa Ibc , .... 1iCI1 .... ...,.,.,. ..... by MI. Jolin Mljor. UM:n Chiof!\oaetary lO!.ho 
Tra.awy" to rarlilmcm iD AIriL lnt ~"I'.. c.h.wtte &0 8 pcn::ont, 
.. ~I'IIIn, MICohMI ••~ ...... ..", a...c:. '" aCillll'ft m DIe J'ublie SOClor: llwnumic: luuct". I 1M 
TI"C:&W) Warkinl r.rer No ,.......".1991 

"lbUt PI",ll. 
II ibid 1'1,. 4l. 
.. tcoooiDic Appraiul ml:a.nI 00+0_" A TctWcaJ (jludo for (iovanmc:nt ~nmcn". HM 
Tteuury(~ 1991)" 71 

http:pnscl.MX
http:k:Cb.Dic.a1
http:interc.at
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discount rate of 8 flefCent ill used. The real d~ount rate for railway invcsuncnL'I is II 
/', perceDI. 

~'3SMrtJs""t7n/.:nt 

i' 
The s:~CCS& of the priv8.u.ation prugram has been measured in broad tenns. such as: 

., Sale p~ or nlinimi7ation of ongoinK public subsidy 
• 	 Reduction Jnthc proportion ofGDP accounted for by the public sector 
• 	 Reduction in conrumer pricea 
• 	 Subsequent improvement 1.D fmancial perfunnance 
• 	 Wider consumer choice 
• 	 Detter quality lCtVieea 
• 	 Acccu to priva&e capital mark..cu . 

The It:ate sector in the UK hal faUen from around )0% ofGDPin 1979, to the current 
fian.src ofjust over 2%.21 Over the ,,-me period the number of private investoR has ri~en 
(rom 3 miUion 10 10 mtlhon , an incn::uc to which the privati,..atiOD program ha" 
conUihutod greatly, Ahout 90"'" of clJgiblc anpluyees became sbarcholder~ in their 
wmpamicli' privati,allOQS, 

~'.J 
rrica; to COIlSUUlCli have on aVerlJc falJen and me quality of service bas risen. For ~l:!jJ

(""'( ._. 
eumplc11 . ~~- ......i<, " -: 

r'
,.1.-. 

" 
)~

; ,. I.• 	 Since privat:iZauon 1ft J9R6, Rnti'" 0 .. prieca to itA indu...triaJ customers have 
r.llen hy IIIhuul )5% in real t.crIDI. : ..r 

~1 
\ 

• 	 Since privatiultnn or the clec1rici\y iDdWitry began in 1990, large elcctricity 
cUlwmca.havc been able 10 Ibop around and select another lupplier offering 
better vll~ fot moocy. Chow::e of ";pplim for consumen il under eoosidcr.a\inn. 

• 	 Bntiu Telecom's main JW'Cft. i.a real u::nns, are (.'Iver 3510 lower than at the time 
ur JV'ivati7.alinn. 

• 	 By 1994 more man 9'.% of puhllC JMIY·pboncs wae wuriting compared to 77% in 
19n, and 1l1na: rnVld:l.Za11lOQ. 8T pro.ldeA 60%'morc of them. 

,. t::.nuc'&,YNUt&: rri••ttnl-.." UK. . 
,. H.M. 1"rcuwy Gtude tn ... UK rn~1UIII ~mc (AutV&L. IYIJI5) 
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. Relurn. .. on cuplto.l in the privati7.cd industries have incn::a.~ed and the privatized 
eompanic!t have been ahle to raise capital in priVBte markets.. 

DOMESTIC PRIVATlZAnON 

There ore two main motivations for privalli.:atlion at the state and local level: policy and 
finand.1. Privat17.ation policy advocates hold the view that privatization can reduce 
goveri:lInent size. innuence aoo hureaucracy. Othas sec privati7..ation as 8 way for slJlte 

Qnd local Kuvcmment» to save (or raise) money without reducing scrv1ces. Privati7'.8tion 

c.an include divcstiture of OpaaUDK companies. asset sales, competitive conuaeting. 

vouchers, and pUbllc-private partnerships. 


Comr-:lilive eontTKting is the mort common fonn ofprivatization at the :."tate and local 
level. For example. cocnpcLiLtve C4JI1tT'8cting has been u~ for ~lid waste manascment, ., 
janitorial serlfie~. eny bu. operatIOns and paricmain1.CDcnce. A~ sales or full , I 

divestiture of an operatm, company iI c~insidcrcd must often for infrastructure prnjocts 
IUch ali: power plants. WUte trcaancnl facilities, water supply facilitjc.'lO, airports and 
roa.ds.lnd real esWe. ! 

t:~~ 
I~"JI.' .~-:~ 
'r;-<~..!J
!-: .. 
I !' ., : 
I .. Typically there AN: three all.a'UahYCa c.:un~i~ for city -;and diGLrict - owned waste i . 

wltcr ttcaancnt faalJuea: uutn8ht ,,"vate IIle. long-term lease with buyback option, and f ,: l; 
opc.ra~ wntrw.1 unly l"·fou.t or the fivc facllsties included ·in:our survey these i .~:. !.

Ialtcrn.ltivcs were CMl(\Ired us;n. an NPV methodolugy. ; I. 
, I 

j
TheNr'V analysa perCocmc:d Cur lhc;..c cit;e.J and distncts used the lOamc discount ratc for , 
allscenar10l and differences 11\ opc.nat.iD.g cbanc:tai"'ic.'I were reflected in the cash flows. 

, I 

The 'hl.count rate for all wute: W'lt.cr trc&Iment plantsccnarios wu hased on the average 
cost of ,capital for \he atJes and dllll'1CU. nul low-rid discount rate reflects tho belicf 
that the cuh ~fJWS are nKD".Uy nal: free because a W8u::r trcahnent plMt's revenues are 
not afTeeccd by maric.c1 c.ondUDona.. ' 

I 
.M!,ny other f.clon wen: ~ amrcwunt by the sellen. including: I 

HfTcct on ratcplycn 
• Control of ORO'>, 
• lllcgula1Or)' C4amri"'nce 
• iiWc stability 
• Quality ofltrvkC 
• AcceptDncc tTy c:onIt1tuc:n1 CIUCD (an the case of a dlSlrlct-owncd plant) 

http:maric.c1
http:privati7.cd
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• 	 Capital cxpcndiruros 
• 	 Accountability 
• 	 Implementation 
• 	 Treatment of grant funded auct.s 

To date, the only completed sale of a WAste waLer facility occum::d in Frar::':::-7. 

Petaluma. CA will he sending out request'> rOT proposals in carly 1996 (OTT~,~w:=:-===~*===== 

owned waste water treatment plant. 


Wilmi:r\gton, DE is curren1Jy negotiuting hids on either long-t.cnn leu.~ W-:':!::iC::X'=-=====::;:::====== 

option or outright sale uC ilJi r..dlu:)'. One problem i.n Wilmington j" that t:= ......
.c::-:====:::;:====== 
the county as well L,the city. The count)', concerned about potential ratc:-;- :l4~=========== 
upset thal the city will get the windfall from the sale, is threatening to buii.:--;:;; ~:.=':;:.c-;:;;==::::::::::::=====:-' 

Charlotte, NC chos.c nnt to privatiz.c; even Lhuugh it was the alternative w:~~:::;:;.:::e;========::::::::= 
. N IlV, hecauae of projected rate uw;reaJCJ to the uact"S under private owner:. 

lndlftn!lpolis decided nnt to sell iu plant due to the treatment ofits grant ft!;::;:;;.e!:!::<;======:='=:======'::;' 

Airpon'$ 

Under (~lJ'acllu Juhn ... tlmwn (;ompany. the flrmBahcock & I\rown. j •... -i 


conducl..Cd a limited·.c::.orc ""privat1Z:lUOCl nudy" (or the City of Lo. Aagel.:: "': ::L:::.
report pre&ented the altcmativCI or ..Ie, I~e. and City (for-profit) nwncrs::.:.....::.a. _-======::::;====== 

Angclc!llntcmalionll Airporl (LAX), The aJO$l ait..ical a.."sumption made il:'.: :~ :====;::;::~==.;..-== 


(uLura fl!I'YcnUC$ and upc:DICli would be the arne Wldcr different own~hi=:==n::ms-~'-============= 

that il. 'wbdha the I'rpwt wu owned by the City or hy private parties. T~ .,....:==::...:=======::::s:l:=:::= 

u.'lCd. da,4ICOWlt rate of 6.5 pc:tUDt for Ililthroc scenarios. This w8slhe app::a:: =====:::::::t::===== 


"s:;:curTeftl yield on the Cary', 20-ye.u "menl obligation bond.~. 

Roba11~oolc and'Bryaft Snyder 01 the R.c:a1M Foundation critiqued this an;1t ':'::-====:?===== 
J993 Itudy, "lTintinna 1.01 AD4;c1a1D&.III'n&hmal Airport J\naly:l.ing the:::u:::-;c::,==========':=,===, 
They ha.ve three main albciuUa o(dw MR W(lril:: 

'I'bc c.Uh now, ..oWdn', be. Chc ume (Of .11 three scenariOI. Numc-,:.ic:r====::;;::::====== 
I";VIlti7.l.tion in acuanJand .-nf'l"'l!C»l O'Vldcaee from Bn~in', priv:.= -====~====.=t=::= 
jlb01N increaM:d ,."litsaftu pnvU&DbOft. 

• 	 11&..0', analysis doc:s I'IIIW mUC' the d.Ilinct..ion between the opcralim........; :::.============
,be I.h.Nu ~ and me rJ.l\&nCU1C auumptiuns. 

, " Babcock'" Rrown If'IC.. '"Loa ~~ Awpur\ Privatization Study," IUbmu.:.:n nr·-:::...:::.=======---:::=: 
Lot An,...::1a.. DcJ-rtmcm ~A~ "'., I"", OIl1a1ucd In 1"0010, Robcn anU Bryan:otr . = ·r"vatt"ri~, 1.0. ~ laIanaIt'ICNoI Aorrpotl AM.i,"""II Ihc Ahc:m~tivu". kcalUll Fuum:,~~' 
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valuations are u.~ to assess private hid!i1. to make aurc the cjty is receiving the fair market 
value of the asset 

B.S. Resolution Tru6t 

\ 

The Resolution Trust Corporatioo (RTC) docs nol usc risk-free discount mtes to valuc 
their real estate asBe1.8. The RTC was fonned specifically to liquidate real estate BSSCt5. 

An oversight board revlCWS overall "tralcgics. poJicie5 and goals of !he }(TC and 
approves, prior to implementation. RTC fananciul p1811S, budgcts and periodic financing 
reque!rts. Current memhcr5 of the oversight board arc21

:, . 

Robert Rubin. ScaeLary ofthc Tn::asury 
Alan Greenspan, Ot.inn.a.o of I.hc Boa~ ofGovernor.. (If the Federal RClSCTVC 

Ric.ki Helfer, ("'hairman of the FlllC 
J.&.ck Ryan. Acung RTC Chid Executive Officer 
Jonalhan L. FU:lChtcr. AcU", DirtlC."1or ofthc Office ofThrift Supcrvh~jon 
Raben C. l...r'IO~ c:b.aiI'l'rnln of Taubman Realty Group (Independent Member) 
Herbert F. Collllu... C::haim'W1 oftbe Board of HOBIOD Capital rartnetS.lnc. 
. (Independent Member) 

'IltC RTC Valuation Methodology for ponfolio salu ill ~cloped in Appendix 11 (March. 
1992) ,and !he kevised l\;Ipcndiz·n (February, 1994). "Derived Investment Value".· . 
(1)) V) i•• mcaSUl"'"emC!'ftt of value for tnc.nme-producing msl estate .and land assets and is 
used by t.hc RTC to evaluated bm for RTC portfolio sales.· DIY if! based OD thc 
d.aeo\lilltcd cub nuw arrroac:h developed hy. con.ao.rtium thai included Kenneth 
Leventhal. now Ernst&. YOUllI: JC.cnneth l.eventhal. 1he appropriate cJjSCOUDt rates are 
dLIC'UlJlcd L' guideline rprcads over the compant.hlc maturity treasury indcX.to yield 
private 5«tOr discount r.u:.. 

• 	 'f'hc tpl't:8da fur rcnofDnn& and IUhpetfomling loans range from 350 to 7!S0 basis 
pointl depend,,,, on tbe llIJCt. 

• 	 Fnt ~performa"(llna"1 tbc d&lcount rate6 ranged from J2 to 22 percent 

TIn:::se dilllCOWlt ratc:l a.re RIll nU·frc:c. but tftuead rencct the riskiness ofthe cash flows. 

Cu.ucit 

The r.(un.u.t eumple il relevant ID U~F.c i .. dlat a Federal Agency accepted 8 market
baled c:quity rule in dt;tcmu"ma the -.,wlI(Wlatc raLC of return for Comsat. The issue was 

http:indcX.to
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valuations arc u.~ to assess private bid" to make sure the city is receiving the fair market 
value of the asset. 

u.s. I.resolutloll Trul', 

The Resolution Trust Corporation (RTC) docs not uXe risk-free discount rutes to voluc 
their f'cal estatcllSBet8. The RTC was fonned specifically to liquidale real estate assets. 
An ovcnigbl hoard reviews overan I(tralcgics, policici and goals of the ltTC and 
approves, prior to implementation. RTC fmanc1ul plans, budgets and periodic financing 
requesu. Current memhcn of the ovcraight hoard arcll; 

Robert Rubin. ScaeLary ofthc Treasury 
Alao Grccnapan. CNinD8Jl or lhc Board of Governor.. o{ the Federal ResCTVe 
Ric.ki Helfer. (,."haimlan of the FIlle 
Jack Ryan. Acting RTC Chief Executive Officer 
Jonalhan L. ~loc:htCf. Actu'l,l; Dir",,"tor of the Office of Thrift Supervision 
Roben C. 1..I'IOu.. Chainnlln ofT&ubman Realty Group (lndeflendcnt Member) 
Hc:rbert F. Colluu. Chairman of the Board onio8ton Capital Jlamel'S, Inc. 
(lndependcnt Member) 

'Il-c RTC Valuation Medlodology'for ponfoJio salca if; developed in Appendix 11 (March. 
1992) land the )(eviscd Appcnc:liJ:tI (February. 1994). "Derived Investment Value" 
(1)1 V) i, a measurement ofva)uc for tneome-producing real estate and land assets and is 
uloCd by the RTC to evaluated bidl (or RTC ponfolio sales. Drv iR based on the 
dlKnWlted uah now arproach dCYeiopod by a consortiwn that included Kenneth 
Leventhal. now Ernst&.YOU11&: K..annctb l.cventbll. 1ne appropriatc discount rales are 
dl&C'\lUcd as guide1iOc spreads ewer the companahlc maturity b'eaAury indcxto yield 
private &eeeor discount rlltCl. 

The tpttada fur rcrl'ormlnC and tl:Uhpcrfornung loans range from 350 to 7S0 basis 
poin,:, dcpenc:h...,. on the 8uc:t. 

• 'For nOn-pcrfonDolnlllnanl the dllCOUnC rates ranGcd ftom J2 to 22 percent 

TIlcsc di»couot rita &re ..... "sIt·frc:c. but ",uead rcfieclihc riskiness of Ihe cash flows. 

The C'..oln.l&l c.umple is mevanC CD 1J~'F..c III lbat 1\ Federal Agency accepted a market
ba~ed equity naLo in deccrm1ftlGl !.he &f'f"''f''aatc Rle of return for Cumsat. The issue was , . 

\ 
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debated durin" a series orFederal Communications Commission (FCC) hearings held 
inten'iliucnLiy from 1965 to 1978 in order to dctenninc what rate ofrClum should be 
applic:d. 

