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DEPARTMENT OF fHE TREASURY
‘ WASHINGTON, D.C.

December 17, 1999

ASSISTANT SECRETARY

MEMORANDUM FOR SECRETARY SUMMERS
DEPUTY SECRETARY EIZENSTAT

' THROUGH: Gary Gensler(aly/e
Under Secretary
Domestic Finance _ %
/i - .
FROM: = Lee Sachs gl ;
: Assistant Secretary , ?

Financial Markets

SUBJECT: Mmgauon of Systemic Risk and Implementanon of the Presxdent s
Workmg Group Recommendations.

Intiroduction ' ‘ k X

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. released earlier this month. The Treasury,
Departmem and the President’s Working Group have been pursuing measures to create .
an environment 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: /

e 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.

The 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 of ‘certain important market segments. They would also
increase the competitiveness of the U.S. tinancial markets and help to prevent growing
market segménts — such as the OTC derivatives market — from migrating overseas. Each
of these improvements is not only a worthy goal in its own right. but also contributes 1o,
the broader theme of mitigating sy stemxc 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 :
strength of an overarching message to palvanize support behind the complete set of
recommendations aimed at mitigating systemic risk. In particular, we are concerned that

'

i
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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 !
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 |
proposed 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 seeklng
® 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 strategxes we should
pursue; and

» Your concurrence with our relative prioritization of our legislative goals.

i

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 i
Appendix.B). Many, though not all, of these recommendations were aimed at and/or .
have the effect of furthering the goals outlined above and thereby helping to mltxgate
systemic risk. , ]

Specifically. with regard to systemic risk. six of our recommendations could reduce the |
likelihood or frequency of failures by enhancing market discip[ine These ;
recommendations would enhance market discipline in three primary ways: by increasing
transparency and disclosure. by calling upon regulators to encourage enhancement of
courterparty discipline in regulated entities. and by serving as a catalyst for and supporter
of private scctor initiatives to improve risk management practices. Accordingly, we :
recommend the following actions to reduce the likelihood or frequency of failure: ‘

o More frequent and meaningful information on hedge funds should be made public:

o Public companies. including financial institutions, should publicly disclose additional |
information about their material financial exposures to significantly leveraged :
wnstitutions, including hedge funds: " ‘

o The Congress should enact the changes to the CEA proposed by the Pre51dent s

© Working Group to remove impediments to innovation (specifically. electronic trading’
systems) to promote transparency. ]quldlI) and efficiency in the OTC derivatives
markets; : ‘

» Financial institutions should enhance thelr pracuces for counterparty risk

' management; :

» Regulators should encourage improvements in the risk management systems of = |

regulated entities; and ' :



i
e Regulators need expanded risk assessment authority for the unregulated affiliates of
broker-dealers and futures commission merchants

'Although the above suggéstions should help to reduce the frequency of failures, some

will inevitably occur. Thus, in our approach to reducing systemic risk, we have sought to'

minimize the disruptions that such failures create and diminish their impact by reducmg

the likelihood of a “domino effect” by proposing steps to “improve the plumbmg With

regard to minimizing disruptions to the system when failures do occur, we recommend: -
"The regulation of clearing systems for OTC derivatives and steps to promote their
development; ‘

e The enactment by Congress of the provisions proposed by the President’s Working '
Group to support financial contract netting; and

o 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
derivatives. ‘ '

'

Status of Implementation o [

Regulatory and Private Sector 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. In the area of supervisory oversight, .
the bank regulators — namely. the Federal Reserve Board and the Office of the
Comptroller of the Currency — earlier this 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 the President’s Working Group reports, we maintain regulation where necessary. and
identifv 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 counterparty risk management has been taken seriously by the private
sector. Two private sector groups were formed to help implement the report’s B i
recornmendations. As you know. the first group. the Counterparty Risk Management |
Policy Group (CRMPG). produced a report entitled fmproving Counterparty Risk
Management Practices. Their report sets forth a number of recommended actions that |
the miembers 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 recommendations made in their report. Though there are obviously challenges in the |
area of public disclosure, our simultancous work with this group and other private sector
entities should result in progress

! Wh:le we did not specnﬁcally 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 drafied specifically addressing this issue.



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 CRMPG-and to make suggestions targeted specifically for
hedge funds. They anticipate releasing their report within the next month.

We are 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 also the 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
enhance 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 ;
public. The legislation, as drafted. would require certain hedge funds to report financial
information and measures of market risk on a quarterly basis to the Federal Reserve
Board. Additionally. the Baker bill advances our recommendation that public companies. :
including financial institutions. should publicly disclose additional information about - -
their material financial 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 of our key recommendations for minimizing disruptions when failures do occur was
our suggestion that Congress enact provisions supporting financial contract netting in 2
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 bankruptey -
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 vear, either 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 '
process is our call for expanded risk assessment authority for regulators for the ‘



unregulated affiliates of broker-dealers and futures commission merchants. The SEC has |
recently circulated draft legislation that would implement this recommendation with
respect to securities broker-dealers and government securities broker-dealers. We and the'
other 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 recommendanons relating to systemic nsk
set forth in that report.

Legislative Strategy

There 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
fundamentally non-partisan issue. While many commlttees share relevant jurisdiction. as ' |
noted above, several key players have expressed an interest in forwarding our agenda for .
mitigating systemic risk. In addition to the efforts described above, Chairman Leach has
announced that the issues of derivatives and hedge fiinds 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.

t

However. 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
fully to elections. Also. this. like other issues. is an area in which there are differences of
opinion 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 ’
recommendations. .

Our greatest legislative challenge will be amending the CEA. While the Agriculture "
Commnittees have primary jurisdiction. Banking and Commerce are involved as well. ;
Bliley and Dingell (Commerce). as well as the Banking and Agriculture Committees.
have all expressed support for the clearinghouse recommendation. Enacting the full slate

- of CEA amendments may prove more challenging. however. While we may face some

" resistance in the Agriculture Committees, these issues have never been presented to them

as issues of systemic risk.- This argument may resound with Committee members who

rmg,ht find themselves unwilling 10 delay legislation designed to mitigate systemic risk.

Addmonall) there are powerful private sector players with strong interests in achieving

legal certainty for OTC denvatives who are likely to exert additional pressure to achieve

these changes.” Our best opportunity for the full slate of CEA amiendments is likely to be
through the CEA reauthorization process next vear. but is unclear whether this process

will conclude by the end of this session of Congress.

We have been drafting legislation designed to implement our derivatives

recommendations. We have three options:

e Convince the President’s Working Group to send up joint legislative language. which
could prove challenging on a number of the issues:



e Inform the President’s Working Group that the Treasury mtends to send up ’
legislation; or i

e . Provide technical assistance to Members with no attribution. ‘ o

: ' i

Although we will obviously advocate for the entire systemic risk mitigation agenda and.

indeed, 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 reauthorization are unlikely to be addressed in this session. Thus. while contmumg

to advocate for the enactment of the necessary legislation for our entire slate of

recornmendations, the items that we recommend advancing most forcefully would be: .

e 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 1mponant component of our systemic risk |

agenda.

e Removal of impediments to innovation (specifi cally electronic trading systems).

* While this recommendation may face some resistance from the Chicago exchanges
and their supporters, it is important to enact as soon as possible because of its impact
irl 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. : SR

o 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
derivatives study is essential to ensure the ongoing competmveness of the U.S. in the
growing OTC derivatives markets.

e Bankruptcy Financial Contract Netting: Another non- -controversial item with bi-
partisan support. We need to remove it from the politics of consumer bankruptcv by
pulling it into the systemic risk discussion. '

e Hedge Fund Disclosure: 1t is already in the legislative process. enjoying support from .
key members. We should work with them to ensure not only its passage. but also its
including as many of our 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 atfiliates of broker-dealers. This is an important _—

component of systemic risk mitigation. but could cost significant polmcal capital to
implement. ‘We would like to discuss it further with you.

|



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 changes they are undergoing, the
new challenges these will bring. and the appropriate role of regulation in the financial
markets of the 21 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 ydu at yourfconvenience.
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DEPARTMENT OF THE TREASURY l"FORM“"o"

WASHINGTON, D.C.

ASSISTANT éECRETAﬂY
September 11, 1998

MEMORANDUM FOR DEPUTY SECRETARY SUMMERS.
FROM:. David W. Wilcox D)

'SUBJECT: Deflation and TIPS Yields

You asked about the effect of deflation on the rea!l TIPS yield relative to the
nommal yield on convent;onal coupon securities. |

[ had James Girola take a look at thls and in general, deflation wou!d cause the
real yield on TIPS, even as calculated according to market convention, to be above the
nominal yield on conventional securities. This conclusion is iliustrated in the foliowing
three tables for a hypothetical 10-year indexed note with a principal value of $100. |

e {n 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. : , ;

s In the first table, the inflation rate is assumed to be 1.00 percent per year, whilch
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 stream
of coupon payments, the real principal payment of $100, and the sum. Applymg
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 be
the same 3.00 percent. :

¢ In the second table, the mﬂatnon assumption is changed to zero. Slnce none of
the real payments is affected by the inflation rate, the real price and real yield are
unchanged. The nomma! 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 below
$100 in nominal terms regardiess 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. |

Y
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However, the market 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

return, but is still above the 2.00 percent nominal yield implied by the
deflation assumption.
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Realrequired rate
Real couponrate
infatonrate

Real price

Real yield

300

2.75
1.00
97.85
3.00

TABLE 1
) Real
Real Real stream for
payment principal _ yield
steam  payment Sum calculation
-97.8539
1.375 0 1.37% 1.375
1.375 0 1.375 1.375
1.375 0 1.375 1.375
1.375 0 1.375 1.375
1.37% 0 1.375 1.375
1.375 0 1.375 1.375
1.375 0 1.375 1.375
1.375 0 1.375 1.37%
1.375 0 1.37% 1.375
1375 0. 1.375 1.375
1375 0 1.375 1.375
1375 0 1.375 1375
1.375 o 1.375 1.375
1375 0 1.375 1.375
1375 0 1.376 1.375
1.375 0 1.375 1.375
1.375 0 1.375 1.375
1.375 0 1.375 1.375
1375 0 1.375 1.37%
{ 100

1.375

-101.375

101.375



Realrequired rate
Realcouponrate

“inflatonrate

Realprice
Real yield

3.00
275
0.00
97.85
3.00

4

TABLE 2

- Real
Real Real stream for
payment principal yield
sream payment Sum calculation
] , -97.8639
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 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 o 1.375 1.375
1.375 0 1.375 ‘1375
1.375 0 1.375 1.375
1.375 0 1.375 1.375
1.375 0 1.37% 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
1375 0 1.375 1375
1.375 100 | 101.375 101.375



TABLE 3
Real
Real Real i . stream for
payment  principal yieid
sream payment -Sum calculaton
‘ f -105.704
Realrequired rale 300 1.375 0 1.375 1.375
Realcouponrate 275 1.375 0 1375 1.375
Infaton rate -1.00 ‘1.375 0 1.375 1.375
Real price 105.70 | 1.375 0 1.375 1375
Real yield 211 1.375 4] 1375 1.375
: ) 1375 - O 1.375 - 1.375%
1.375 0 1.375 1.375
1.37% o} 1.37% 1375
1.37% 0O 1375 1.375
1.37% 0 1.375 1.375
1.375 0 1.375 - 1.375
1.375 0 1.37% 1.375
1.37% 0 1.375 1.37%
1.375 0 1.375 1.37%
1.375 0 1.375 1.375
1.375 0 1.375 1.37%
1375 0 1.37% 1.37%
1.375 0 1.375 1.375
1.375 0 1.375 1.375

1375 1105727 111.8477 101.375
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DEPARTMENT OF THE TREASURY é /5 %ffyp

WASHINGTON

January 23, 1996

GENERAL COUNSEL

MEMORANDUM FOR LAWRENCE H. SUMMERS
DEPUTY SECRETARY OF THE TREASURY

FROM: . EDWARD S. KNIGHT é/(

GENERAL. COUNSEL

SUBJECT: . United States Enrichment Corporation (USEC) ! /
Privatization Process

I want to raise several issues with you concerning the USEC
. privatization process. Under the current law, the Secretary of
the Treasury is the sole shareholder of the USEC. The USEC is
required to consult with appropriate agencies of the United
States on the implementation of any privatization.

Working closely with Domestic Finance and after extensive
discussions with the USEC's Chief Financial Officer and General
Counsel, 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 transactlon,
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 o
dictate that the Secretary approve the implementation 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 the USEC 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 protection 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 United States, to the extent not inconsistent with such
criteria listed above. 1In addition, the proposed legislation
requires the 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

i
f

Another section of the legislation requires the Secretary's , .
approval on the method of the transfer and establishing terms and
conditions on the transfer. The Secretary is required to use the
same criteria identified above except that the "to the extent not

inconsistent with such crlterla" clause in (4) is not included !
here. «

i
In anticipation of Congressicnal interest in the USEC
privatization process, it appears that we should ensure that the
Secretary is not placed in a legally awkward position because of !
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 1mplementatlon “of the USEC prlvatlzatlon. .