Comaat;1 • privau: corporation cn::aled in 1963 following an aet of Congrcs.c; to develop a 
Ctnnmcrcial aau:lIite "yl\tem for international t.cle-communications. AlthoulCh Comsat 
WIlS itleotpot'Htcd as a private company, the Satellite Ad of 1962 required it to ofTer its 

. CUltor'ners thebcnefit.CI of the new commWlicationl' technology in terms both of impro....ed 
quality and r'cduccu charscs, ConuAI bas .tltutary monOpoly on provillion of 
intemttiona1 space equipment for the type::; of service the U.S. conlliders to be in the 
national interest and C..onlS&t is the 11 S. signatory to the International 
Tdc:cummuD.ication~ S.tellite Organintion (INTHI.5AT). 

Fmm Comut'l! inceptlOD there were argument!; regarding its proper rate of return on 
capillI. The FC"(; held bc.arin(ts to ICt Lhe rates both rctro"-pcctively and !loins forWard. 
TIle Commission heard from varioua expertS each u.c;ing different methods of calculating 
a ctmt I){ capitaL" Dr. Stuart C. Mcyen. an expert for Comc;.at, used the CAPM 

. methodology and calculated. m~poinl estim.te or 14 percent Dr, Meyers was also 
ulcod 10 comment nn Comsat·. nskincu relative to AT&T. He reponed that Comsa( was 
twlCC aa,lCnsitive to general rnalkct lDU\'ements u AT&T. He also ~hnwed that 
C.urmoat'. total vanablh~ tD retUm wu 1J,t'CAlcflh&n AT&T's. 

Dr. Eul,ene F. Drighlm. .1ICCOOd w11neo for t:orasal., used the histurical returns 00 602 
inJu.lr:ial tinna and S~ utihties plus hill Judp.mcnt that Comaat's rillk was roughly 
~ulv.lent to the industri.ls and higher than Lbc uhlitics to estimate. range of 12 percent 
to 1" p:rccut. Or. Willard T. Carleton.. witDOll. fm the FCC tri.1 ltaU;S, aUded a risk 
premium of2lu4 perccDllO the U.s. Trcuury hond talC tn arrive at an c,<;limatc of7 
pcrccnt.The Il"MIl rut rnrnium .... baaed on tbc staW":POSitiOD that COlDSilt in.... estors 
{lice relatively little nsk, 

s..'Cd CID the eViuencc p"Jalu:d by the YI.I'lOUI witnc'lJcs, the rCC decided to "determine 
as rukli~.rctum on inYeSted capi\Ila. we can fUl4..nd add to it a ""k premium 
ronCdCtli1lt thcriJlc.a foW'MJ rrnc:nt In Camul" fulfillment ofltl Slatulory mission. We 
a110 find it useful, .s • yarcktid. Lu ~ Com...t·, risk.a anu cost of capilli I In 

,,'I..tT.",26 1'bC Itt.WI poIJUOft wu ttw.t Com.... was no more ri5ky than AT&T in 1964. 
and probably. little leu. andd\ar tty I97S Cumnt wu ecnainly lc.ss riHky that AT&T, 
TIle FCC'III flICOflUDCOdod 1912 CCiIC of c.arnW (or C.omsat,w&s Hand 1/3 percent based on 

... Cocumi.UtKllftl SucW1C t:Grr-at'lCfl (COMSA T). HAtS CDc ~176-19$ R.c:v. (.II II9S and Fint Yo.ar 
~il'\olf1c.c ~ N)COI. 	 . . 

,. In d'Ic J!'CC: proa::cdtnc.~';" 0/1" eun-nn Catrio BUI"ClUl" trial.l!' tnnk \be rule of !'"lillie 
~ta To tUUlJt tb.ia roh~. at.., ...... lC'pc.... ("lID abc Commililan'" uac:won lnakinl: renonncl. 
,. FCC1>Oc:kct No. 16010. "'l:UI'N-'~ !I.a....... CorponIK." hwO!>1.ipl1On Into al&r~CII, rracticcs. 
n."jrK:oli"~ R.atci and Kqcu&.bnN-. f'I6oIIIod Dcr:c....,... J~m ' 

, 
I
iaI . 

i~ 

I~·I,.J.··· . 
I~:., 

I t f:..-r 
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. qualitative adjustments to AT&T'" authorizod rate ofrctum announced in 1971 of9 and 
3/4 pcn::ent. l1 Thu.\. tho recommended rate of return for Comsal was not a risk-free rate 
hut 1ll1lher a market-based equity rate. 

TRANSACTION COSTS 

Costs incurred in the privatization proce5J' in the UK have been the subjcct ofevaluation 
by the National Audit om~ (NAO). Th~ fall urider II number ofhcadings: 
unck:f,,vriting and commiuiun., leUi.n~ comminions, clearing hank Costs. marketing and 
advct1.isingcostl, and advilKml' fees. Tables One and T~o (pa~e..'1 60 and 62) give dClails 
of the cnlll of various privatiT.ations. Table Twu uhows more detail than Table One, hut 
'. 	 " . I 

only covers II transactiona since 1984. The highest absolute coslS were incurred in the 
C<llJe ofLhc utiliLica. In the case (Inn (19R4fand British'Gas (1987) this was due tn the 
hich underwriting co~'-' orO.375 pc:rcc:nt and 0.75 percen't ufprocccdB respectively. 

h 11 hdpful to look at the 00"1.'1 inc.:Urted as a percentage of the total proceeds. The 
hi~l ratio ofeom to proceedA since 19H4was BT in 1984 8t3.9 percent, with four 
other dcals also cxecediq :\ percent. The lowc.stcosts on this basis arc British Steel and 
the U,el{ional Ela:tne Corupania lit 1.9 pen:ent am.I 1.4 percent rcspectively. 

TranJDCUOn co~1s (ind..Jmac ulc.a commission and legal fees) in C"..anada ranged from 
aboul2 pcrcc.nt for. trade ,..letn S percenL ill l.hc case of an IPO. Most of Canada', 
major privatizationJ blve bcc:n private ulex. 

. 	. 

,. A ,.... r .. eak:ulaw:..i bY H't: ..... ...."... .... UICd equity n:.aum rOt" rqjl.ll.alcd utilitic.sa•• base and 
made ,ub~.. cnmx:hun. be.oI.J OD ........ ATAT _ mun: (If IQlll ru.ay than 1.he olectric utilitla. Sec 
'·CC 1~·I)C.k.c No, 19129 rdCIIICId A"CUlI, I") 

i 
! 
i 

to' .....:: 
:: ....... ~.-' 
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ELEMENTS OF BUSINESS RISK FOR USEe 

We believe thal the be,q way 10 estimate a risic-adjW.1ed discount rate. IISSwninJl that 
USEe remains in the government. is to a8IOe8G the 8~tic portion of the variabililY in 
USHC·., earnings. In general, the eJcmc.nts ofbusiness risk for USEe that aTe rolat.ed to 
the colJ(lpany'~ ncxibillty to deal with market-wide changing economic conditions can be 
chAracterized as ~yltcmatie while those elemcnLs ofbusinc.",q risk that IU't' more uniquo to 
USF.C (e.g.changea in U.S. Government policy that affect the Suspension Agreement) 
can be charactcrizeciJ'" noD.sy.tematic. Only syste~tie risk is reflr:ctud in the dil'COunt 
rate. Thole factors thAt It(Toct the level hut nol the variability of camin"" can be captured 
in Lhe cash flow!!. 

It iii nciither p'1Y.Aiblc nor pro,.;er too usiifJ1 prie~ to each element of systematic rixl<. for 8 
govcrn.mcnt-ownod USEe and IIoI.ld them to get its lOUlI systematic risk. The appropriHle 
way to quantify the diacounl rate for a govcmment-ownccJ USEe js to clltimat.c its total 
'YlteltllltiC risk, TyplUlly, this is accompli~hcd be examining comparablc companies to 
estimate: riJk. Decau'\C nn perfectly c;umparable companies with observable returns exist. 
the pral:ticaJ option 1110 use pnYllCly owned and publicly traded comparable companies 
.nd make adjustment. 10 tlle f"CIUltin& discount rate based on qualitative conHiduralions. 

It UI difrteult. but nccCllary. tu e.a.auuDC po5Sible adjustments to the private market 
di~r:ltra~. 

• 	 Systematic: ri.Ak miGht be hitJher fur. publicly owned USEe than fOf a privately 
owned US.....c bec.lusc the puhlicly o*'Dcd USHC hiLII lcss Ocx.ibiJity to respond Ie 

market cnrrdalCd r.boc.kl. 

• 	 The publiC leCtOr dJseount ralC wisht he either higher or lower than the private 
..ector diKounl fa" due 10 dd'ercal COltS of financial distress. 

• 	 mv.te inveaton IOI'nCU1:DCII require addluonal return for an investment that they 
belieVe will be cWftC'Uh 'at ......u - • premium for liquidity risk. While the U.S. 
Government ma), CIcc hquidn)' n.tk. U does nat require rcmulleratinn fDr bearing 
thia tilt. Jlnwner, bc:c4lUM' l;~t.C i.. large, weIJ-eapitAlizcd company. any 
private sector hqUletJly prera.Nm I' likely LO be small. 

We h,a",c considered \heIc &Ad odw fea.tln d\Il co~d introduce differenc~ between 
rubtie nnd privale dllCOUnC f .... -.d conCluded llUcit dTccta, if any, arc likely to be .!I11UiJl 

.ad may be offacuinS. 

,......; ......... 

:..... } 
~. {. 'j; 

! ..... ," 
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Becaui;e exact quantification is impossible, we recommcrid that the Government usc a 

rangc i>f adjusunmts of± I percent to the 12.0 percent median discount rate dcveloJ')cd for 
the pn vate USEe for usc in calcu lating the ~V of USCC21 

&.'1 a guvernment corporation. 

Introcluctlon 

We N've identified the major clemen\.» ofbua;n~" ride that mayor may not be reflected 
in the lapplication of di.scount rutes for the NPV ca1culation allsuminG USEe remainli in 
the go"cmment. Refore we bctin discu. .....ing the clCOl~ ofbusine,.,. rillk, we provide a 
briefn:vicw of the theoretical ba~nd including 0 discussion of public venlu.II private 

activity. concepu of nlk. and the characteristics of systematic and nnn-xyslcmaLie risks. 
NCXl, we briefly discusll how to apply tbesc: conceplli 10 govcnunent activity and how .. 
chan~e: in OwnershiP can .rrcctlhc value of an enterpri~., Our discussion of the elements 
ofbwoiness riik it DaL }-'or cacl\ Nlcntificd element of risk we pruviuc II brief discussion 
on the impact of the rlUc clement on USbC in the private sector,then nnUSEC in the 
public sector followUl hy a charactcrl7.&tion of the ria1c. clement as more appropriately 
rcnectc~ in the cash flow. or more I)'StCmalic or non-syBtcmatie in nature. Finally, we 
make III rccommendahon on booN one miGht quantify IIuch rilik. 

Theoretical Background 

EcoooJDic theory ~, a different oojcclilfc for a ben~olc.zit government than it dues 
for tndlvidual, or ~j~. While dx: lana are moriVBlod hy:individualsclt'iJltcrcst 
and th«: dcairc to maximize profiu. the K',\tcn\mcnt ia assumed to maximi7-C s()ciul 
wei fan:. Consequently. the government. ~;C(1rdjnK to traditional economics. ollght to 
punue policieao aN,:l.IC)m OW bc:ocfit ,~ety u a whole. 

• 	 Privately.owned ClJmplAlaJ have clc.v beochmarb with which 10 judge their 

pcr{ormaDcC: finn value and prof,lI. 


• 	 Pubijcly owned compalUCJ oftc:a ~ ICVefaI different objectives lo fuUill, solDe 

bard.1O mea.urc and IOmt twn cantndictory. 


In D world With no mutct ~f«hOU.lbc ICtiona of private individuals lind hu~in~,.e~ 
will fl:IlUh in OUlcomc:a IbM arc IOClaJty optmel" If, however, there ore market i 

. i 
~ectiON. the 1LCIkw1 of ptrVI1C mdrvwtuls and businC5Se.<\ ,will diver~e Lu sume I 

I 

. 	• AdJlUlred ftoum the usr;c UDfI1IDI,. ........ ,... 0111.4 pelcont quantified by l.r. Morgan in April. 
I"'J~ dullOlhc dedlne" die ,.·ftac .. ., ..,..,.._14:1), 1<40 buill PU'D~" u(J~»boI. I~~. 
,. ~&i-tct '1TIflCffcdianl include 1IID7""'0lIN IUd\ u rnonoroly rower, IITIflerl'ect inrormoaliun, the laclc 

fI( Canhnpnt maft.da. .. c.... ~ C&oIMd by SMlernment roilC)'. 

;: 

• I· 

, I 
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cxtentt from those that are ,;ocially optimal. Consequently, the scope for government 
activity in the economy hccome5 wider. 

l!conc)mic theary rccuJ;Jli~, however, that governments do not necessarily behave as 
thoy J'IIould. As a rel'ult, governments sometimes intervene in the economy in ways tha' 
do not improvc social welfare. This can be ~iaUy truc for government-operated 
businesses that are commercially viable in the private ReCtor. l.n mUIi' cuses, governmenl
opcraLcd businesses have not responded well to market signals. Furthennorc, they ure 
often constrained by. political environmenl that limits managemcnt's ability to make 
decisions to operate the buJineu efficiently, lhat is, to make profitable use of its available 
reaouircca. For cxaJnple, the Oovemment~tcd USEe bad made 8cvcrul poor 
deciliions with regard to the uranium enrichment hWline9s. The t:X:onomy as a whole 
ruffer'S becauae the rcaourcca employed by dIe llovcmment could be mure prnducLively 
used I:bewhcre. 

Economim have dcvclupW 1& methodology to evaluate government investment project.. 

and government activity. 'Ibis methodolugy is inCial co..t-benefit analysis. While 
thcorl:tically Round., 11.1 cumbersome to Implement and requires many (sometimes 
arbltr.uy) auumptiON.)II ~ial CUd-benefit analyaia alay be required in cases wher"C 
thac arc: large m.arkct im~ bccau.u: the actions of the private scctor arc expected 
to dil1rer from those tbal an: III the public int~. 

1'he fllnanci.1 v.luation of I buau1cu J;CDCtIlly does not take into account the extemlilitie. ... 
luoc:iltcd with the huaineuc. However, governmenl regUlation can address specific 
e.xlenaalitica and IDartct imperfccnonJ such .." lhe cm.1 ufpuJ\uLiun am) lhc CJl.islL."1lce uf 
monopoJica. ReJU1&titm can force me privlUe ownera and managers o(a company to face I 

the IcldJtiooal soci&J costs they Imrn~ nn "uClcty through the operaLion of the business. 
In .uc:h ca.U:l•• ~tandard fmanaal valuation Ihould provide an acc:urate estimate of value 
to bulh public and private OWJlCl'. 

• 	 Manypriv.tcl)'~ c:omraruca UlICVCl"III indultries. generate eDvirolWlental 
and public ~fcty cx~rn.hh.. lhatare addresscd by government regulation. For 
in.sti:pcc, nuclcarpowa- plants.. oil refineries. coal mininK and chemical plants all 
lenCf'I\C CXtcmaJibC8 dw woWd be the same .." or exceed those produced by 
, 1!\F.c.. 

• 	 We UIlUDC thai Ibc criow cstanaJiti~ ~iaicU with the "per-dinn "fUSEe 
arc addrcssad by I'CC"Lauoa. l:GDICqUa1t1y, we proceed with a financial "nlllysili. 