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

s

cc: Jerry Hawke | ‘ i
Mozelle Thompson


http:privatizati.on

The Deputy Secretary of the Treasury

January 31, 1996

TO: ED KNIGHT
JERRY HAWKE
MOZELLE THOMPSON
FROM: - LAWRENCE“SUMMERS
RE: USEC Privatization Procéss

Could you all very quickly caucus on
this and identify any issues on which you
disagree or where I can be helpful -- or on
which you agree but think I ought to focus.

Attachment

Room 3326 = o 6221080
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{‘ DEPARTMENT OET‘HE TREASURY lé /) é/7
WASHINGTON, D.C. 20220

¢ January 24, 1996 .

MEMORANDUM TO DEPUTY SECRETARY SUMMERS

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

FROM: Mozelle W. Thompson\ﬁd
'“ Deputy Assistant Secretary
(Government Financial Policy)

Erika M. Irish . | | |
Senior Policy Analyst . -
(Domestic Finance) . _

SUBJECT: USEC Privatization
ACTION FORCING EVENT

Tomorrow afternoon you will be meeting with William H. Timbers, Jr., Premdent and Chlef
Executive Officer of the United States Enrichment Corporation. After dlscusswns with j
USEC staff, we have learned that Mr. Timbers would like to provide you with an update on
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).

BACKGROUND | | S .
Legislative Issues

- 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 .
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.

i

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. | ; 3
The Privatization Process

Valuation Issues ‘ . | :

Treasury, OMB, CEA, NEC and USEC have been working with Ernst and Young to refine
and finalize their written report which includes: 1) a study of criteria and methodologies us'ed
U.S. and foreign governments in privatizations and asset sales, 2) identification of elements
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 future tax revenues to the government from the privatized USEC. This is a key }
component in the "out of the government" valuation. Preliminary Tax Policy analyses have
concluded: :

-~ Ifthe «:ompany' is sold as an IPO the standard corporaté tax rate of 35% is appropriailte

-- - 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 revenues
displaced from elsewhere in the economy.)

¢
1

-- The appropriate discount rate to use on the projected tax flows is. a risk adjusted rate. )

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 underlymg
assumptions.

Transaction Related Issues B A T E
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,



w

OMB and USEC must reach agreement on all outstanding issues, and Congress must pass
pending USEC legislation before the S1 and Offering Memorandum is further developed. |
The Transaction Manager has also begun hiring small and disadvantaged businesses, to fulfill
the subcontracting requirements in accordance with the Federal Acquisition Rules.

l

'
i
i

Underwriter_Selection Process and Concerns.

As you know, last August, USEC commenced its underwriter selection process. USEC and
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 m
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 Salomon Brothers were selected as Co-Managers.

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 USEC Management group.
The responses 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 i
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. USEC 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 Roberison



" THE.DEPUTY SECRETARY OF THE TREASURY
’ WASHINGTON

December 26, 1995

Mr. William H. Timbers, Jr.

President and Chief Executive Officer
United States Enrichment Corporatlon
6903 Rockledge Drive

Bethesda, Maryland 20817

Dear Mr. Timbers:

Since we last met in September, the United States Enrichment
Corporation (USEC) and the Treasury have made substantial
progress in the USEC privatization process.. I am hoping that:
'this progress will continue during the coming months.- -As.we °
prepare for a possible prlvatlzatlon transactign,. howﬁ?ei,, ,
thought it might be helpful to review what we have beén able to
accomplish thus far, and what work remains to be donesidalso
thought it would be helpful to articulate clearly certain :
concerns we have about the privatization and to set forth certain
ground rules for our future activity. \ , N

At the outset, you should be aware that Secretary Rubin, Under
‘Secretary Hawke and I have been closely monitoring USEC’s
privatization efforts and the 1mportant public policy issues
raised by the proposed transaction. We recognize that because we
will be privatizing a government corporation -- a public asset --
any privatization transaction undertaken by USEC must meet the
highest standards of integrity, while fully. protecting the
interests of the taxpayers of the United States. This
transaction will be subjected to exacting public scrutiny.

.. Accordingly, we must do all within our power to-assure that the

transaction is not only in the financial best interests of the
United States, but is fully transparent and above all suspicion
and reproach. I know that you and the members Gf the Board of
Directors share these objectives.

We are particularly concerned that the process by which the form
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, as
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 USEC not be eligible to stand for electlon
as directors of the privatized company; (b) the investment :
bankers who will be advising on the form of the transaction not
be eligible for engagement by the privatized company for a
specified period of time; (c) insiders not be permitted to
purchase stock in the privatized company; and (d) there be no
statutory anti-takeover provisions or stock purchase limitations
that might be-viewed as intended to entrench existing management.
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ENGAGEMENT OVERVIEW

Emst & Young LLP has beea cogaged (o assist the United States ﬁcpanmém of the

Treasury and the United States Enrichment Corporation (USEC). Spcc:ﬁully we were
.asked lo:

A Perform a study of pnvauzauons and asset sales and sccunumuum. by 1.8,
(including Swile und Local) and forcign govcmmcnts

. Determine what criteria and methodology were used to: decide whether to
privatuze, measure the success of the salc, select the method of transaction.
. Determine how discount rates were used in the analysis.
. What were the transaction costs?
. " What is their relevance to the USEC trunsaction?
R ldentify the clements of systematic and non-systematic risk that would be

reflected in the application of dixcount rates for the nct present value (NPV)

analysis assuming USEC remains in the government and recommend how onc
might quantify such risk.’

C Bascd on the requirements of the tncrgy Policy Act of 1992 and the results of A
and B above, recornmend the appropnate methodology for the NPV test.

v Recomnend an apprupriate methodology to cvaluate the wotal retumn to the
governmen! from mantaining the Corporation as a government-ownod

entity.
. ldcimfy and makc recommendations on critcal assumptions (e.g. discount

ratc, capial expenditures, power coats, and Russian 11LU).

BACKGROUND

The USEC houd » :eqmmd by Secnion 1502(s) of me Energy Policy Act of 1992 1o, in

consultation mlh apprupnate agencoes of the United States, deterinine that pnvatzzanon
will:

1. Kesult m & rctumn o the United States at lcast equal to the net present vilue (NPV)
of the Comporstion.

2. Not result in the Corporstion heing owncd, oumrulled, or domunatcd by un alicn, a
fon::gn comaoration, of 8 rumgn gnvcmmcnl.

EERNST&YOUN{; Lr
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3. Notbe mnmxcnl to the public health and safcty or the common defense and 3
security. ' : : . '

4. Providc rcasonublc'asauranoc that adéquatz carichment capacity will remain !
available to mect the demands of the domestic electric utility industry.