----~.--------------~-
• 	 So.'CiaJ u.t-hencf\t ..-..,..... c_~ UKd by !be World BIIDk to evaluate !CVVI.%11IDCI1t pro~. 

hlf an ClAlUnplO or too. WIM~" _.,... caMd he al'f'licd ttl cvaluate pnvatiution ICC Oala1. 
J("*t 1 andnn and Vneck.... ""1-' C~~o/~/llntl hblic E"'(!rprU("~. New Yod: 
O.ftwd t:niYCDIt)' PYa.. 191M. 

http:cx~rn.hh
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Background on Risk 

Cash i1uWH thaI will not tluctuatc from projected ltmuw&1s over time arc risk~frce. To 
individual illvesLors, a U.S. Government hon'd is COIUidcrcd riak-Cree because it is 
Luumed t¥t the U.S. GovcmDlent will ncvcrrencgc on jt financial obligations. 'l The 
probability. therefore, that the tuture cash flows will deviate from stated inccreat and 
principal payments i.t; zero. 

The discount rate used to valut: ri"k-frcc c&''1h fluws reflects the timc value of 
moncy.ll 

('..ash tluwl1hat may devilte from their projected BmounUl over tim~ an~ risky. In 
genenll. inVClltnn mUll be compcnsa&cd for the uncertainty associated with risky C3l1h 
now•. Co.oscqucntly, when uncertain cash flows arc valued, they are valued at discount 
rates tb..at arc ~cr than those wed to dillC(lunt risk-free cub flows. 

The WltCuunt raLC: used Lo value risky cash flows reflcct.. both tho time value of 

money and compco.uuoo for bc.ving risk. .~. "'J~ 


~ 

'1';1
The diffcrmec bc1wce.a the net PreKrlC value uf risky cash nnw," discounted at 8 . '-') 

. riak·inc1usive rile Ind the not presont vllue oftbe same'risky cash flows 
diacountcd .t I rUt-free .rate lIJ I measure of the p~t value ur the rilik. ti .,. 

I ~l l "r. 

The U.S. ",easury',lunl·term c:.MI nf'hormWln&.lhe yiddon a 30.ycar Treasury bond, 
11 DOIID appropnaJC d'JCOUn1 rare to animate the l"r~t value of ri!iky cas.h flnwR. 

• 	 Using the 30.".. Tn::uu:ry bond yicldi II a di.acounl ralC to evaluate higher risk 
Icri,:itic.i willlcad to. Urvetrtment in 8CtivitiCl thatbave high risk and low retu~. 

• 	 II WQuld, bowc:vct, be aD appropriate dilCOWlt rate for casb flows that arc risk
fret. 

Uain, the yield on. 30·~ TI"eiIAW'Y bond to value government inv.,..tmentll implicitly 
IUlUmcs thlt an Ihc::rT\olte. UJIC of chc f'vndII would reAuh in a I'imilarly low rate of return. 

.. As~ the bcmd·1t htJd to IUlId, 
AI AI~ n.:.& t.aaA au.... 

http:moncy.ll
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) 
BUAine.~ riAIt com~ from several sources: 

• Operating R1.cUc 
• ~arketFUsk 
• Financial Risk 
• Government RcgulatoryJPolicy Rilk 

The inherent risk frnm runninlla buJincu docs not ehanae with ownership Wiless the new 
nwnerilhir: 

• Changes the opc:ations 
• Changes the market~ of the busincil 
• Changes the financins 
• Owlgc:c the cllpmure to lovemmcnt regulation or policy 

We e:ulmine .11 of'thesc f.clon to cku:rmmc how. change froln public to private 
nwnenihip ~ight a1fCC11bc bu.l.DCII nsk ofUSEC. 

Syslltlnatlc and NOff-Systematlc RIsk, 

The CLpiw Asset Pncma Model (C..AT'M) is I theoreticsU>, sound method used to 

C5UrDIIliC • company', opportUnity COCI or ~tt.aL One of the key tenets of CAT'M St.l:l.t.cs 

that the ri.&k o( I wcn-d •• at.ifiaJ rortfoliodepcnd& on thc market risk ufthe securities 
includod in the portfolio. It is the DOi.-divcnifi.blc market risk that sophisticated 
lDVCSton. care about and lhIl can he uacd U I benchmark for the Illquired rate of return 
fur II c.:umpany'" equity. Anolbc::r aamc for non-divenciflable market risk is systematic 
ri.k. It il mcasUJ¥d .. the rlDO o( the co.-riance betwecntbe returnA uf a stock and the . 
equity rnarlcct a.s i wbole tu the .,arianc;e of retwnJ of the equity market. This 
mc:uuri:mcnt iI caUed Iku. The I)"'ItCImatic riak of' & ICCUrity &.'10 mea.~rc:d by BcUt 
indJCltCI tbc~bch.aVlor or. Wre uflhe c.ompMy·lltock relative to movemcnl.8 of the 
lnarkct ;11 • .,.,ho\e. In other worda.. If dw:: Beta of a company's stock i. 2, then !.he !ftock 
would ji~ 2 percent (ot ncb J pac.c:nI &naea1iC in the market or in D like manner it 
would ~sc 2 pc:rca11 rot cac.h I ~ decrease in thc market. 

lbe unique or non--rylfCZDlluc nU. or. c::ornpanfl equity is divcrsifiahle and is Dot 
col'Ttlati:d to movcmc:ftl. mthe m&rfLct .AZJ Urvator can reduce the variability of returns 
of l.in,~clCeUrity by add."C I«UnUCI.buIc retum~ Me in part uncorreJaleO. In other 
wcn:ds, Ii certain ponjOQ of Cbe yJt.l\MMltVy o( reNmI on one security will be canceled out 
by the. nW'lvemcnts ('If ano1bc:r 1IOC'UIIf)'" re1uml All n~vClltur will not expect to he 
compcn:t.at.od for tbe fII"M1lon of .,..nabillty uf murn.. tNt ~ unique to a security because 

.i 

, !.', 
I '1. -..,', 

I •. 
j t .... ", . 
, ,:! 
, ,..... r , 

http:compcn:t.at.od
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word"•• certain portion of the variahility of retums OD one security will be canceled nut 
by the movcments ofanother security·" rctunilli. Aninvcator will Dot CXP"t to be 
compcm.uted for the portion of variability of returns that arc unique to a security becau!ie 
aJmost aU of unique ria can be eliminated ttirnugh diversification. Only the systematic 
portion of the total variabi1ity ot'security returns to a risk averse investor reprcsCDts risk 
fur which the invC8tor cxJlCCf.' to be compensated. 

'1110 government, by vinuc of its power to tax, hol<k the most diversified portfolio 
possible: t.t.e whole eonnorny. This docs not mean, however, that it Khuuld not be 

comJ'(:nsatcd for any additional riKIt thal it may bear by boldine a risky investment' 

• 	 ~f\CCifica1Jy It should be compensated for the addttiunal systematic rillik Uast UIC 
investment exhihitA. 

A hroad market iodicator ruc:h as the S&.ft SooJ l is a real\onablc proxy fbr total 
retum ,to ec.onomic Icti\'lty 1ft the United States. 

If the J:ovcmmc:nt invetIU in rmJcet. or buslftCSlcS with risky cash flows without proper 
clImpensation it is pauUlg dlC riab on to the zufUlycno. TlIXpayers may nul wanL Lo be 

, Cxpo6C:d to those riskl WItham ~ compcosatiqn. 

The E,trect of awnerahlp On The Value of A Busine•• 

,If two different ownen would allow. businc.u to run in exactly the same way, then the 
value of thc'businc:u would not Ch.inLCCWlth the change of owncnbip. Ownership 
c.hangc:a affect.vrdue begUIle or cbrrcn:nt choices that a diffci:rcnt owner would impose or 
he fnr(;ed to impose on the company', rnanqcment. Specifically, a change in ownership 
can affect the. value o{. hull,'" in two ways: . 

' 

A. chAnge in the cI.ftcrcnt values Iba1 are lncludcd in the projected cash flows 
usoCiated with .ha'n.tJve 1ICII':ft&n0ll, 1nese could arise. (or example, because of 
cbangel in operatltww nf~J" UI¥eSb'nClnldecisions that arc preferred or 
precluded by apcc.flC OWftCn 

• 	 A. change in the probIbllll1 or oca.am:nceassociated with the alternAtivc 

1CCD&riot. 


u In I~ Lbc s.&P SUO AI ...., lor priIC:I.IC.Il IW8C)r\I !;CC Al'J'Clldix C fnr further di'&CWUli()fl.
'. . 
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Tbe effect that a change in ownership ha." on the value ofa busincss can be measured ill 
fWO different ways: through different cash flows or through" change in OlC discounL rale 
used tAl estimate the value nrthe buainess.l4 

• 	 Tfthc change in ownership affect'! the forecasted amounts of the casb flows. then 
thcac diffcreri'Ce.1l can be reflected in cash flows., 

• 	 lfthc chanite in nwnenJlip alTccls thc variability of earnings, then to the extent it, 
rcprcscnm an jncreuel~ in ~y5tematic risk it should be reflected in the 
discount rate. 

Specific Elements of Bualnea. RI.k for USEe 

We believe that tho ""="1 way to ccumaLC a risk-adjusted discount rate. ag5wning that 
USEe rcmainl in the goverwoent. is to U~ the ~y~tematic portion or the variahility in 
USEC"" earninca. To dC!'Vclop a I peelfie methodology that if; practical tu implcml:l1t 
requires deviation hom pure theory. Moreover, implem~tation ofany methodology 
depend. onjudgmenlJ with which realiOrWbl.., ClXp..,rL!i CWl'disalioo. 

In addition. we bJlv\: ~ .aked k) evaluate the sy"tematic and non-5y5tenl.3t!c nature of 
each hu.ine:1II ridt th.t USEe facca m and out of the government. It is difficult to 

mcuur-e wicb any KC'Uracy hnw muCh tyUcm.ltic risk each clement ofbusincss risk adds 
to total systematic nu, becautIC. (ot cumplc:. one cJement of bWlinel8 risk can offitet or 
enhance aDOCbct'. effect on earning&. and hence sYlOotematic rigle.. A digcussion of each 
tlcme"t orbusineunu: .1 .nccndcd to help clarify how the public sector discount rate 
might dieTer from the ",ware eector diJlcount rate. Refnreidentifying each olomont nf 
bUlillClll risk.. wc oud..lDi: the mC1hodology used to lICparatc lIy"tematio fmm non
systematic risk. 

• • 	 f) 

• 	 Sec::urity ~ Includll..:apl&ai a.;»Ul' and dividend paymcufJ; which arc both 
dependent on. CDmJ'&"y·. ami.,.... Each risk elcrnent'5 impact on earnint(K 
variability And Ibo rciauonI.hrp o( the ruulting earnings variability tochangeG in 
tho ~>' 1ft ,cncnJ lie kC'Y ck\aminanll in characterizing the risk clement a.~ . 
s>,'l.eInatic or 800· ttySU:IIDatlC SA oaIW'e . . 

• 	 Factor1 that pnma.rily afl'cc:f onty the level of camin~ were reflected in the cub 
flows. 

I' 

.. A iliad puuibl.bl)''' Iu _''-II:. 11M • .11,,", puaibll.l aJlen~ IIIXfIlIII'iueo. IlIlbi.~. UlII: wuuldch.w". 11M: vatu. '" ~ ttl IN .--... IC'CNInOII., i.nd chenllC the:: prnhahility nf nutc:nme that i. 
uacicuncd wtth ClCh MICrMIf,: ~ 

.! 
I 
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• 	 Ift.bc: risk clement can he characteri7..cd on balance as unique, tbcD it is more non
~tematic in nature and is not a component of the discount ra.le. If, on the othct 
hand. Ihe risk clement can be characteri7.ed on balance as more rolaled to m:u1cet
wide conditiona, then it ia more systematic in nature and contrihuDes to the 
discount rate. 

In gencral, the clements ofbwlin~lQ( ril4k fur USEe that. an: rclatedto the corupany·s 
f1~ihil1ty to deal with market·wide changing economic condition!; can he charact.eri7..cd 
as systematic risk while tho~ elemcnLR ofbuBincss risk that arC more unique to USEe 
(e.g. changes in U.S. Government poh<.:y lh.ulllfTccl the SUspeIlSiion AgreefUent) can be 

chara(:tcrizcd as non-systematic. 


In J&eneral. a chin from pubhc owncnhip to private ownership expands an ~te'T'riBe's 
ability to adjust its COlts. 

• 	 Flexibility of Idju....tinar COtta iJI beneficial to the company because it allows 

management 10 offset fiuctualion5 in revenue. 


• 	 A reduction in l\cJ.ihility U":I1:Uca fixed costs which ia analogous to increasing 

the debt burden of a company. 


. 	 . 

There nrc Ihrcc ~ of labor COlt» lhat cuntribule to the vKriKbiJity ur level uf 

rrofitl. These include' lhe ability olUSEC to Idjult the size oftbe labor force in 

~<&C to .ehaneinc marta and cconom'c conditions; the level of compensation for 

c:zec:utive INNgemcnt "USEe hudquattt::n; and. the posiibility of production 

stOfJPlltcl or lfow-doWII' due 10 I.Ibor strike.. . 


1J~eCin l!W.privltc SCC10r WOIIld blvc £IC.lu::r ficxibihty to adjust the size and total costs 
of the 'Ilborfnrce lhan In the rub1ec Mel« 1ft order to respond to changing martc.el 
condition•.•AlIUmin..............,... he. JOOd predictive. timing and implemcmation 

.kllla, tbclc adjustmcnll would he ". hne wrth changing revcou~ TClulting in lower 
aamlngl volatility. usee 1ft I:be publIC ICa)t would find it difficult to overcome U.~. 
Government regulatiON rc~ pwNec IOCtnr colploymenL Management would be 
more cc",maincc1. for cnmpLc. ID I'tI ctforu 10 reduce labOr costs in line with any 
n::ducticNl iD rcvcnuea. nt, n:dutod l\ai'btlity would resull in higher earnings volatility . 

. Bccau ..: It il likely th.It the hl,1IIer VOWihl')' or earnings in the government is po6ilively 

c:orrelatcd with general oc;tIftC'Im" trc:nda. th •• element of ri~k l'hould be categori7.ed a.~ 
ryltcmJlUc and would be rcn~ed ,n a h'l&her di~unt rate for the public sector. 

. I 

I . , , 

http:categori7.ed
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The eompenution for executiv~ management of USEe in the private sector would likely 
be higher than that ofUSEC in the puhlic &eCtor, however they may be Ie"" managl..'n. 
The overall effect uf executive compenlUltinn (m eamingt; variabiliLY for either a private 
sector or public "ector USEe is likely to be ne~igible. Accordingly, any difference.~ of 
executive compensatiun ll;vdllshould be reflected in the cash flows and not in the 

dil\c(}unt rate. 

The pos.c;itrility of labor strikes exists whether lJSEC is ~nsidercd in the private sector or . I . 

in the public sector. In fact, USEC in the public sector has experienced lahor strikcs in 

the past. Tho rcsulL of 8 strike can be significant in l.CnnS of cRmings variability because 

of production stop~~es or "low-downs. Although a labor strike may rc...ult frum 
economy-wide conditions, in General, any Rpocifie incidence of labor strike is unique to a 

"flOCifil; company and ill more non-sy~tematie in naturc~ Au;unlingly, wcU~ivcrsificd 
inveli1on. should not CArx:ci 10 be compensated fot the risk of lahor r.Lrikcs. The discount 
rate il5 unaffected by thii element of rislc whether USEe is in the private or public !loctur. 

ria,,' Q"d EgllipmOiI C~
upiLAl expenditures made hy USEe in the private sector will occur ut market price!!. .: j ,i 
USEe management h.H ,wed that U.S. Oovem~t procurement rcgulationnnay pusu r ." .' 

r . 
1", '.purchuc prices above nwket prlcca for.USEC in the public sector. Moreover, USEe has 

I 
found that some vendon wlll DOt do bulj~ with it due to government procurement , l~" ( 

rcgul,ationJ. Differenc.n in capital upcndirura due to procurement regUlations between 
r ~-.' 

t TSBC In the private leCtor and USEC in the public HeCtor affect the level Dot variability 
I ,_ 

(If I,;(I~U. and should be rdloctcd in the cull fluw. nut the diliCOunt rate. 