The first rcquin.incm has been interpreted as cither a requirement to caloulatc an “in- :
govermment” NPV to comupare to the expocted proceeds of 8 salc of USEC tu the private !
sector or as & requircinent W cslculate an estimated NPV of USEC as a private

corporation to cvaluate bids or suggmted 1IPO/M&A prices. In either case a discount rate

and projccied cuxh flows are needed to determine the NPV, Several Governnent

Agencies have policies on discount rates and in ccrtsin instances these Agencics o
recotnunend or huve used privaic markct-bascd discount rates. Sec Appendix A for the

penerul policies on discount ratcs and instances where these Agencics have recommended |
using privatc-markct ratcs.
Wc have used certain forecasted data supplicd by the management of USEC as to the *»
likely tmpact of USLC rematning a govermnment corporation in our study, as well as data
obtaincd from public sources deemed by us to be reliable. We have not examined the
forocasicd dats or the assumptions voderlying the forecasted and rclatcd assumptions.
Howgver, there will usually be difTerences hetween forccasted and actual results, because

events snd circutnstaowes frequently do not occur as expected, and thosc differences may D

be material. : , i

As sct forth in their repoet'dated April 1995, J.P. Morpan Sccurities, Inc. performed
discounted cash flow analyses of USFC for two sccuarios - one assuming the company
would pursue a strategy that included only the existing gascous diffuxion plants (GDP) !
and the other assuming that s plant using the stomic vapor laser isotopc scparation l
(AVLIS) procexs would be buift. We have relied upon the information rogarding the
GDP-only hase case for USEC sa provided by the management of USKC and quantified -
hy J.I'. Morgan Secu:mc: Inc mthom mdepcndcm verification.

' P Morgan represcnis that the mbwmmobon [ thae presuatabon is based upun USEC management

furceasts and reflocts prevaiag condssons and Unxr vicws as of this date, sll of which are accordingly

subjuct 0 change. 1o prepanng thas preacntation, ) P Margan rebied upou asd sssumed, without

indepeaskni verification, the sccuracy and cnmpleteness uf sll informatinn available from public sources ur ‘
which was prvided W Unam by o ‘on behalf of USEC of which was otherwisc reviewed by them. In ‘

srichiian, thear enslysos are nat and do o purport tn he appwaisals of thc anacts, :ua.& or husiness of
USEC
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INFORMATION, DOCUMENTS AND DATA GATHERED

Our discussion of privatization in doveloping and transitional countrics is bused on Lirnst |
& Young's experience in 30 or more countries, including virtually all the countries in -
Central and Fastern Curope and Latin- America, most of the former Soviet Republics, and

a hroad cross-scction of privatizing countries in Asia and Africa. ’
Thc overview of privatization in developed countries is based on Ernst & Young's
experience and knowledye, a review of the technical guide for economic appraisal
-published by the UK Treasury, a review of current literature and a review of
GAO}‘A!MD-%-B cnuucd “Budget Issues - anauzanonwacsmuro Practiccs in Other
Nations.”

1Duning the coursc of our giudy, we conducted interviews and discussions with or '
reviewed materisls from individuals with knowlcdge of the U.S. State and Local ‘
prvatization cxpenence and axtociated with the following organizations: '

City of Petaluma, California '
Orange County, California |
City of Indianapolis, Indiana o U
City of Charlotic, North Carolina : ' s @ |
New Jerney Governor's Privanzation Committee o : ;
New York City Economic Development Corp. . p
‘Watcr Dustnet, Franklm, Ohio o -
Mayor's Office oo Competitiveness, Clevcland, Ohio —{
Solid Waste Management, Houston, T'exas ;

Private Technology Inc. :

Rafichis Environmental , :

The Reason Foundauon |
Our discussion of the clements of busincss risk for USEC incorporatoes intemal Ernst &
Young LLP cxpertise 1n financial cconamacs, corporate finance and busincss valuation.

In addition, we relicd on information provided from USKEC management, primarily: :

" Henry 7. Shkelion, &t Vice Prosident & Chief Financial Officer |

Michacl T Won " Manager, Financial/Strategic Propramns ,
Michelle Pepper Financial Analyst ‘

We also had discussions with the foliowing mdividuals:

Mozelle W. Thumpum - Deparunent of the''reasury ‘ '
Sara J. Cavendub Departnent of the ‘I'reasury. |
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Frika M. Jrish Department of the Treasury
Flgic Holstcin ~ National Economic Council
Pcter R. Orszag Council of Lconomic Advisors ;
Dr. Robert I.. Civiak Office of Management and Budget ;
Professor Richard Ruback  Harvard Busincss School ~ ‘
Jim H. Derryberry  J.P. Morgan Securities, Inc.

Laurcnce F. Whitiecmore  J.P. Morgan Securitics, Inc. '

livya
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EXECUTIVE SUMMARY
Survey of International And Domgiﬁé Privatization Expﬁrionce

Our survey of interational and domostic privatization experience shows that
gavernments typically pursue privatization initiatives for all or somc of the following
© TEdSONS:

. Reduce suhsidies for non-profitable statc-owncd cnlmca (S(Jhs)
. Raise cash for the treasury
. Increase economic officiency
. Develop capital markets
. Promotic wider share ownership

. Respand to external pressure from the International Monetary I‘und World Hank,

and other international lending orgunizations (J1.0s)

After the decision it made to pursue & privatization program, governnents must sclect
specific enterprises as privatization candidutes. Generally, forcign privatization prograins
‘have not used ngorous quanttative methodologios to decide whether or not a apccific
enterprise ought to be privatizal. An exception is New Zcaland which uses a market
discount ratc appropnate for the industry in which the SOE operates in an analysis to
determine whether 8 particular SOE should be privatized. Whilc forcign govermmenits
have had various mottvations for privatizing particular entitics, the most relevant to the

USKEC transaction arc polential efliciency gains under private ownenship and projcctcd -

procceds to the Treasury.

We have seen evidence that domesuc state and local governments have used net present
value (NPV) incthodologies as une cnienia for asscssing the privatization options for
poverniment-owned assets or operaung companies. Other major considcrations were:

cffect on ratepayers, cffect on employees, acceptance by constituent cities and trcatment
of grani funded ussets.

Our survey xhows that 1n cases where the scliing entity perfonned financial analyses
requirtnig discount rates to sclect privaucation cundidates, the same discount rate was

- used for both public and prvaic scenanos and wax designed to reflect the riskiness of the
cash flows associated with the busmesas or aaset being valucd. Any difference in the
sceuanos was reflected in the cash flows. Private market discount rates were used in
benchmark valustsons once the decisson to pursue privatization had been made,

. Implementation factors common W mumt foreign countrics and relevunt to USEC arc:
govermnment motivation, inctbod of wansaction, pricing, regulation of monopolics,
restructuring prior to sale, concerns of vanous interest groups, treatment of cmployces

ERNST 8 YOUNG LLP - 1D:202-327-6227  JAN 04'96 18:53 No.014 P.09
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and limiting forcign investment/control. The main transaction methads relevant o USEC

arc initial public offering (JPO) and private sale to a stratcgic or financial buyer. An PO

has been the option for the salc uf larger busincsses, particularly where there was
expected to be a wide range of institutional or public demand. The experience in the UK
and Canada suggests that transaction eosts range from 2 percent to S pereent of total
proceeds for an 1PO and urc on the lower end of that range for privaic sales.