1\nocher elc:mcnt uf nak wllh rq.vd to planL and equipment invo)vesthe flex ibil ity of 

manntcment tobuild or cl(\IIC planu. Managancnt ofUSnC in the private sector wo.uld 

ha~e greater flexjbillty than manalemcnt uf USEe in lhe public lIector to respoud to 
clw\F{ing ma&ct demand conditKJna. Oumglng demandcondilion$; would impact 

rcvemJC,Jand the nUlhllrty of monaccmc:nt to adjust costs to match revenue changes 
would ImpaCt ca.rnin&.' volatility (nate!' nesihility w(H.1ld imply luwCT ec.Imings 

volaljlity arid, convenely, hmlted nu,helrty would imply higher volatility. Thc 

flexi~lIl1y to adjust to economy-wade C'OOdltlonl is mort appropriately chal'llcteri7.ed 8." 

!lYlte.mAtie ri,1e. Acc.oniln,ly.lhc diSCount rate for USEe in the public sector would Oc 
I 

hibhl~. 

J" vt".. ~r tIrI (!rf I Dccj.(II'»U 

A prIVate acetor finn hu the fleXibility \0 nukc investment and disinvestment dcci5ion& 
II appropriate ~vcn prcvallmc mar1lCl condJttons. USEe may choose to integrulo 

~iully hy huyinft an cloctric power plant. becausc electricity is one of its most 

http:chal'llcteri7.ed
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!jmp~rtant inpuUJ. In addition, USEe may chooscto integrate horizontally hy enlerin~ 
into the waste dispo!lal'business. capitalizing on its ex:penise. It is likely that neither of 
these options; would be available to USEe if it was ownCd by ¢Ie government. 

Grcatcrflex..ibility tn take advBI1ta~ ufjmftrket opportunities as they arisc would imply 
lowCl' carning~ volatility and, conversely, limited flexibility would imply higher 
volatility. The flexibility to adjust to shifts in economy:-~jde conditions is most 
appropriately chal1ictcnzcd as 5ysh::m.atic risk. Accordirigly. the discount rate for USEe 
in lM public sector would be higher. 

Howc:ver. ,fUSEC'~ management wen: prone to take 
, 
on higher risk, highor return , 

iDvcsunentll, then the greater fluibility to make investm<'l1ts could imply higher eamings 
volatility and. c.:onvcncly, limited flcxibillty could imply lower volatility. In a.o; much 8S 

i 
these higher risk ;nve\tmcnts are correlated with the market then s portion oftlle ! . 
;Additional volatility would aWl \.0 the IYltematicrisk faced by investors in a private 

I 

USh-{:. Consequently, the discount rate for USeC in the privB~ sector would he slightly 
highet. lJowever, bccauae the expected return to the inv,cstment would.bc higher. the 
cuh trlow, for the pn....tcly-ownod USEe would have to be increased. 

Ei!lE.!.'cinR 
USEe management fon:cuta "Ule or no long-term debt 'for either tho privatized USEe or 
the publicly owned usee, A rnvatc ~t.or USEe will face privatemaric:el rate'. USEC 
In the public sector ~ilI molt lilcety have aecat 10 finanCing ilL below market rates 
bc::c.ILlIC there would likdy bean implicit or explicit Government guarantee CVCfl if U~EC 
borrow, from the ponte &.eCtor. Although the value of~ public sector U~EC may be 
gre.tltcr by the amount of the government ;uanntcc, the cost of the guarantee should he 
a.cc.ou.n\od for as a dct1uc:uon from Ole U.S.· Trwury by the same amount becaUAC the 
Trcar.ury would' atKorb the nd:.1ha.I would otherwise bebome:by USEe's creditorK. 

! 
. I, . 

Usp.e's f1cxibility.&II. public eorpnrabOn 1J fu.rther reslhctcdby the anti-deficiency 
~gul.lIona;. Iu USEe makec Jon, 'am eOmmitmcnbi (e,g. 2 year Rw~ian HEU contract 
orden. annUaJOOr c.ontnK;tin,t.~) c.a.v. retamed by the pubhe'USr.Ci" I;jgnific.nlly 
hlih~:r lhan that for a pnvatll.ed USEe ' 

Dispose" Cruu 

For lJSee in both the pnvate ICCLof and the rublic ICCtor. the:ris.k of unJenowo changcs 'in 
dll'l\('w COlts stems from pouihle chanees In governmenl cn~irollmcntal regulation and 
potential litigation. Volatility or e&lTImp cuuld come from one-time shocks that would 
be u"KJue 10 USEe, 'llllll'yrlc of fnk " non-lIyfltCmatie in nature and would not he a 
comf)()nent oftht: un.count rate an c.alha ap'lvftLe ~tor or public soctor USEe. , 

.. .. 
":., ~ 

oJ,; ,l 

http:pnvatll.ed
http:pubhe'USr.Ci
http:would.bc


ERNST & YOUNG LLP ID:202-327-6227 JAN 04'96 19:15 No.01~ P.41 

DRAFT 
Page 37 

Change.., in Regulatory Environment : . 
The riak aUributahle to c.hangca in regulatory environment can he thought of in two wa~ .. 

CUfTChUy. u a Government Agency, USEe is regulated by OSHA and the EPA. and the 

OOE for nuclcar matten. The NRC is scheduled to become the nuclear regulator 

whether or not USEC iI. pr1vKtizcd. Arry difference in thc cost of compliancc llhould be 


reflected in the C8Rh flows for each fiCenario. 


The other type of change would rucull from modifications of U.S. Government policy· 

that would impact the regulatory envil'tlllment with which either B public sector or private 


. sector USEe must comply with IKJIIlC wlknown change in costs of compliance. Although 

this would impact e&minga variability, tnt: nature of the risk is more uniquc to USEC than 

mark6l.-widc. The rilx i. morc non-systematic for both» public and private "ector USEe 


.. and the discount fate 'I Wl8rr~t.cd. 

Ar.cidt111 in the Plan' 

If an iK:Cidcnl is Iimiled In scale then the risk "tems from the cost! of remedying lhun.a~cs 


aud pl)tential habihtiea for USEe In both leeton. There may bc some difference in risk 

If the private 5ClCtlX' rcl\lutory environment incrca.sea or decreases the probability of an 


. .' ',I 

accidc:nt. Tbc nsk would .ffect IWnU1&, variability and i .. clearly unique to USRC in .~ i 
i 

IUItUn::. CunsequcnUy,1.herc would he no c.:ornpcnaation in the di!OCOunt rate {or this type 

of non-tyStCmatic nail (ur USEe mthe pubhc &eCtor or in the private ..ector. 


. I 

• t 

R~'l'A2n HF\lI Agr!"",,.,., 


In 1~13! Russia agrocd to leU IpproJtirnaiely 500 metric toni ofHEU extracl.cd from 

divn.ilnUcd Russian nUol,;lcar WC&prooI to the United Stn\.C1. The lIEU is to be convof'1.6d 

by thc: Ruuianr. to llU ,uitable (Of UIoC in nuclear power reactnrx. Under UIC contract· ! 


. I 

Imrkmcnting the agrcern.t'lOL, usee. the designated U.S., eXCC\ltive .sent. pay~ fur the 

SWU component oftbc-UU 'Widun 6tJ days of receipt.; it pays fur the natural uranium . 


component atta it rexll. or. UteI It. 8uc:d on the iRlnal price citablishcd under the 

eontrir.c1. the tWI ftOmll'l.ll value of IN LEU i.a S 11.9 billion, of which $7.£1 billion ~ I 


SWU and ~.3 bilhon I, ...1Ura.! uranium 80lh the CJC:isting 1 lEU agreement and I 

potential ch8ngca to policies arrecta"l Cbc IlliU ~ent c.:ould C-.lIUIC profit variations 

for I publiC or private US .. c._ 


CUm::nf S~te f 


USI!C can ~II the S'NU cocnpo.raornt o( lhe t:..EtJ to its current cU5tomel"':', hut exiKting 
I 
I. 


trade rcatrictiona limit the cnmmcrt&al we 1ft the United State.'i urlhc uranium 

component of the LEU anpoc1.Cd from I(UDLI Trade barrien in Europe and political 

barnc:rI in A.ia inhibillhc 14k o(~ Ru.nu,," uranium outsIde the United States a." well. 

Thus,. 10 order for USEC tQ 1.(11 It-< u.rAnIUJn cpmponc:nt of the LEU these harri~ will 


h.IVc \.0 be removed or adJ\lStOd \.0 JIfOV)Ck market acce. ..... for thiN material Thus the 


http:anpoc1.Cd
http:ftOmll'l.ll
http:eontrir.c1
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current tltat.c cxposes USEe to thc trade policy and political changes in markets 1n the 

U.S., l!urope and ~ia, and to the market price ofuraniwn fihould these m.arkcts be made 

accc.ssible. The trade and policy change riiJ4 is the same for a puhlic or private USEe, is 

non-~:yftt.cmatic and not renectcd in the di!JCOunt tate. The market price risk is the same 

whether USEC is pubucor private and is systematic and renccted in thc discount rate to 

thc.e;(tcnt that uranium pricCS arc influenceU by general·market conditions. 


~:::nsion Agreement Eliminated! U!\HC Obliged to Duy RW!lian LEU 

The liuspcnsion agreement lil> cum:.otly amended allows'ccrtain annual !.pccified 

quanl:itie£ of matched uleJ.. 1nc U.S. uranium minmg oompanies and mino-workorr;' 

uniCm arc challcngin, the ametldodaerecmcnt in court. )fthe liuspension agrcc:ment is 


. eliminated then the anti-dumping dutia on Russian uranium sd aside hy the HU,"JlCrlsion 
Otrec~t beromc binding. JfUSEC jc obliged to buy Russia~ LEU, it would not be 
able 10 acll the RUl!lian uranium component. In the limit, USEe would he left with a 

. stock of"Runian" unnium thad would become a non-performing asset on itli books. Any 
risk 0.( government policy cha.niZe ill the aamc for both 8 .public or privutt: USEC, 1S non
.yalunatic. and III not rofloctcd in !he diJ;.C(luot rate. . I 

Su~:nston Agreement EJiminltcdl USP.C not Obliged to Buy Russilln J.EI , 
\The fiu~ion agreement ""I cum::nlly amended allowlIcertain annual specified 


quantitie,. of matched and b hetnlchaUcngcd in court. tfthe suspension agrc.cment is 

elIminated then the Inli-dump~ dunes on Ruutan uranium set 8~ide by the su,\-pensioll 

B{l.f1)Omenl bocome btndJng. In Un. acawio USF.C would not have any exposurelo rish 

ariling from Ru,uian l..mJ. Any na.k of tcovcmmcnt poliCy chAnge is thu~me for both 8 

pub)~; or rrivare US~C. ;1 non-tylt.crnItic, and i. not rcnected in the diccouut rate. 


~:nJlon Agrecmant u(lMded 

nK: .uapc:oaion _gnxment aa cum:.nt1y amended .1IuW8ccruun annual sPecified 

quantltios of marched and i.1I he1na cb.aUeagcd in court. The variability ofUS[!C's profits 

could be aITecu:d l! Cbc ~K1ft ':uecm~ll' expanded allowinl!( the mun.: Russiau 

SWU and uraNUm to cncc:r Ibe C.S market. The effect would be the ~me whether 

USEe wu public or my_Ie. I\ny I'lIk or Jovemment policy change is the &&me for boto ". 

pubJiICOr rMyatc USI:C. is nc:Jft-.~. nne! i, not refle<.1eJ in the Ji~ounl rate. 


U.S. IGovemmcnt t.'lw!&cs the ~t'JUI\t"e J\be.nl 


Under the current Ru.'uan HCU tOnUItCt. USt:;C 13 the cJ~i~Led U.S. Executive Agent. 

The r;,;.kl raced by US&: from ~n".. In·\hc IUlpcnaion agreement would ~ mitigated . 

if a new agent WI.\ appomted. DlfTc:rtnt n~ might follow due to either cnmpolilitm 

(rom tim agent or dc::.l~ .... 1\.11 !.hI' _,ent In ~ny cuc, any risk caused hy a government 

pohc:y change il the lame (01 • pubhc or pnvate U!\EC. iA noll-systematic, IUld is not 

rcflcx:tcd in the ditcoWll I'lIIC. 


r· 
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Rllw Mllterillis' 

UrQllium 

The ,col\t of raw uranium j" not cUITently a large contributor to the variability of profi18. 
USEe enriches clients' urani:um aDd charges 8 proce.~..ing fee; it does not buy uranium. 
Thus, fluctuations in raw uraniwn prices would have little impacton earnings variahil1ty 
for either a private Icctor or public scctor USEe and this factor would not he reflected in ' I 
the discount rato, AI. dlscu£&od above, the price of raw uranium could become A factor 
under certHin policy SCCI'UInwl 

Co.flo[J::Jectrlciry 

Thell: arc two kinds of electricity COCtli for USEC, firm and non-firm. Finn power costs 
arc fixed lhrougb 2005 wbQlt.hc;y arc due tu be renegotiated. An increase or dccrea8e in . 
finn ;powcr cosu In 2005 would effect tISRe', profit level but not profit variability. 
USEe', ~ement behcva that an in~govcmment USEe may not be able to negotiate 
pricoe as low as a rovale USEe. Any projec1ed difference in prices should be reflected 
in thc~ ca.sh flows 

Non-firm rower is ~ almarket rates and any fluctu3.tioll8 in price would be 
reflected ali variabiliry 1n USJ-IC'. protil.8. ThUB thc riak attrlbulable to changing market 

, . 
i '.. 
, I 

priCClI for electricIty should be cbaractcn.zod Ii systematic ritJc. and he reflected in the I·i;. \ 
discount ntc. The rw. it the umc wht,.·UlI.:.r USEC if; publicly or privately owned. 

1 

I 

MQr4..~h"}g 

niffcYCIlCeS in,the lc:"VC1 of matkc:llnc aoo ,-;hcnl scrvil;(: C:OuJd A,ffed the level ofUSEr:'s 
profitability. A pnVlt.c: ooctor USEe h.u more incentive to improvemarKDting and client 
acrYlC.c I.h.Itn .• pub!" 1IClUnf' USt.C Uu, dlf'fetcncc in marketing efTom and client servicc 
IhouJd be reflected as a difftr'f"l'l« '" cash Rows. Specifically. management believes a 
pnvatir.od U'st:C would be able 10 lDCrc:.uc I'IICW bu,i~, at no .additional C08L Becau"c " 

markc:ting c:1fortcbanaca \be k..-d DOllbc vuuhiliry of profits it is not reflected in the 

dllC01.mt ra&c. 

Dome.ui{ Dem,md 

Variability in domt.lllC c:k:.mand L4.1f"tnbutcs to variability of USEe',. profits whether or 
not it .I, publicly owned The ndt f'( chanin in domc,tic demand for, uranium 
onricllment due to varyln, \/..11< of dttt.ncll), caUlled by market-wIde changing oconnmic 
cnoditinnll can he c.haractc:nr..cd .. rylltcmali<.: ri!Ok and would be factored into the discount 

http:dllC01.mt
http:lDCrc:.uc
http:pnvatir.od
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rate. Any change.c; in world wide demand that BIC unrelated to general market shocks, such 
8H dt~8cd dClllADd for nuclear ~enerated JlUwer following a nuclear accident. would bo 
conJiidcred non-s)'Itematic and not reflectod in the diltcoun( nile. 

Forr!igl'l Demand 

USEe's eX(lOliure to wurklwidc deJDllnd nuebJation is the same whether it is publicly or 
priviltely owned. The: ride of worldwide demand fluebJatioDS due to macro economic 

. furet:s is systematic and thus reflected in the discount rate. Aoy chanl'~ in worldwide 
dcmlind that are unrelated \0 general market &hocks, such IB, decreased demand for 
nuckar gcnc:rated power following. nuclear accident, w~uld be con.c;iderod non
lIIystematic and not reflccted 1D the discount rate. 

Sour.cu o(AIIf'rnuliw F"erI!Y 

If the: J1ricc of altctn.llivc: c:ncq:y dcclinCl (increases) then the demand for nuclear energy 
(and thus uranium eml<:hment) will fall (rise) In the long-tcnn; This demand risk 
conttibutel> equally lO rrolit vanability for a publie or private USEe. To thc extent that 
altcnlat1ve eners,y pnCCl an:: corrdalet.l with maritet-wide eoon,omic condition~. thi" ri~k 
il{ ryJttemahc and I' c.apturcd m me diJc:ount rate. 

\ 

Comp<.>1I1iOIl 

USEe !.aces actual or potcutiaJ .compctition from the RuSJians, LouilOiana Energy Systems 
and forei{C\ uransum cnncbmc:nl comptQlCS. Ruuian competition could arise due to 

chanl~es in government J'IOlicy. Competiuon could cause variabiHty in profit for a puhlie 
or pnvate USEe. Reuusc the mk of (:()mj'Ctitioo ill in (\art influenced by Jlolicy change 
ri~ tw is oon.syncmattc: and in pan by Sencral economic conditions that are 'Yilcmatie. 
\.bja riat woul~ be ~1Z:cd u pwtially ry.tematic and reflected in the discount rate. 

A finn I. aimoicJcrtd ruaanciaJly dcatrca.cd when it breaks or haG. difficulty kooping 
pmmiJCa to crcditnn A. rmn tn.t .1 rlft..tnC\tlJy distre.'«Sedmay or may nut cnLl up in 
bankJ'uptry. The: COlli of financMlJ dlJa"ca for any finn depend on the probability of that 
fum bcrom~ flJlA.DCLlUy dutrct.K.d and tbc cost! usociatcd with the distrcs.s. There are 
several componcntl or Ibc tot.tI auoc::utcd Wlth fmaneia,1 distress: incllicicnt opc:ratint.;. 
invC!fhni Of firusnclnc COIlta.. 00Ib of I"CUpnu~.ation. and' bankruptcy co~t. 

II i. po4aible ther the np of c:ntenna financial distress is higher in the covcrnmcnt 
ha.:..u.~ uf mtJuc.a.l nr'l"ll"n,c nc.uhility of .. govemment-opentted ,finn, 

, ., 

http:dcatrca.cd


ERNST & YOUNG LLP ID:202-327-6227 JAN 04'96 ·19:18 No.OV4 P.45 

DRAFT 
Pace 41 

Bankruptcy i. a ~m:crive proceu that allows creditors to force restructuring of a finn to 
return its assets to profitability. A private USEC would face all the nonnal costs of , 
bankruptcy including legal, accounting. and administrative fees resulting from disputes 
over how to compensate (..TCdito11l and maybe sharcholdCt"£. A public USEC faces no cost 
ofbankroptey because that pr'0GeS3 doe~ not apply to govemment-owned finns. 

Fin~lciaJ distress can cau.~ mana~erA to make incfTIcicnt operatinG. investinG or 
fmancing decill:iom. thaI impact the eamingR of the finn. The lor;E.of earning" due to 
inclTicienl de<:isions would affect both a public Bnd private USEe. 

If a going concern, like USEe. defaults on its debt. i~ creditors are likely to push for B 
roorgani7J1tion &.t will return the aneLS to profitable u~. A govcrn.mcnl-Owncd USEe 
would probably be allowed to run sustained losses longer than a privately owned USEC 

I . 
and the proce5" and time &s.\OCialod with returning/the assets to profitable UJe might be 

lonSer for Ole govcrnmeot-owned USOC. 

The (:oat of financial dil'tJ'CU can be defined ~ the lWOumed pmhahility of entering 
di~trl:u mulriphcd by the: com auocia\ed with that distress and should mostcom::ctly be 
reflC(~ted in the callh flow.. The probability of tnlCling disltC88 may be hieber tor a . , 
ll(wClmmenr-owned USEe. but it would have no bailkruptey COiL These. factors mayor 
may :flot ofT~ each other. In either caae.the adjusunent to the expeci.ed cash flOW8 iti 
waH a.od would resuh in a negliJilHe diffcrl::nce in value. The (;<",t uf fai1un:: i,. not <i 

Iyltc:matic rialc and II mOlt aprpropnltely reflected in the cash flows. 
) 

It il true that JOm(l (.aor could be added to or luhtracted from the di~unt rate used to 
value a govcmmcnt-ownc:d USEC to apturc the effect of the cqst of failure on the value 
of thl: firm. Jlowevet'. this method is nut thaoretir.;ally wmlCt"cstimaling this factor is 
dlif&cult and any INch a.djultma\t II likely to be s.rnall. 

QualntJflcetlon·:of the USEe Dlacount Rate 

We ~ve diseuucd each element oftM.wncaa rilk fOJ USEC and 8uggcatcd whieh 

ekmmtJ are more Iyl.lern.thc In l\Murt t.hus rontrlhutlng to the di~unl rate for an in
govc::mment USEe. In ctiillCCbon "'e earlaan how the discussion of each element of 
busmcal riafcan be uKd to help tI1un.a1C I discount rate for thc NPV calculation of 
uSee auutning it remain' in the ,crvemmc:nt 

It is neither poslible nor ~ 10 aWl'n .rn(.~ 10 each element of sr.-tematic risk for a 
govcrnmcnt-owncd USEC and a6d them &0 ~ iu total systematic risk for two 
(undnment.al rc.all.Onr.. 

riTlll, in onler "'. ('W'lU eech element u( ri~k ~mtely. there would have to.exist 1\ 

martel for ea.ch mk. Most of the bulH~s.s nsks we hRye identifaed for a 

http:undnment.al
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govemmcnl-<>wncd USEe arc not regularly priced in any kind of oh.l;crvahle 
market and 50 are difficult to quantify . 

. • 	 Second, if we could quantify tho individual prices, it is not correct to simply add . i 
up the prices ofthe individual rillk!;, One element of business risk can offsel or 
enhance another's cffect on total BYstematic risk. 

The appropriate way to quantify the discount rate for an in-governnuml USEe is to 
i·cstimluc its total systematic risk Typica!ly this is accomplished by examining I 

compaTIble companies to estimate rislcand return. 

No p<,rfcctly com~tlIhlo C01'llfW\ie& with ob&crvablc retUmB exist. The only other 

uranium enrichment cnmJ'lMnie:.\ are alAO govcnuncnt..owncd, this means that they could 

be Good comparables bu1 don't have amerYable rct.ums. The practical option is to use 

privale1yowned and publicly traded compurable: cnmpani~ and make: udjua1rnents 1.0 


their 1"CUlrna to achieve the appropriate diacount rate. 


BOCIlliC there arc no priVitcly owned UTBnium enrichment companie&, i( is necessnry 1.0 


identify privat.ely owned COmpanla that arc exposed to simiJar businc88 riskll. The 

companies that J.P. Mor;.an w.ed in h. COt1'tparable analysis were ~lcctcd from amo~ 


the following indullria: utihtica with low nuclear exposure, urilitie:1I with high nuclear 

:, 

cxpop.un; natural ~ plrcUnoo. pipeline MLP" cbcmicals. and refineries. Their ,.r 

IU",C:atcd discount rate {Of a priVAtely owned USEe investinG in only GOP technology 
ranted from 10.4 to 164 J"Cfa:nt.. or 8 median of 13.4 percenl as of April 1995. A 
di5,Count rate iJ calculated by addinJ an arprorriatc KylrtClTWtiC riNk premium in D pmxy 
ror Iho ridc:·fTee rate, gsually a tong tenn Treuury rate. Between Arril, 1995 IIl'ld 
r>ec.einher, ]995 the ri.... (rco-rau: umcuurcd by the yield on )O·year government bonds 
fell by &pprOlinllte'y 140 buiJ pointl. Cotucqucnlly. the median private ,ector di&cowlt 
nsle ~hould be lowa'Cd from 13.4 pcn;a:lt to 12.0 percent. We have used as a starting 

/ 

POint this 12.0 pcircent l'1':p'esented hy the current government bond yield rJus the ri~k , . 


premiium AI quantified by J.P. MorpD. 


It is dtfficult: but noceaaty.1.o u&mme rouible qwslilstive udjuljlmcnltl tu lhe private 

rn..R.1e1 diacOunl Tlte. We &bowed ID ow pcTvlouS di~ion that the Jiystemaric "10k 

mIght he higher (or I publicly 0'WDCd USOC tban for a privately owned USHC because 


. the pubhdy owned {lSEC hu -. nc...ibill1), 10 rcapondto markct correlated shocks. We. 
also d.scuued that the m-,ovemiilttd dlAGOUDt ralC rnighl be either higher or lower than 

the out-<>f·govemmeru dJloCOW\t raleduc III c.:Al."lx or firnmcittt dilil~s. In neither c.4l1c do 
we th.ink that the &eaJc o( &be ctfCC1111 p&l"tlCUlarly large. 

PI'IVllte inveuora tomctJmal r'CqUrrc adc:htion&.l return for an investment that thoy think 

will be diffiCUlt to rescll- a prnnlum (or ""liquidity risk". While: the U.S. Government 

may .. Iso r&co hquKhry nit It doca DOl require remuneratioQ for bearing this nsk. This 


http:cxpop.un
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difference may appropriately be reflected as; a qualitative downward BdjlL..tnumt to the in-

government discount rate relative to the out-of-government discount rate. However, . i 


because USrC i, a large, well-capiLalized company, an)' private &OClOr liquidity prem1um 

j, Iikdy to be small. 


. Recau,;c exact quantification is impossible, we recommend that the Government use a 
ranGe of adjulttment'l of:t I percc:nt to the 12.0 pt:rucnt ~cdian dilicounl rate dcvclopcJ fur 

the private USEe. 

I 

., , ., 

• I 
, 

• j 
I 
I 



ERNST & YOUNG LLP ID:202-327-6227 JAN 04'96 19:20 No.O 4 P.48 

~RAFT 
Page 44 

Rec:ommended Methodology for the NPV Test 

Intrc)duction 

In order to calculate 'the NPV of a eovcmmcnl-owncd USEe to compare to the e,;pec\ed 
proceeds of a sale of USEe to the private sector, the evidence. suggests that one should: 

Develop a proJcctton of cuh f1ow5assumin~ ttuI.t USEe remains government

nwne4. 


• ~Jltimatc a rillk.adjuwtod dillCOunt rBtc. 

Our I,UNey of international :md domestic privatization experience shows that, in ~ 
where a ACHing iovcmmcnl entity performod financial analyllCli requiring di~Wlt rates, 
the Mme discount rate was \1iCd for both public and private scenarios and was dcsicnod 
1.O rcfloct the riskineat of the c..ub floW'S associated with the buRine~s nr a.\.qd being i 
valuc:d. Any difference in the sc.erwios wu reflected in the cash flows. Private marlcct I. 

I 
discc.unt rates were utcd in bcnctunark valuations once the decision \0 pursue 
privatir.ation had ~ made, 

It i~ puasiblc, howcver. that ccn.ain oconomic or financial difference." between public and 

rrivam own«&hip n'LIy be more D.f'f'KOJ1rialt!ly renectoU in the diliCOunt rate than in the 
I Icub floW'S. 

r-' .1 
I 

We il.lentificd tne (IIt:1n", afTcct,nlC the level and variability ofUSt-::C's eamings and 
developed an app1"OACb ror undcntandinC how lhoa.c factors innucncoo the ri~k-aujustod 

diJC(~nt rate or the c.::a..h nnw fWOJedlOOX 

. Each ri~element'l limped on eamll''tCl variahility and the relationship ofthc 
resulting carmnp variability '" chan,!!s in the economy in General arc key 
~jna"tI In c.harac.tert7'"a che riu element as systematic or non·sY5lcmlitic in 
nature. 

Fact.on that pnmlNy atrCCloo.ty \he: k:vcl of cai'rungJI wt.,'re r.,n~ttx.l in tne cash, 
flows. 

lfthe risk e1r:ment can he chanactenred on balance a.'!I unique, then it IS more nou
I)'1tcmatie in naa..trt aDd II DO« a cocnpoacnr 01' the dIscount rale. If, on the ulher 

hand.. the ri ..k elc:wnent t.ln he ~l1K,:tenled un balance as more related to market- I 

wide condjtiooa. thea it .. more IYlfe:matic in nature and conrrihute1l to the 

discount rate, 
I I 

http:atrCCloo.ty
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Based OD our all81~ill of the ry1Itematic risk for 4 tovcmment.,owned USEe, we 
rerornmcnd a range of adjustments of ±1 percent til the, 12.0 percent, median discount 
rate)!; tu calculate thc NPV of USEC ti 8 govemment corporation a .. of Dccemher, 1995. 

We identificJ IICvcn factors that influence the level of the ca."h flow,,: management CO~, 
procurement regulations, invCSLmcnt proJccts, compliance costs, financing, power costs, 
and ~iW'kcting effon. 

Appilication of NPV Test to Public SectorUSEC 

All figure..' reported in thi~ I'tudy arcrangc estimates ba8ed on infonnalion provided by 
USEe management and quantified by J.r. Morgan. 

Buod on dUlcu£6lionJ WIth USEe.: rn&Il&Bement, a govemment-owncd USEe would be 
unable to punuc the AVUS techoology for the following reasons: 

• 	 The r.neT¥)' I'ul~y Act IltalCll Uuil an 1\VUS planl can only be con!itruclcd by a 
pnvatc entity WIthout ulmg ilovemment funds. 

• 	 Thc Act funhct IImiu the fundJ that USHC can contrihute to AVLlS pre
deployment to SlM million. 

• 	 A public Us.a: mJQhthave dJfficulty attracting private financing for A YUS 
, commen:wizabOn because it may ootincur any obligation. or expend any amounl 
with reapcct \0 AVUS. 

Acco:rdingly. we be,ln with the USI::.CGlJl'-only ~"C: cue ca!;h flows (as of 
April, 1995) to derive the caJb Rows (or a public USEe. The cash floW'S as,ume thai 
USEe wu rmvati7.oc1 In dcvc1or1ft' the c.·ttI flowli for II public USEe we have a.~umed 
that the entity would pey only It.atr tun a1 III u,umed 6 pereent ratc beginning in 199R 
and havcretilovcd Federal \uc:s,Fut\~c. JCVtnl cost clements hllve heen refined 
dncc lhc'onginal bue c.uc \loCCD&I'lO wudcvclopcd. We includc thesc refinements a£ 

part ellf the cuh flow adJ"~\1 

The foUowing facton were adcrm(QJ u ha~'nlll1l influence on the level of USEe's cash 
flOWIE 

" ~'LalW ftwn ~ usu: uO"~'~ .ek: ,ur \3.4 P'.:TlUlI1dcvclopCdin t\pril,'ll)q5 due to the 
dccllftl: In the n ..I • .-frex BIC of 8f'J'I"U-' wnMd, I 40 b&&tl pome I U 0 f Dca:mher, I 99 ~ , 

,. 