‘T'he siuccess of a trangaction is viewed difTcrently by thckvan'ous stakeholders depending

on their objective for the transaction. In the short term, for governinents who do financial h

vulugiions priof 10 sale, any sale that brings in an amount equal to or greater than the
estiméted value of the enterprise ur activity is judged a success. Longer term succcss is
gencrally measured in broad terms such as: reduction in customer prices, improvement in
financial perforinance, wider consumer choice and better quality services.

Elemants of Business Risk for USEC and Quantlﬂcatkm of USEC Ducount
Rate

W bclicve that the best way to estimate a risk-sdjusted discount ratc, assuming thal
USEC remuins in the government, is to asscss the systematic partion of the variability in
USEC's eamnings. In general, the elemenus of business risk for USEC thal arc related to
the company’s flexibility to deal with market-wide chunging economic conditions can be
charscterized as systematic whili thuse elements of business risk that arc morc unique to
USEC (e.g. changes 1n U.S. Government policy that affect the Suspension Agreemcent)
can be churacterized as non-systiematic. Only syswomatic risk is reflected in the discount.
raic. Thosc factors that affect the level but nat the variability of eamings can be capturod
in the cash flows. '

It 1s nersther possiblc nor proper to assign prices to cach element of systematic risk for a
government-owned USEC and odd tham to get its Lotal systematic risk. The appropriate
way to quantify the discount rate for 3 governmeat-owned USEC 18 1o estimatc its otal
systematic risk. Typscally, thus w sccomplished by examining comparable companies to
cstimatc risk: 3ecausc no perfectly comparable companics with nbservable retums exist,
the pructicul option is 1o use pnvately owned and publicly traded coinparable companies
and make adjustments to the resultmy discount rate when neceasary.

It 1= difficult, but nocessary, to cxamme possible adjustments to the private market
discounl. rate. For example:

. Systematic ritk might be higher for a publicly owned USEC than for  privately
owned USEC becausc the puhhcly owncd USEC has less Nexibility to respond to
mnarket-correlsiod shocks

i
'

‘
'
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. The public sector discount ratc might be cither higher or lower than the private .

N scctor discount rate due to different costs of financial distress.

. Any private sector quui'dity risk premium is likely to be small because VUSEC is a
large, well-capitalized company.

We have considered these and other factors that could introduce differences hetween
~ public and privalc discount rates and concluded such effects, if any, are likely to be small
and may be offsetting.

Bcceausc exact quantification is impossible, we recommend that the Government usc a
range of adjustments of L1 percent to the 12.0 percent median discount rate developed for
the private USEC for use in thc NPV calculution for USEC? as o government corporution.

Sumrnary of Recommended NPV Test

Emst & Young LLP was cngaged W recommend a methodology for calculating the NPV |
of USLIC in the public sector and makes no ropresentation regarding the present valuc m
~ results of these recommendations. Emat & Young bas not performed a valuation of m

‘USIC assuming government ownership. Thesc results are range estitnates based on .

v}
—t

|

|

information supplied by USEC management and quantificd by J.P. Morgan.

We begin with the USEC GDP-ooly hase case cash flows to derive the cash flows for a
public UUSHC. The casb flows asaumned that USEC was privatized. In devcloping the
cash flows for a public USEC we have assumed that the entity would pay only state taxcs

st an ajsuincd 6 poreent rate bcgmnmg in 1998 and have removcd Pederal taxes. Wc
identificd and quantified, where appngmiate, seven factors that influence the level of the

cash flows: managcment costs, [wocurement regulations, investient projects, compliance
costs, financing; power costs, and marketing cffort. Furthame, several cost elements
have been refiniod since the ungmal basc case scenano was developed. We includce these
mﬁnaimuupmofthcwhmmubm‘ -‘

The rediult of"‘lh. NPV calculanion for USEC sasuming it remains in the  governinent is
approx:mt.oly $1.1 billion for discount rawcs runging from 11 pereont to 13 percent. If |
USEC's cash in the | reasury 15 addod, the reaaulting figure is appruximately $2.3 billion. '

? Adjustiod from the USLC (GDP-nly dwcoun rase of 13 4 percent #s quantificd by 1.1 Morgan in April,
1995 dust: to the doclinc in the nak-froe rats of spproaxnsicly 140 basis poinis us of December, 1995,
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SURVEY OF INTERNAT |0NAL AND DOMESTIC PRM\TIZAT!ON
EXPERIENCE

Introduction . S o |

Our survey of intcrnational and dumestic privatization cxpericnec shows that
govenments typically pursue privatization initiatives for all or some of the following

~ reasons:

. Reduce subsidies for non-proﬁmblc state-owned cmutlcs (SOEs) 5
» - Raise cash for the treagury ‘
. Increase economic efficiency

. Develop capital markcets

. Promotc wider share ownership ;

. Respond to external pressure from the Intemnational Monetary fund, World Bank

and othcr intcrnational lending organizations (ILOs) l

. ,

Aficr the decision 1s made W pursue a privatization program, governments must select

. wpeific enterprises us privatization candidates. Generally, foreign privatization programs
have not used rigorous quantitative mcthodologies to decide whethcr or not a specific g m
enterprise ought to be privatized. An exception is New Zealand which uses a market i :Q
discount ratc appropruatc fur the industry in which the SOE operates in an analysis to
determine whether a particular SOC ahould be privatized. While foreign governments .5
have had various mouvatons for pnvatizing particular cntities, the most relevant to the | Y
USEC transaction are potential eﬂ\cscncy gains under private owncrship and projecied ‘ """ﬁ
proccids to the Trumry :

We hiive scen evidence that domestc suatc and local governments have used net present
value (NPV) methodologics as onc cnuna fur axsexsing the privatization options for
government-owncd asscts or opcreung cornpanies. Other major considerations werc:

" effect on ratcpayers, effect on unr““?”v scceptance by constituent cities and treatment ‘
of prant l’unded uxnets

Our‘mrvcy'shom thgt 1 cases where the sclling cntity performed financial analyses _

requiring discount ratcs 1o sclect privauzavon candidates, the same discount rate was '

urcd for both public snd private scenanns and was designed to reflect the riskincas of the F

cash flows associated with the busincss or assct being valued. Any ditteronce in the

sccnumos was reflected in the cash flows. Pravate markct discount rates were used in
- benchmark valuations cuce the Jextsum tn pursuc privatization had heen made.