I 	 I 
Ir 	 -. 
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Compensation for headqunrteni management in the public sector may be lower than in the i 

private ICCtor. However, the number ofmana~ in a govemment-owncd USECmny be 
highl::f than in a privatized USEe. To date USEe had been operating 8t half the staff 
levels of the previou.~ opentlion. Moreover, &alary and benefits expense is a small 
fraction ofovcralJ costs. Thus. the net effect on lJSEe mana{.''tmlC11t expense from a 
chan Be from puhJic to private owncr&hip is difficult to predict and likely to be small. 

Chufrgcs in Plant Q.J1d F.quipmellt COJLf IJue to Procurf'ment Regulations 
A publicly owned USEe may have higher C<'6ti due to Government procurement 
regulations. In addition, USEC hal found dUl,r lOme vendors will not do business with it 
whilt: it if> a goVcmmc:n1 agency bccalUC of procurement regulations. In USEe's base
case ilUlalYJis annw mllntenancc expenses for plant and equipment rangc from around 
S25 [oilliCl) to nearly SSS million. C..api~1 expenditures on plant and equipment may 

have to be adjusted upward, for the 'J;ovcmmcnt-ownoo scenario to reflect government 
restrictiolUi on pr(X;W'e.ment. In USEe's ba~o-tase's analy&~ thcae annual capiLllI 
cxpct)(liturcs range from approximately S30 million to nearly $50 miUion. 

Comhining them8.1nla'lJlnCC elrcn~ and capital eX)'lenditure.<l for plant and equipment, 
1he UJ,W annual expenc:hru.res an: projected to range from approximately $50 mill;on to. 

I 

S100 million for the USfC OOP-on1y bue cue. US....c management suggests that ' i-
I 

gMctnmcnt procun:::mau regul&lJoflJ could IOCrease these, costs by .5 perceut to 10 pereent • ,.. 
or he1:wec:n S2.5 million to SIO,O mllhon annually. 

To capture the effect orU.5. proc;urement regulations. these cost; were inereased by 5 
percent from the usee GDP-onlybllc case, using the lower end oflhe range wggesled 
by USEe', ma~cmc;Dt. 

I,. "'C-ff~ 
In urucr lo refine the \.JSEC GDP-«l1y buc CalC, the cot,t of rcfurbillhing ODe cnridunent 
plant ~Id ho ~c:tcd from the calloh no~ In the fall of 1995 USEe: rienonned a 
Jl)()R thorough 1lNl1)'511 of 1he addJunnal refurtMshment oosu. n~od for the GDP-only 
rOOdcl. USHC', estunate (Clf ('lant ~ia.hment expc!1f,c is approximfttolyS890 million 

(in 1995 doRan) for the yean 2001 Ihrouab 2009. These refurbishment costvarc tor one 
plant ,only ar\<i may vary 10 IIOmC oma1l decree depending on whether the Porumoulh or 
the rroducabti.cility i&refwbu.hod· 

COIfIIp./tance Costs 

Any dln'erenCCl an comc>11ADCC cotU· wouk! bavc to be reflected an the cash flows. 
Cwn.;:nlly, ••• Govcmmc:nt Armcy. USEe oa rt"Kulltcd by OSHA and EPA, ilnd nor: 
(or nuclear maHen, me ..111 bec.lwNJ the nuclear regulator whether or not USEC is 
privlti7.ed. No adju'l~"l' lo U~F(". GOP hue cue: were dcc:mcd ncccsury for IS 
b"U...~runent-uW1lCKl USl£ .D.itlI~ 

http:privlti7.ed
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Finandng 
No adjul>1ment.5 .lire nCCClitiary because no long-tam borrowing is forecasted in thc USEC 
GUP-unly baKC c.~c. The Ildditiooal rcfurbillhment costR for the existing enrichment 
plantli, asswning USEe r:emaimi in the government. could be finAnced by USEC's cash 
on hand at the Treasury. Thi" cash is assumed to be sufficient to cover anLi-deficiency 
requiremenu of Govemment agencies. 

PoH>t'r Costs 
The US1:!C liDP·only base clie wu Idined to.rcfloct .the higher electricity co)'1 that . I 
USEe (private or public) will face Ilner 2005. This increase is projected to be $199 
milliclO in 2005, inereuing to $2' 7 million in 200H with a ·S percenl growth rate UI!ed to 
capiu,hze the cost in the tx::ruun.al year. 

Beyolld thiJ power I:u.t ac.lJUlItmcnt that ill applicable to a puhlic or private: USEe. there is 
a sCC(\Od isauc with rC£PCd to power pri~. USEe management has staled that a public 
USEe may not he ahle to negotiate electricity prices that arc 8S low as a private USEe. 
Any such differences would have to be added to the electricity co.'tfur a puhlic USHC. 
For this analYliill we lWume any difference due to prioc negotiation is negligible. 

MClrJudiffK 
r .A pri'l.te finn typic.a1l1 hu 5tronSet inccntiva to improve maric.dinH Dnd client service.. ,. ,. J 

,-.
USEe '8 lllI.Ilagca.ncnt ba.II c:aIJOlll.Cd thaL • public USEe would face. reduced sales volume I 

I '. 
from new c\Utoma conU"lCU or at leut 10 percenL Thus, we have adjusted the new ~les ,. 
'Iolumc downward by IU rerc:ent an ordcT to derive cash flows for a Jlublic USEe. I. 

I I 
I 

. I 

http:c:aIJOlll.Cd
http:pri'l.te
http:tx::ruun.al
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Summary of Quantification· 

Ernst & Young LLP wall engaged LO recommend 8 mcthodology for calculating thc NPY 
ofUS:EC in the public sector and makes no representation regarding the prcs;ent value 
",suit" ofthcsc recommendations. Ernst & Young.has not pcrfonned a valuation of 
USEe ullsuming government ownership. These figures are range estimates based on 
information ..uppli~ by USEe management and quantified by J.P. Morgan, 

The ulblc below 5ummari7.ai the reliullll of the NPY calculation for USEe 8ssuming it 
remailll8 in the government. [No," explaining each entry appear !leIow.] The result is 

. appro:(imalely S1.1 hllllon for discouni rates ranging' from 11 pereent to 13 percent. If 
USEe', cash in the Trcuury is added, the resulting figure 111 apprmdmatcly S2.3 billion. 

.. ~ to • , 
t : 

I"~ 
I
i' 


I , 


I 
I 

I' 

r I . 

I 
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NPV Calculation for V.rioalll 
Nominal Dllcount Rates 

11'/. 12~. 13% 
(jDP..Only na.~ Case l 

(.No federal Taxes) 2.216 2.112 2,018 

Ctpilal Expenditures for Plant 
.Rt:furbishmenr (4S9) (420) (3R5) 

I!)ccli'icity Cost' (600) (520) (4.50) 
Reduction in Sale& due \.0 le:u 

MilrlcetinK4 (50) (47) ~ 

Publi(: USEe NPV c.a1culAtiOD 
hefon:: 

adjuilmO'lt for p1'Ol:.Urement, C()lIb. 1,107 1,125 1.l3R 
and caM in Treuury' 

5% rrW::reue in capial cxrenditurel 
~I material cxpcna.c:.s due to 

U;S, go"ommcnt J"IfOCUremont (28) ill.} illi 
reltillation~' 

" , :1i .Puhlic UShC NPV calculation I 

before 1,079 1,W~ ),113 
I 

C&.ll beld in Trcarvry' I 

i 
' 

USEe Cash in Treasury' 1,200 1,200 1.1200 i I 
i 

I 

Puhhc USRC NPV calcuiatJon U?9 2,298 2.313 
tnelu(hng Ca~· 

, 
_ I~ .... ~ ..... ,--t....-.:. ~ 

_ '-.., ...... 4'" c-?'-' --* .,;....(, 
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Note. oa Cash Ylowi for NPV Calculation: 

IPresent value of GOP-only Base Case (No Fcdcral Taxes): Free cash flow based on 
USEe base case assumptions with no AVLJS deployment as quantified by J.P. Morxan in 
their report dllted April, 1995 except \)~HC rays only c'i'perceni stalc taxe. .. beginning in 
1998 and no Federal Taxes. The re!'ulting freecaJ<h flows for diH(;()Unting (in S millionll) 

arc: 

1m l..221 ll'.!ll1 .1!r.l2 ~ . Z1lIJl 2.l.11!Z ~. lUQ! ~ . ~ l.UiU ~ 

:UO 3R5 45] 34" 230 240 29'.1 219 180 171 1b6 144 151 


'Presc:nt value of refurblshin~ one enrichment plant: USEe management expects total 
plant refurbishment to COlt $890 miUion in 1995 dollars; bowcvcr,lhe expenditurcs 
would ocCur in the 9 yean;fmm 2001 to 2009. To calculate the p~nt value we assume 
thc clIrenditure OCCUnl unifnrmly at a rate of $'1') million per year and diflcountthcsc cash 
flows (usuming 4 percent 

\ 
~pectcd inflation) at real discount rates of7, 8 and 9 percent. 

~ GOP.only buc cue was rcrlncd to reflcct higher elcetricity cost!> that USEe (puhlic 
or pri1(ate) expecu \0 face after 200S. The projected inCT~ are: 

o· o o o o o o o o 199 207 2011 217 ,. . 
i. 

TILL; JlI~t value ur Lhu.c calli uulnuwI l. alk:ulalu..i ulOing numimll LlilK:l)unl nltes of 11. !.I 
12. and 13 percenl.W1th II -S percen\ growth rile used to capitnli7.e the outflow in the 
termin.al year. . 

")(odul:tion in salea due \0 docreuulmark"e1ing: the pre!'lent value of the impact on cash 
flo...,. fOf. 10 rerccnt reduction in ula volu'mes from new customer contracts. Thc 
value of 550 millIOn It an II patent dISCOUnt rate is as quantifIed by J.P. Morgan for 
discuuion on ~obcr 2. lYY,. The values 0($47 and $4.5 million for 12 percent aml13 

f"lCTCCDt ruacount ratca arc Emat " Youn, quantIfiCAtion eslimat~. 

'Sum elf 1 ~ugh 4. 

tPrC$cnt'val.ue of adju.umcn mams,", rlal.l and equipment maintenance CApcIlSC and' 
C&pitAl a:pcnditure by) pc2'tenr 10 ~ the effect of u.S. government procurement' 
rq;uLaI.iona. The sum or Ibc matc:naL IaVacc and other ~pc:n&C item and the net capital 
expendItures item from !be GOP· bMo usc arc (S million&): .! 

1m 1m m! 1m ~ lOOJ 2gJ2 2.2!U ~ ~ 200.6 2001 2.Oilll. 

9\ ~ 9~ 101 ICW 3.\ ).' 57 5~ 61 63 65' 6R 


nUi tutal incrc:asal by 5 petcenl and rounded ii ($ miUioni): 

http:tPrC$cnt'val.ue
http:termin.al
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lmllmJ.m~:WWlQ{lllOO22OOl.2.Q(M2O!U20062.00.Z~ 
%100 103 106 109 ' 56 58 60 62 64 66 68 71 


n~c preiCut value of the differenccof these two ca-.h outflow "tTeam!l: i" calculated at 

discount rates of 11, Ii and 13 pc:u:nt. 


'516 


'Ca.V! expected tu be held al Trealiuiy III uf January 1, 1996 per USbe numut(cmcnt, 
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APPENDlXA: , 

(;ovarnmant Discount Rate Policies and Usa of Private Market·based 


Discount Rates 


Seve11i1 Gnvernment entiLies huve policies un the U>Oe nf t1i!;c(lUnt rule,; in the analysis of 
pOS5ibleasset sales. 

(
OMB CircIlUu Nu A-94 TrlUlu"iltlll 

. 

Me..o Nu. U ILf reviltuJ October 29.1992: 

• 	 Real di~ounl rttci ahould be U8ed for corutant dollar benefits and CO!:\$;. 

Nominlll di,;c.c)UJlt ntef; ~hould be used.to discount nominal benefits and costs. 

Analysis of rossible useu ules should calculate the net present value to the 
federal Government of bOld~ an assct by discounting its future carningA Rtrcam 

·uaing a Tralury rale .. However, auct values arc to be reduced by "the cost of 
expected defaulu, nr del&YI in Jl&yment from projected cub flows, along with 
Governmcnr adminiw'ative COIU", and arc to "consider explicitly the probabilities 
of event that would ClUIC the Luet to ~me non-runctional, impaired or 
obsolete, u weH as probabilities of events that would incrca~ value", 

• . When there j, rvidencc that Oovemment assets C3fI be u~ more effiCiently in 
P'the private ICC'tOr, valuauoo analylct for these assets ahould include sensitivity 

compansoru thai discount the rcrurns from luch asset5 with the rate of interest 
earned by auctl of aunit&r ruJclnCli Ln \he private lIect1JT. I • 

r I 

• 	 I.o gcn.cral, varuuon& U\ the ditc.Ounl rate arc not the appropriate mcthod of 
acljU5ting ne1 prncnl value: for the special rim of particular pmject<;. tn »orne 

! ' 

ca.~ irmay be rnuihle \0 ...anNte oertainty-cquivalcnUl which involve adjmtsng 
uncertain elpcxtcdvalUCJ to IICCOWlI for rU.k, . 

• 	 Acoci!ding to GAOr"OCk 17 I. .:cw auct divc.stiturcA. OMR has endo~ dle 

Ute ofmarkct anta'C11 rata for comparablo private Jector ventul'CS to dcterwinc 

the ...Iue uf the a-c-t tu the ~t. The OO~ also has uscd private Rector. 

ra~ fOT divc-tl~ an&Iy.,.. fo, nample, the covcrnmcnt's value for the Great 
.tlaini Co.1 OuirlCalJon ProJCC1 and the naval petroleum re!.eTVeli. 

/ 

·1 
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Thc shadow pricc of capital approach to di~unting which, while not 
recommended here foe base case GAO analysis, has important support in tenm of 
economic theory. Shadow price of capital is tbepresent value of the social 
returns to capital (before COrponik income taxes) mccu;urcd in units of 
conllumplion. 

GAO's base case discount rate should be the interest TlItc for markctllblc Trcusury 
debt with maturity comparahle to the progr.lm heing evaluatod. Sc:nsitivity 
analySIs should be used to addre~ i"-,,ueR such as differing 6xpcclntiunll abuut 
inflation and int.crcst l'tca, private scctor opportunity costs, Rod intergeneratinnRI 
cITects of policica on human lifc. . . 

Match nominal cash flows with nominal discount rates and usc rea] discount flltes 
for real ca. ..h nn~. AnalyllA can lIublracl a peojected in11ation rate from the 
nominal nue to calculate a rul discount rdte . 

. Private sector dir.count rates r.hould be considcrod in tho case of assot divestitures. 
Dcause Treasury interest rates are below tho,.e of the private ~ectnr, their m.e 
Scncru1ly will yield. greater pruent value of future return!' from an asset than 
would a hi~cr private sector rate. Consequently, financial analysis could imply 
flat 8ovemmonl-ownenhlp I. pl-cfcrable to privatC owncrship even when there nrc 
no rul effteicncy saini from lovcmmcn\-owncrship. Therefore, in addition to 

collJidc:ring private socttx interut rates u part of the analY"i,;, analYf't1; should I 
i ~ note thaI COIWdctatKmJ otbcr than the covcmmcnt's fllWlcial position -- such as 

views aboutchc proper roles (or the ruhlic and private sector.. -- can he relevant ,I 

(or uset ownenhip doci,ionl. 
I 

i 

(.'IJO JUDlicy IU JUc'1I1IHfi ill GAOIOCE.17.1.1 Discollnt Rilte Poli,y: 

COO J)()Licy i,'that the dwacount me for nw.t In.aly~e, AA()uld be ba~d on the ~l yield 

of TrcJUury dcbL 

The OMa, cao, and GAO have In tcnaln ,"stanCei' wed risk-adjusted discount ratcs. l6 

.. u.s. <.io..wnrnenl UM or A~ 0( AIINC Va"'alKMI Basod 011 l>i.coUIlI )(aLoi Olhor lhan lho.: h,;Jo.:ral 
I'\ofrowi", RILe. Willkle. Fall, A o.l-S"- 0c1nhcr 9, 19q~ 

http:progr.lm
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• 	 Bago Realignment and Closure Analysis (BRAq were carried out in 1991. 1993, 
) 995. The OMB used market-based wscount Tatei' in 1991 and 1993, but changw I 

to an approach tied to the U.S. Treasury's bolTOwing rate in 1995. 