Implementation factors common to maost. foreign countrics and relevant to USEC are:
*goveritment mativation, mcthod of wransaction, pricing, regulation of monopolics,
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restructuring prior to salc, concerns of various interest groups, treatment of employees
and limiting foreign investment/control. The main transaction methods relevant to USEC
are TIP0) and private sale to a strategic or financial buyer. An IPO has been the option for
the sale of larger businesses, particularly where there was expected to be a wide range of
institutional or public demand. The experience in the UK and Canada suggests that
transaction costs range from 2 porcent 10 5 percent of total proceeds for an 1PO and arc
on the lower end of that range for private sales. '

The suceess of a transaction is vicwed difTferently by the vanious stakeholders depending
on their objective fur the transaction. In the short term, for governments who do financial
valuations prior to salc, any salc that brings in an amount cqual to or greater than the
estimated value of the enterprise or activity is judgcd a success. Longer term suoccess is
generally measurcd in broad terms such as: reduction in customer prices, improvemnent in
financial performance, wider consumcr choice and better quality services. '

INTERNATIONAL PRIVATIZATION

This scction discusscs vur general findings an privatization in seven developed countrics:
Australia, Canada, Frunce, lusly, Jspan, New Zealand, and the United Kinpdom, and in
developing and ransiuonal coustnics such as thosc in Central and Eastern Europe and
l.aun America, most of the former Sovict Republics, and a broad cross-section of
privatizing countncs in Asia and Africa. We focus first on the most common goals which
lcad a country (o imtatc & privatzauon program. Second, we discuss how particular
SOE-A are selected for privatization. Next, we give examples of impicmcntation issucs
faccd by most countrics aficr whuch we describe the succcss mcasures used to evaluate
pnvatizations. C

i

i
)
In addition to the general findinga, we provide 2 more detailed discussion of the l
expenience in the UK with emphasis placed on the usc of discount rates in privatization I
implementation, types of success measurcs and detailed transaction cost data. *
o . ‘ |

1

Goals of ln;b}ncdud Privatiiation Programs

Countrics docide to myuale privalization programs as meuny to achicve all or some of the
following primary obyectives:

. Reduoe subsidees for noa-profitable SOLs ; »
. Rassc cash for the treasury ' .
. increase economic efficsency '
. Develop capital markets

ERNST & YOUNG LLP . ID:202-327-6227 ~ JAN 04°96 18:56 No.01d4 P.13
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. 'Promotc widcr share awnership

. Respond to extemal pressure from the Inicmational Monetary Fund, World Bank,
and vther ILO3 \

Countries place different cmphasis on these goals. For examplc, while there is some
recognition of cfficicacy gains and market forecs, the key driving force behind

t
1

privatization efforts in Australia hav been deficit reduction. Canada initiated privatization .

of SOLs as part of a comprehensive range of structurul reforms designed to reduce the
co6t and size of guvernment and to support a more competitive and market oriented
economy. In France the goverament is under great pressurc to scll SOEs in order to
cover its dcficit, reduce the national debt and recapitalize remaining SOEs. A secondary

" objective is to develop doincstic financial markets and increase share nwncrshlp by
individuals.

The Italian privatization program, beyond reducing the deficit, is intended to remove the
influence of political partica on SOFs. Furthiernory, as in France, the government.views
privatization as a way to enlarge the capitalization of the market and incrcasc share
"ownesrship by individuals Privatizations havc so far been few in number in Japan and
scem {o be driven both by the desire W0 reduce subsidies to non-profisble SOLs and 10
introduce competition 1o previously state-rwned monopolics. Privatization in New
Zealand is driven pnmmly by the interaction of fiscal considerations and political
concems, ‘

The privatization programn in the UK was introduced after stringent government control
desigried to replicate markot forces failed to improve the performance of its SOEs.
Additional objcctives of the guvernment werc to promote wider share owncrshnp und
roducc the publtc sector DorTowing reyuinament. :

The countries of Eastern Curope and the Commonwealth of Independent Statcs view
privatization as.a crucial siep towards developing market economics. Transitional
counuics pnvatization programs were dosigned to nchncvc financial and efficiency goals,
but also to nnpmvc capml markots snd rupoud to pmmrc from 1LOs.

-

Selection o[ ?rivadzm- Candidates

Afler the decision is madc L0 pursuc 8 privatization program, countries must sclect
pecific mtaprim as prrvalization candadstes. o

Peveloped Countnea
~ Generilly, devcloped country privalissuun programs have not uscd rigorous quantitativc

mathodologics to decide whother or not 8 specitic enterprise ought 10 be privatized. An
exception is New Zealand which perfomns an in- versus out-of-thc-gavemment

ERNSI & YUUNG LLP  1Di202-327-b22(  JAN 04'96 18357 No.01d P.14
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discounted cash flow analysis to determinc whether or not to scll a SOE. The ‘
government uscs a murket discount ratc apprupriate for the industry in which the entity

opcralcs for valuing both continucd govcmmcnt owncrship und private seetor |
owncmh:p :

The goals of the UK privatization program in and of themselves did not suggesta
sclection strategy, and the decision to sell specific cumpanies was driven by the overall
aconomic and poliical policies rather than a strict cost-bencfit analysis. Ultimatcly, the
UK selected a number of finus in the crrgy, telecommunications, automotive, . -
acrospacc, stoel and utility industrics. o '

In Australia privatization sclections seem (o anisc from the interplay among deficit
‘reduction, commcrcial and political considerations. In [993 the government abandoned
the sale of Qantas because of problems with integration of the Australian Airlines
busincas, increased international mirline compctition, and divergent views on value. In
order to compensate for the corresponding A$2 hillion deficit in the Federal budget, the

govmxmcm chose 1o sell an additional 19% of the Commonwealth Banks to'raisc AS1.7
hillion_ ¢

Rcforc approving a particular privatization, the Canadian Cabinet must be satisfied that
(1) the comoration docg not scrve a public policy purpose for which govcmmcnf
owncrihip is still requrred, and (2) the company has the potential 1o become
commecially viable, 1.c. ix likely to find a buyer.* No attempt is made to quantify the
financial tradcofTs betwoen sale to a private huyer and continued public ownership.
Partiamcent votes on esch privatization and questions from MPs typically relate to cither

the advisability of privatization per 3¢, of bow pnvaunuon will affect the corporation or
departnent’s employees.

In France, parliament passed laws in 1986 and 1993 giving the government authonly Q)
privative specxfic stalc auu-mm The compaoaition of this lcgislative “long lisl” appcars
1o be mainly a pohucal decision * The law of 1993 followed closely the center- -right
RPR-UDF alliance's vicwory in the 1993 clections. The allisnce’s political platform
stated that “all ban.lu miurance companies, and compamea in compctitive markets will
be privatized™,” The law is an capreasion of 1ntent 1o privatize. The actual privatzation
ot 8 company is mggacd by government ducree. ‘The governinent does not appear o

“pexfomi a detailcd cost-henefit analyms before issuing Lhe decree.

"?nnuubmn’bwuhm Proctsccs m Orher Nations”, Dcccmbcf 1995. (.tAOIA!MlJ 96-23.
* Privawzation Ycarbook, 1994, p24)
’ The lionorsbic Jobn McDearwwd, P C M P Mimsster of Stwic for Finance and anmntmn Canada,
. “Priveiuzaton: The Cansdian Swry”™, Carncges Cowmal Privatization Pro;cu Nus. 1K March, 1993,
s Privatuabon liicrmstiunal, Masch 199} ,
? Ibed. .

{ -
il
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¢ According to the Privatization Plan dcsigned by Jtaly’s Ministry of Treasury pursuant to
Law 359 of 1992, two groups of companies were to be privatized, i.c., thosc controlled
directly by the state and thosc beld through industrial holding companics.” Individual
catcrpriscs are eligible for privatization if they: are likely to find a buyer, require minimal

or no restructuring, arc not decmod strategically important and arc compauble with 8
compcutwe market. : .

i

Developing and Transitional Countrics ‘
Dcvc oping and transitional countries typically usc various screcning criteria to select and .

prioritize companies for privatization or W separate the entorprises that arc candidates for
liquiciation from those that can be privatized as going concems:

. Size - mahy governments have started with small and medium enterprises before
moving on o selling the larger SOEs on the grouruls that smaller privatizations ]
arc casior to implement and the benefits inorc apparent to constituents !

. Financial Performance - Financially troublud enterpriscs arc most often among the
" first candidatcs for privatization, although in some cascs the “jewels” may be j
offercd in order to increase the chances of a successful sale -

. Strategic Impostance - Strategic reasons are most often cited as a reason for not 10
privatizang & particular SOF. : ’ - :: t‘

. Consistency with government sector priorilics, or remaoving botl.lcneckx to a{}lb
economic development , ~ ' “dlﬁ

« ° Depgree to whach the SOL opcrates in a competitive market |

. Exuemt of restructuring acceasary priof (0 privatization

. 1dentity of Pruvavus Owners - donationalization or retum to original owners

. Fxistence of Potential Buycrs - eather based on specific expressions of interestor

a peneral assessment of marker cooditions

' [
' . !

. International Leading Organizaton Preferences
- Swategic fil with remaunung SOE pertfolio
. Sociéecmdmic Jmpects of I'nvatization

* Frvatioatios Yosrbook, 199 R 1994 - : . f
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Most of these criteria cither refer to observable characteristics of the cnterprise or
qualitative judgment and arc not directly relevant o the proposed USEC transaction.
Some of the more relevent factors arc the existence of a potential market for USEC,
extent of restructuring nceded and financial performance.

We have found no evidence of any devcloping or transitional country that uscs a rigorous
quantitatve mcthodology 1o select enterprises for privatization. In fact, the nature and '
objectives of the privatization process in most of these countrics tends to negate tho '
usciulness of such a methodology, for example:

. "Limited or unrcliable data make such a methodology impractical. ;
. Most of the enterprises being cansidercd for privatization arc loas-makers. E
* . ‘T'hesc countries’ political systems typically demand a lowcer standard of

accountability from decision-makers who do not face the same demands to justify
thair actions to their connimcms ax those in some western demaocracics.

'nnn the experience of developing and trausitivaal countries offers little gu;dancc for
interpreting the NPV calculalion called for in the Encrgy Policy Act.

'
- .

)

a0

Implementation

Many implcmentation Lssucs arc common to privatization programs in developed as well
as developing and transitional countnics. We focus on the important factors commonly

-sygociited with privatizing an operating amry such as USEC and provide examples from
dcveloped countrics where relevant: . '

| )
‘ u{a.:.;

Government Motivanon: Governments have had 10 rank their motivations for P

prvatization id terms of importance  In February 1985, the DOT recommended 1o the I

U.S. Congress that annther ruilway be allowed 1o purchase Conrail because they believed

s railroad would be more likcely o sestun its operations. Critics suggested that the offer !

price Lumtdernbly undervalued Conrail  The DOT plan was defeated and Conrail was
: hmlly privatized !.hmug}w a direct puNn offenng of shares.

Method of Transaction  ‘Ihe three comenan methods of sale arc: initial public oﬂ”cnn;, of
shares (IPO), competitrve teaders ond pryvaic sales including managemeant and cmployee
buyouts. The sclection of s tale mechanism is uxually mado on a casc by case basis.
However, in countrics such as }'rancc, Italy and the UK where increcasing share
ownership is a stated goal, pnvatzaton i3 oficn accomplished through public offering, .
Funthermare, an [PO bas often been the option for the sale of larper husinesscs, :
paruculurly where there was expected o be a wide range of institutional or public
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" demand. In gencral 1POs had higher transaction costs than pnvatc sulcs, but in many
cases had higher expected proceeds.

In Italy, privatz: sale is treated as a residual method, to be carricd vut only if
circurastances warrant and under special safcguards such as valuation by two different
financial advisors. In Canada there is & preference for IPOs where feasible, but the -
govermment's cxperience has beea that high transaction fees makc an IO uneconomical !

_ except for the largest transactions, such as Air Canada, New Zcaland has relicd almost ‘

- exclusively on ncgotiated sales to stratcgic investors. Partial share salcs were tried inthe |
carly stages of Ncw Zealand’s privatization program but were found to create many i
comphcaumu and to increasc transaction cosls. '

Pricing: Correctly pricing a new issue is difficult. In some cases governments have been ;
accuxed of unusually large underpncing after an issuc was oversubscribed and the price
increasced immcdiately after the offering. If, howcver, an issuc is overpriced and
undersubscribed the validity of the SOE as a private firm can be put into question. On
balance, politicians have seemed to favor underpricing because they discovered that the
ussociated capital gans to private investors provided a new source of support for their
privatization programs and the administration in power. In some circumstances
governments have uscd warranus or clawback clauscs to address pricing uncertaintics.
‘The problem of correctly valuing governinent assets or opcrating companics cxists in a
‘privatc sale as wcll as in an 1PO, but any underpricing is not as transparent.