• 	 In 1986 the CHO pn::paTcO a more than $3 billion valuation of Conrail tbat used ft 
real discount rate of 2 rcrcent. The private investment community rejectoo the 
CBO valuation Bt the time it was published. in part critici7.ing CRO's 
IlBsumptions, indudinl( di"counl ralc. CongrCis and DOT also rejected this 

calculation. 1n thc final Conrail privati7.ation act there WaR no minimum price 
requirement rather I "goa'" of$2 biIJion from an IOUrces. Goldman Sachs had 
calculated that Coimai1 Wall worth around SI billion u8ingmaricet discount rates 
(no detailed caku1.&tion is available). The final sale proceeds alons with S300 
million in CB.!Ih raid hy C'..onrlil, produced proceeds of obout $1.9 billion. 

TIle RTC hal; "a.t.abliahcd a process dc:Sitned to identify realistic disCount rates in 
• manner corui"lent with approaches in the private sector". Issue of discountratcs 
has a.riBcn more apcciftcaJly in the oontext of GAO revi.,w of R TC ac;.c-.el 

aecwitization ac1JviLicc. GAO noted that ifa government discount rate is used, 
rctaininc loaN appcan to provide tho jovemment with a hetter TlltUmthan sollinJ!t 
them. Despite thll con..fUct. R TC has IOld $20 billion of securitized mongRges as 
part of it3 l'CIoll;ltJon actnritiCIK. They have in e~~ rejected the idea thal 8 

fcdc:ral di.Jcouoc rate calculation requires them to retain loans when RTC hilS 8 

.tatutory rclpoDJibil1ty to tuncty n:solve insolvent thrift.... 

Committee \.estlmuny and pond~ NavaJ Petroleum Reserve sale legislation 
acc:ept. the idea n( a nwicet diJGOUnt nate, as oppoacd to a Government discount 
nJ.c, as the bull for a net (Vcunt value ulculatlon. 

, 
" . 

. ! 

/ 
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Appendix B " 
.
The UK's Announcement on Required R.te5 of Return and DI5count Rate, In the 

I 


Public Sector, April 19S917 . : 


An announcement was made by the then Chief SeGrctary to the Treasury, in answer to a 
Pafliamcntary Question on S April 1989. II folloW!: I 

: 
I 

Mr Boswell: To ask the Chancellor orthc Exchequer ifhe will make at MUttement on the rate of I 

return required on new invea\Jnenl In tht: nalioflJlloo,u indw.1riel$ and the discount rate used for ' 
appraising investment in other pana of the: public sector; 

Mr Majur; The Government have reviewed the level and use of discount fates in the public 
,cctor. These: were last n:V1CwCd lJ\ 1978. Since then the rate orretum in the private sector bas ! 
ri!"cn to around II per cent. 

, 

In light of' this. the Government have dec.dod to raise the J'O(1"llired rote of return for nationalised : 

indu.trica and public ICCtor Lrading orpniutiona from 5 per cent to 8 per cent in real teons I 

before Lu. The new required ra\.C of return orR per cent will be an im(lOrtant fACtor in setting 
 I 

new finanCial tarl,;cla but lhcn.: Will be no ItTlfl&CI un pricing during the life of existing financial 

tarj;Cli. 


/\~ at praoc:::nl., the choice or the U.18CUunt I'lIlo tn arprall!.C individual projects is a ITUlttcr for 
indivKJual n&tionli~ iDdwtria or trading bod;alO-dccidc ill consultation with ••ponsor 
dop.inmonLl a.nd tho Tre.uury. The C.ovemmen(', muin concern will continue to be that the 
incJWitri~ apprNCh Would be comp&tiblc wid. achieviUS the required rate of relum on the 

Iprobl'1J1llne u a whole:. La apprai.Ii.n:, wtw::Lher or DOI.ncw capital invCo'itmcnTt projects should be 
I I 

" I 
. uncJu1.I1kal, proper .Ucnhun wtll I"IIO.::l.I tu be raid ft) ri.'Ik. The effoct of full allowance for risk I 

will often he implicitly equivalent tn req\urinl- a hiaher internal rate of retum on riskier rrnjecb. :" 

TIlC Government ha~ decided lhal the diec.ounll'1ltc w be WAAl in Ihe non-trading part of the ! 
public sector lhouldbe bucdon the: COlI of capital for low ri~ purpns~ in the private sector. In.l 
CUIl'U'lI condition. ttii" ind,catea a ntte noc lesllhM 6 per cent in real terms. Rilik will be 
analyzed "::p&nL~ty and Pf'O)CXtl (and 0f'4.,I0nI) thai are mnre risky will be: required lO 

" cJemonUralo cnr"rOll)l<'nUinllt'Y'uW(lr COGCI 0( hl,her benefits. 

These propoaLt will onJ'\.lTC \NI lhe arm"" of [luhlic project.!! will be no less demandin~ in the! 
1'k1ll1.lnKI,"~~ IIl:OITT thlUl In tho haJlnllft;.1tW. bdh public and private. In particular, they will ! 

rrov;de. comparahle bu., f~ the CX'INJ6cnbon of pnVIlLe participation in ('Iuhlic scctor 
ac.tivit~ hy taking account ofthc full ec:onorrut C06.t of the rublic.: IOCL1nr option. 

" S~ MK:.b.acl. "'Putc::uun J.AIa and ..... ~, II awn. in the Public Su.:tur. camnmlc Inyu", 'rrurury 

Wun.q: J>.pt::r Nu" 51 JIIDIW"Y. 1991 


c 
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Appendix C 
Discussion of and Response to Issue. RaIsed I 

, 

. I 

DepartMent ofthe Interior '.t Offihnre Oil 

eM has noted lhat the Dcpartmunl uf the Jnterior faced issues regarding the choiCe of a discouiu 
rotc in th(~ puhlic l~or when they con5idered sclling 8 portion uf the revenue generated by the : . 	 , 
lealie of uffshore oil reservCl'. hrnst IR. Young has not had the opportunity to review any writtcni 
material (mthis subject. so our discuuion l~ barouJ lOuldy (m preliminary discussions with CHA ; 

. 	 I 

and an inbompletc undcntand~ oflbc .... ues. 

The U.S. Government uwru all nl(htllto o~hore oil. It is our undcrst.amlinR that the 
Govcmmc::nt luaes the-\(! "ahtll to private tompaniea who CXltact the oil. The companies make.: . . , 
lca~ payrnents to·tbe.Go~cnullcnt bulkl un II JlCTCentage of the cash value of the oil extracted. : 

, 

As part of the initiative to rcinve.n1 SO\'cromcnL, an inter-agency committee considered "tll\ingthe 
tuh tlowll from the lcue paymc:nu of oil fields that.8rc already dcvclopod They used au NPV I 
mcthudolugy 10 calculate the publIC secUlf value of the cash flow,; u!'ing discount rates ranging i 

from the ri~1 yield on US. Trc:a.sury booda lO lhc 7 pcn;cnt real rate reCommended by OMB. ' 
Ik:cau.'ie the CQnvnittec believed that tbc private soctur would discount thc8c cash l1oW$ at higher; 
rates. they oonclodcd lha\ lhc pnvate IOI.:tur value of the cash flows would be less Ihan the public: 
seelor val\J\C. Conscqucndy. the Idea _aa no( runued any further. . I 

lJiuulliU8J 

• 	 The: Oovcmmeot .lIowl the private 5Cdor lo c.x.lntcl ufft;hore oil and accepts private 
5CC'tor priceI in retUrn 11uIlft2I\Itetlhat there arc no externalities aUocialed with the 
Cllb flows from the le.ue paymmu. 

• 	 The: cash flows from !.he Ic::a. r-ymentlll't r:be IIlmc wbether puhlicJy or privately 
owiw:d. 

• 	 The· committee imJ'Ihcit}Y ooad1Mtcd Cha1 the leaae payments art morc vKluablc to the 
(fmremment than tbc:y a.rc lo tbcpnu\cl ~1(Jr becaUiC they believed that the 
(jovcmmc.nt, had man ~y fur nlk be&nng than the privatellector. 

• 	 AI '/tiC have dllCVu.ed ID !.he hndy n(th" n:port. the ria\( aSMX:illted witJ, Il lIcl.of ~Kh 
ftoWl docs nol· chan,., with a c.h&ncc La owrk:nlup unlc.,,:'i the new owner; 

• 	 Chanltcs UIO opaaLtuna 


Change- the """"~ of cbc buancss 


I 

e: 

http:dllCVu.ed
http:jovcmmc.nt
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• Chanees the financing 
• Changes the exposure tu govcmrncral regulation or policy 

None oftbo factOnl ahove:: chanl,.oc if the cash flows are i'Old to the private !;CCtor. Therefore, as ' 
we uudCl1itand tho situation. the public and private discount rate should be the samc. However,: 
we und~"HtJmd that thcre may have been other i~~es that the inler-agency committee may havc I 
tsken int(' consideration of which we IlC not awar'C. I 

Uu DIMe S.JlP 500 IU tit,. MuAn Proxy Ilf Ute CAPM 

Therc ha& been SOIDC concern thaJ the S&..P SOO may not be the ~t indicator ofmarkctroturn fdr 

t:.llti1TUJtinl~ the diacount rate for a publicly owned USEe. 

In scocral. lh~ s&'l' 500 I, used IllS a rne.t.IUl'"C of total market relum fur practical reasons. It is 8 

widely and rts.u.dily availablc market index that INny praelitionc..'1li believe is closely coJTClatcd 
with. lhonretically proper meuure of market return. 

1n thenry the market return component ofthe CAPM should include returns on aU capit.aJ 
jncludin~: 

physical capiLli 

.rc:.tl es~le 


• huin&n ca.piLal 

lln(otturI&1cly. there arc no readily available tndtuS dl.lt include all (orms ofcapital. Although . 
there are ..orne studiea whM::h a"emp' 10 mC:l.lure the return on invcstmont in human capital. there I • 

Art nu 'uhK:rvable IDIJ'tth fOf hurDM elJ'"tal. Furthamore, the gcnCJ1ll real estate market is .! 
fa,rly illiquid. 

Many of the aitcmru in the fanaDC'1a1 etonomics literature to u~ broader measurCs th4n 

the S&P SOO or the Wil&hare SOOO bave found little effect on the riGk-adjusted returns. 

• ....hen: are:acva'e meuurc:mcN rrnblcnu .-.lh the construction ofbreader indicC:J. 

It hu been il'Ugges;ted that GUI" h( \LWIId II !.hcmAJ"kct index. GDP is not appropriate for the 
foUOWtn, n:.uons: 

GOY' is 11 mcaJ\U1: n( the now u( ~ activity not. measure of roturn on IOVc..'fted 

capital. What UUJhc 10 be naoIlIUr!d Ie lhc change an the capitalized' value ofGD)> which, 
to 0\.If Lnuwlodac. II DOt ....lable 

c 

, ! 
I 
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• 	 GOP flows also incorporate book values, oot market value convcntion~. (or deprccildiun I 
and the capital cost Idj~tment. 

• 	 GDP does nut incorporate fully the: expccLittions offuturc economie condilions. 

kegardlcss of which index i.i _elected u a proxy fOT the return on.lI marlcctable capital. the 
r 

Il8mc indcx should be used 10 estimate th<: beta fOT both a public or privale USEe. 

Thc CEA believes that the hehlvior ofUSt:::C'1 competition ruicht ehange or that individul\} 
ccnnpctiton migbt be: privatized ifUSEC i. priv.di:l.od and that thet\c changes miltht affect the 
value of a privately oWned tJSF.C. 

In cc:tUin c:..ucs of an ohgorohatic industry where the actions and reactions of the conl'Olituent 
funu depend onoocll uthC'/', there may be an effect on the indulitry dynamics due to the 
privati71uon of one nnn. HowovCl'. we have IC:len no evidence to suggest Ih.IIt lJSr..c's 
c;ompctiLonf would c.bancc lhoirhI.Wneu IU'alegiea, including the decision to privatCre, in a way 

. ttw wouldaignific:anUy clwinae I pnvaLCl usee', profit. solely in rCf;pon..~ to USEe's 
pnvaliL.ataon. Altboup ocher aOyc:mmcnu may rc:aCllo the privatizalion of USEe, clearly tbcre \ 
lire many oc:bcr facton th.II dctamane how &ovanment operate their uraniumenrichmcnl 
c:ompaniClltnd make rnval&Z.lt.on dccillCXlI. ~ faclOr'l are likely to be more important than . 
whether or IlOt USEe privs.u;c.ea. . 

IC,'HA haD 'Ul(geKted vaJvint Ihe ,tOWII"IlIDC'D,', opCion to delay p,rivatiZ8tion uf USOC. II il' .. 
llcyorKJ our current scope of wt.ic to addtcat in dcta.illhc topic: of real oplion pricing. hut wc: 
otTer the (ollowiDg ~.non. oa ru relCMJ1CC to \he rroposed priv&tir.ation ofUSEC. 

• 	 A rU1 option to J"OCPOGC I dec.t«l may hive value if there exist uncertainties obout 

tunu;c. Nth of the worid and " tbc da:.-tOn i. im:ver~ible or coady to reverso. 

• 	 Jft tho C&¥ofUSc.c.. the (j.ooycramcnt,·, optIon to postpone privatizatJOn hai value only if 
it aa pouible to c:aV1aion I fururc ule .,. wtucb the Government would not want tu 

privatin;:. Even If IIUC.h • IU.IC •• cdc:ataflCd. .f the: probabilily of reachlnl( that stAte IS 

..natl,lhc:n the valve oftht ~....m~JI 
I 

• 	 If ir CIll be d~...tt:d ....... then aa val... to waitinc, any cost of waiting due to furgone 
expcd(:d privlte aocu. r:ft"".~ftCy &'lana I'T1U$l be: cont.idered. 

c 

http:privs.u;c.ea
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We h:lve Dot been made aware of a future state where informaljun is cxpoccted to be revealed that 
would change the relative values of a publicly owned verruA a privately uwned USEe. We : 
helievc that in most cascai the public and private values a.rc com::lated ACt any new infortll8tioJ;' 
that significantly a1Tccb the value in the public sector is likely to affoct the value in thc priva)e 
ReCtor in a I ike manner. 

, : 
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(uRAFT FOR DISCUSSiON PuRPOSES OJ~mTable One 
Privatbation Cost! 


. Paid by HM Government (£ '000.000) Estimated total com 
, t •• 

, Unde:rMi1ing Other fee'!ll Advertising £'000,000 % .. 
CommIssion Proeeeds 

Bntlsh PdJolC'UlT1 1979 4 2 • nla 7 .1.4 
Cable Ind WutiUI 1981 4 1 nla 7 3.1 
Amah Acrospue 1981 2 2 nla 62 • 4.0 

] )1Alrtenham 19112 I nla 4.2 
Bntod 19S1 9 3 nJa 144 3 I 

. 19S')AD Ports 1 1 nil 3 5.4 
Bnb.h Petrolrum 1983 7 3 nI. 10 1.8 
Cable and Wi~k:$J 1983 4 I nli. S 18 
ASP I9&' I 1 nla 1 1.9 

. ] 1 Enterpnse 011 19M 6 3 nla 28 
BT I'm &4 ]4 10 1524 3.9 
Jaguar 1984 S nla nla 6 2.0 
British Aerosp~e 1985- 6 3 2 18 3.3 
Bntoil ]985 7 I 3 15 3.3 

-

) Excl.udes £3 S million subscribed by the gpve:mment for new shares. 
2 Excludes £100 million capiul injection and £5S million poe dividends foregone by the Government 
3 Indudes Stamp Duty (£0.86 million). 
4 8t~lude! cos:ts ofcmpl~ free shares and discowrts, bonus shares and vouchers. Britoil 1982 £3 mi Ilion, 
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5 UndervtTiting casU exclude amount1 for shares o.ffered by the company ip BAe 1985 (approJt. .. £3 miUion) and in o 

Cable and WireJe,s (approx. .. £8 million) which were paid by the oompany. z 
o 

SouI'C't: National Qflice TePQrU. HQ1l5t orcommons written ~1"$ 
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{?Table One (conL) 
( 

~ 

Privati~atioD C05ts (cooL) . 	
G 

r 
r 

I 	 .~ ...- , . ~- . . ", 

Paid!ry'liM Gowmment (.£'000,000) Estimated total costs 
. 

I, 	•• 0;'Underwriting Other fees! Ad~rti!.ing £'000,000. 
Commiuion Proceed!. 

l Cable and \VireltSs 1985 1 ) 2 nil nil!. t: 
Bnhln Gas 1916 70 ·10 21 115' 32 

8ntl,h Au........,. J9'S7 10 3 6 J~ 33 
 C " ".

IRolh~ 	 1987 11 n/a 2 294 

2 I \ ".v'
BAA 	 1917 14 nil 5 4 t 4 34 

IBnlltJ\ Pr'tJolnlm 1917 1) nil 18 l).t 20 o 
Rot.. ,", Stl't'l 	 1918 21 ",'. 12 46' 1.9 " " WIlnC~,," 1919 )) nla 36 131 4 2S 

RqlonaJ EIK1rlC'rty 1990 37 nil 15 1684 1.4 

NetlonaJ Po~owrer Om 1991 IS nla 7 79 4 3.6 

Srotts,n Powu, 

Hydr~Electrii:: 1991 21 nil 6 884 
 2.5 

BT 1991 0 nla ofa 1074 2.0 ' . 
 L 

j 	 :D 
7;' 

C 
b>

I 	 Exclud~ n 5 million subscnbed by the government for new shares. w 
2 ElI.c1ude.s £ICO million capital injectlon and £5S millior: PDC dividends foregone by the Government. <:Y' 

J Includes Stamp Duty (£0 86 mInion). 
4 Exc\ude3 costs of emptoyee<J, tree shart!s and discounts, bonus shares and vouchers Brito;J ]982 £J million, .

ill 
Se'e table V, 

.....5 	 L'nderwriting cost! exclude amountl for shares offered by the company.in BAe 1985 (approlt . .£3 million) and in 
Cable and Wireless (approx £8 milfjon) which were paid by the company. :2 

a 
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-<'Table Two 
(110 

0 
C 
Z 

~'_=wr-=~' _ ~____....,,,.......,____-
Cil 

r 
r 
." 

'/;.' . 
.... 

ux.ffI1w '=' 
l'IW • pliant .,........,.. '" 61() I IJ 14 2 J )] ]1 15 21 0 ~ 
sam. CIOIIITftI~ \) 9 1 , • 2 ., 10 1 .( 27..5 ~ 
Cltw-at ~ cnIlJ 2Q .S 8 II 11 • 26 92 34 29 H.5 ~ 
t.l8I'\lf'I.Int (nl ~r...., 1t.A() 6 , 10 12 J6 15 7 6 H 5 "" 
~_.... ..~. 2 2 6 :6 29 17 20 6 S ~ 
~.,..oIh to 2) S ] 16 !9 8 9 5.0 ~ 
s:'wrt ~ 2 S . ""-.J 

I~' 110 U )' CJ. "8 144 202 81 89 IIO.S 

Lut 

PLid by comp.r!'Y (I ) 

Imerm oa ~~ (04) ('1) (4) (5) (2) (2) (l3) (J4) (5) (1) (J) 


. ]S~ 175 30 29 . (I 46' 131 168 19 gg 107. ..... 

% of proceeds 3.9 3.2 3.3 2.1 l4 1.9 2.S 1.4 1.6 2.5 2.0 ~ 


o 

Add (tu.Jlmllm) kKmth~ ~ ~ 
s;r ~'xn 23 63 23 10 ~ 
Boous ~ 88~~2 13 S4 .1 38 41 53 123 0"1 

EJIWlO\'t'e free shln'Sldi~t:s 

.._, _ ... . .' .. . . ". . 1« 161300 I ::;; 
bcl~ cosu of txx-..u 1~~ .Q:J di~t:s or. ~ apd fllird un 01'1 .rorttr.ler iooc:rk"il'CS ~ at [70 mUm, IS these 00J1.S will be w 
off~ ~ ~ pn:m..'urn OIl !he rt'CCipct c( !.,Jc:s cI ~e1 ~iI!i~ly JQr ~tlS issue b~ DO ~ requind ... 

2 Of wh.tcll £2 5 rrri..1)00 l"CCO'Vered from ~~ LJlCI ai:!ned bql~ sI:uIn:I' z o 

SoIlI"tY· SOfiOl'lcl A"d/( Offict R'portJ 0... 
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DEPARTMENT OF THE TREASURY Y/I(U (~~J)
WASHINGTON, D.C. 20220 

euv..~ 
INFORMI f~i 

MEMORANDUM FOR 	 SECRETARY RUBIN ~ ~ j-w('c.w.e 
FROM: Mozelle W. Thompson ~ t-o LiS·Principal Deputy Assistant Secretary 

(Government Financial Policy) . ' -J~'" 
Erika M. Irish ~ olv1+T 
Senior Policy Analyst SJ)
Domestic Finance T~w~ -,uc.. 

DATE: 	 August 1, 1996 

SUBJECT: 	 united States Enrichment corporation Privatization 
update ' I . 

i 

ACTION FORCING 	 EVENT 

The USEC privatization is will be an agenda item at today's NEC 
weekly mee!ting. 

BACltGROUNI' 

Process 

Based on the work of the NSC and NEC agencies described below, 
the partic:ipants at the July 19th NEe deputies 'meeting decided 
that it was appropriate for the NEC to prepare a memorandum to 
the President seeking approval of a USEC Privatization Plan. The 
NEC working group currently contemplates that such draft will 
include: . 

revisions to the original USEC Privatization Plan that 
was prepared in June 1995, 

a brief discussion of the agencies current findings 

regat'ding pertinent st,atutory tests, and 


a recommendation that Treasury act as lead agency in 
coordinating and implementing the USEC privatization. (The 
role is consistent with Treasury's present position as sole 
shareholder and its statutory role under the USEC 
Privatization Act of 1996.) 

Once (if) the President approves the trans~ction, Treasury will 
participat:e in all aspects of the privatization process, and 
Secretary will have final approval rights on the specific term.s 
of any sale prior to consummation. 



I 

It is worth noting that the assumptions and values in the Ernst I 
and You:ng report are only relevant in calculating USEe's NPV !tinj
the government" for the purpose of satisfying the statutory NPV 
test. :tlowever, we do not view this number to be the minimum 
acceptable sales price, and we expect the sales price to be 
significantly higher. 

Transaction Related Iss~es 

We are currently preparing to solicit proposals from investment 
banks i:n order to retain a financial advisor to advise the 
Treasury on all privatization issues. 

cc: 	. Deputy Secretary Summers 
Under Secretary Hawke 

3 
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DEPARTMENT OF THE TREASURY 
WASHINGTON 

'~ENERAL COUNSEL septembe~ 25, 1996 

MEMORANDUM FOR THE SECRETARY 

FROM: EDWARD S. ;KNIGHT £C. 
SUBJECT: Response to Questions on Weekly 

. Report 

i 
I

Regarding your questions on our weekly report 
for the week of Septembe~ 9, 1996: 

I 

(1) The Executive order:to facilitate collection 
of delinquent child support obligations is expe~ted 
to be issued tomorrow afternoon, Thursday the 26th 
of September, in advance. of the President's weekly 
Saturday morning radio a?dress. . 

(2) Please find attached a memorandum I prepared 
for you on August 19, 19,96 regarding the 
significant legal issues raised by the USEC 
privatization. 

Please let me know if you need fUrther 
briefings on either subject. 

. Attachment 



DEPARTMENT OF THE TREASURY(9 	 WASHINGTON 

GENERAL COUNSE:l. 

August 19, 1996 

MEMORANDUM FOR 	 ROBERT E. RUBIN 

SECRETARY OF THE TREASURY 


IAWRENCE H. SUMMERS 

DEPUTY SECRETARY OF THE TREASURY 


JOHN D. HAWKE, JR. 

UNDER SECRETARY FOR DOMESTIC FINANCE 


MOZELLE W. THOMPSON 

PRINCIPAL DEPUTY ASSISTANT SECRETARY 

(GOVERNMENT FINANCIAL POLICY) . 


FROM: 	 EDWARD S. KNIGHT~~l~~J~ 
GENERAL COUNSEL . 

SUBJECT: Significant Legal Issues Raised by the united 
states Enrichment corporation (USEC) Privatization, 

. i
In order to stimUlate discussion and to convey our preliminary I 

thoughts regarding the USEC privatization, I am providing you 
with 	a b:rief· overview of the significant legal issues that 
Treasury will face in the USEC privatization. In preparation for 
a potential USEC privatization action, my.office has been 
actively engaged on USEC privatization issues since January 1993.: 
During this phase, w·e have worked closely with Domestic Finance, . 
met with USEC's in-house and outside counsel, and met with the 
Securities and 	Exchange Commissionts General Counsel. In 
addition, we have contacted the Department of Energy's General 
Counsel -to discuss the USEC privatization ~ 

I . Background 

Briefly, the following facts are significant to Treasury's 

interest at this stage of the USEC privatization: 


• 	 TREASURY IS THE SOLE STOCKHOLDER OF USEC. Treasury holds 
all of the USEC stock for the United States, except: 
o 	 all the rights and duties pertaining to the management 

.of the USEe are vested in the USEC Boa·rd. 
o 	 Treasury may not sell, transfer, or convey USEe stock 

except to carry out a privatization plan. 

t 	 UNIQUE ROLE OF THE PRESIDENT. Presidential approval is 
required before the USEC Board may implement any 
privatization plan. 
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• 	 TREASURY HAS A SIGNIYICAHT ROLBXN USEC PRIVATIZATION. 

o 	 Based on certain statutory requirements, 1. the USEe 
Board, with the approval of Treasury, shall approve th~ 
method of privatization (M&Avs. IPO) and the terms and 
conditions for the transfer. 

o 	 The USEe Board, with the approv~l of Treasury, shall . , 
, 
Itransfer USEe's assets and obligations to a private 

corporation. 

o 	 Based on certain statutory requirements,2 the USEe 
Board, with the approval of Treasury, shall transfer 
the interest of the United States in the USEe to the 
private sector. 

o . 	 Treasury shall not approve the USEe privatization 
unless before the sale date Treasury. determines that 
the method'of transfer will provide the maximum 
proceeds to the Treasury consistent with the four 
statutory requirements listed in footnote 2. 

• POTENTIAL LIABILITY OF THE TREASURY OR TREASURY OPFICIALS I~ 
I 

CONNECTION WITH THE US.EC PRJ:VATIZATIOli 

o 	 No riqht of aotion aqainst the United states, its 

1 The requirements are that the method of transfer and terms 
and conditions for the transfer will provide--(i) the maximum , 
proceeds to the Treasury of the united States; (ii) for the long+ 
term viability of the private corporation: (iii) for the ~ 
continued operation of the gaseous diffusion plants: and (iv) fo~ 
the public interest in maintaining reliable and economical 
domestic uranium mining and enrichment industries. (A cautious : 
reading of the statute suggests that these statutory requirements 
should be considered together with the'determinations listed in ! 

footnote 3.) 

2 The requirements are that the interest of 
I 

the United 
States in the USEe shall be transferred to the private sector in, 
a manner that provides for--(i) the long-term viability of the 
private corporation, (ii) the continued operation of the gaseous! 
diffusion plants, . Ciii) the public interest in maintaining a ' 
reliable and economical source of domestic uranium mining, 
enrichment and conversion services, and (iv) to the extent not . 
inconsistent with such purposes, secures the maximum proceeds to! 
the United States.· (A cautious reading of the statute suggests . 
that these statutory requirements should be considered togeth~r 
with the determinations listed in footnote 3.) 

/ 
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agents or officers for claims arising out of 
privatization actions. 

o 	 The statute specifically revokes any stated or . 
implied consent for the United States, or any 
agent or off1Qer of the Un1ted States, to be sued 
by any person for any legal, equitable, 'or other 
relief with respect. to any claim arising from any I 

action taken by any agent or officer of the United 
states in connection with the privatization of I 
USEC. 

II. Legal Issue~ 

Briefly, I have identified significant Treasury legal issues at 
this sta~Je of the USEC privatization as follows: 

• 	 SCRUTINY OF TREASURY. Although there is no legal liability 
for USEC privatization actions, Treasury officials will be 
sub:ject to scrutiny for any USEC privatization actions. 
a Congressional interest in USEe privatization. . 

• 	 APPROPRIATE AGENCY. Subsequent to receiving Presidential 
approval, USEe must determine, in consultation with 
~~opriate agencies of the united States, that 
pri"atization will satisfy certain statutory determinations! 
prior to implementing the Privatization Plan. 
o 	 Appropriate Treasury role with respect to these four 

requirements. 
a NEC has apparently envisioned a significant Treasury 

role on these four requirements. 
a Statute does not define ttimplementationtt of the Plan. 

O· 	 Apply conditions only at beginning of 
privatization vs. apply conditions throughout 
privatization process. . 

a 	 How to apply the four conditions. 
o Interagency mechanism for coordination'. 
a Process for approval by other agencies on statutory 

3 USEC must determine, in consultation with appropriate 
agencies of the United States, that privatization will--(i) I 

result in a return to' the United States at least equal to the neb 
present value of USEC; (ii) not result in USEe being owned, 
controllE~d or dominated by an alien, a foreign corporation, or a 
foreign 90vernment: (iii) not be inimical to the health and 
safety 01: the public or the common defense and security; and 
(iv) 'provide reasonable assurance that adequate enrichment 
capacity .will remain available to meet the domestic utility 
industry .. 



4 


requirements. 
a Ensuring a complete record of all determinations. 

• 	 STATUTORY CRITERIA FOR TREASURY APPROVAL. 
a 	 Differences in the statutory criteria for Treasury 

approval regarding-
a method of privatization: 
o 	 transferring the interest of the United states to 

the private sector: and 
o 	 determining that the method of transfer will 

provide maximum proceeds to the United states. 
o Ensuring a complete record of all determinations. 

• 	 REPJRESENTATIONS AND WARRANTIES. Determination as to whether: 
Treasury should make any representations and warranties in ! 
connection with the· USEe privatization. 

We are currently reviewing a preliminary information package 
'prepared by USEe for the M&A sale process·.· Many of our comments 
on this document are contingent on your determination of the 
approprL:s.te Treasury role in the USEe privatization. 

My offic(~ is available to assist your offices on these issues as 
well as any other USEe privatization issues that may arise. It 
may be useful for all of us to get together and discuss the USEe 
privatization. . 

http:approprL:s.te
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