g

Although we have found litdc evidence of formal valuation techniques used to select
privatizauon candidatcs, some countnies perfonm a fonnal valuation to calculate offering
prices or cvaluate bids. For example, in Canada & financial advisor, usually a Canadian
merchant hank, is hured to perform 8 valuation and develop a sales strategy. France has a
Pravatization Commission whose duliex include tixing a floor price for transactions after
the decision W privatize has been made. The floor price is sot by reviewing valuations
performed by professional sdvisors.’ The UK hircs advisors who calculate how the -
private scctor will value the mury whea privately owned. -

-
o

chuluinwoncmlm- Whea astursl or statutory monopolics were chosen for sale, the
sclling goveraments insurcd that the necessary regulatory controls were in place. In some
cases, special lcgistation was enacted o cover the period until competitors were cxpected
to cnter. Still other entibies were carvad-un %o gencrale separatc opcrating companies that
vould compete with each ather in the privete markel. 'f

Restructuriny Prior to Sale: Entines selected for privatization are corporaumd prior to |

salc. Purther financial, mpnmml or managcrial changes may be needed i in order for o
the endty to bc commercaally viable

* e vatiatun/Divestare Prmtcos w Othar Nenons™, Decembes, 1995, GAO/AIMD-96-23.,
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S Other Interested Parties:  In the British Gas privatization, the public was cacouraged to-

_ buy (hic ncw shares with offcrs of reductions in scrvice costs for all sharcholders.
Workers' concerns have often been manayed by offering than shares. On occasions -
where therc was management opposition, it has sometimes been diffused by giving
managcrs board scats prior to the privatization or by the pOSSIblhty of higher
compensation under private cnmpcmnon

Enubling Workers to Buy Shares: Some countrics, such as France, do not have a long
history of individual sharehalding and somctimes individuals have little cash available i
for investinent. In the Rhonc-Poulenc snd EIf Aquitanc privatizations, Bankcrs T'rust
developed a special loan program such that investors who paid cash for one share could
barrow cnoug,h to purchase a further ninc.

L:mxmgg I-orcxg;uumu: Many countrics restrict foreign investment in privatized !
firms. Forcign investmeat in Fronch companies was restricted by legislation 10 20%. '
Canada, concemed sbout control of previously state-owned airlincs, passed legisiation in |
1987 to restrict forcign ownership of airlines to 25%. The Japunuse prohibited all foreign |
investrnent in Nippon Telephone and Tclegraph from its IPO until it was fully privatized. .

Strateric Industries In the casc of some strategic industries there is a government dcsirc r‘*’-&J
10 regulate ownership and conurol certain aspects of the privatized SOE. In these cascs 3y
the govemment holds spocia) shares that grant it control under certain conditions. The .

provisions vary accoeding to the individual circumstances of the company, but typically ot ﬁ

prevent any onc person, or gruup of persons -cxmg in concert, ﬁ-om contmllmg the eqmty “‘"’ﬁ :
of the company. .

Succesr Measurement : : 1
The success of a transaction is viewed di(Terently by the various stakeholders depending

on their objectives for the transaction  For countries that perform valuation prior o sale,

in the short tcrm, any sale that brings 1n an amount cqual Lo or greater than the value of

the cnLerprise oF activity is judged o success  The Japan Tobacco share sale was a major
dixappoinuncat for the government. More than 40% of b shares went unsold because

the share price was sct 100 high and the ummg of the deal failed to take account of tho
weakness of the market

Longer werm success 18 gencrally measured 1in broud terms such as: reduction in customer

prices, increased competiuun 1n the industry, improvement in financial pcrfnmwlcc !
wider consumer choice and betier quality services. 1
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Unitcd Kingdom Experience '

We discuss in detuil the pnvauzauon cxperience of the United Kingdom because it is the
international expericnce most relcvant to the potential USEC privalization.

Goals of the UK Privatization Propram

In 1979, the nationalizcd industnies in the UK accounted for about 10% of GDP. Thcy '

employed about 1.5 million peoplc and dominated the transport, cnergy, communicatons,

stee! and shipbuilding sectors of the ecunomy. However, the performance of nationalized
industries was consistcnily disappointing in terms of total rcturn on capital employcd as
well as on priccs, productivity, manpowoer costs and customer satixfaction.

Social and commercial objectives became inter-twined with the result that many of the
performance problems of the nauonalized industries could not be addressed. Morcover,
hecauie theif borrowing for investment was underwritten by the governmient, the - ,
natiopalized industnes had to compete for public expenditure with all other govemment
spending programs. Thus, the noeds of individual statc industries were often
subordinaicd 10 macnecimomic requircments.

Succeisive governments unsuccessfully attempted to address the problem through
increasingly stringent control frameworks in an attcmpt (o try to replicate markct forces.
The conscrvative government elected in 1979 adopled u different approach and set out to:

. Introduce competition 0 unprove elfkiency
s Reduce the public scctoc borrowing requiremcat
. Promotc wider share ownership ‘ :

. Reduce political interference in decixion making

Privatization through pnvate tale !m heen a key clement in the strategy to achicve these

goals. Other clements i the strasegy inctuded tenden for a w:dc range of Rervices in the
public sector and, where cost effecuve, cuntracting out.

. .

Selection of Privatizution Candidates

As previously stated, the goals of the UK privatization program in und of themselves did

not suggost a relection stralcgy, sad the dexiaron to sell speeific companies was driven by

the overall economic and political policscs rather than a strict cost-bencfit analysis.

'~ Whea chousing an enterpnse for pnvauzation, the UK considered whether the entity was

. 8 core Or non-core publc sectew actwrty of service and the extent to which there existed
competition.

ERNST & YOUNG LLP ID:202-327-6227 JAN 04796 19:01 No.014 P.20
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Implémentation
Restructur ing

Allho»ugh thc UK has primarily sold nationalized industries, which were alrudy ina
‘corparate form, the Treasury first considured whether or not an cntity needed to be
restructured prior to sale, Restructuring could consist of financial, managerial or
structurasl chuanges. When the watcer industry was privatized the government wrote off tho

. indusiry’s £5 billion public scctor debt as well as injected approximately £600 mdhon
British Airways® debt was also written of T hefore privatization:

The prospect of privatization enabled companies to hire expericnced managers from the
private sector. For cxample, two years before British Telecom was privatized, it was
possibilc to attruct a chairman and a number of vther senior cxccutives from the private
scctor who may not have joincd bad they not known the company would be privatized.'®

‘T'he clectricity industry in England and Wales was split into three generating companics,
twelve regional electnicity distribution cumpanies and an entity owning the national high
voltage ransmission network. The ncw structure was designed to allow for compectition
in clectricity generation and distribution.

Reyutation for Monopolica

Where natural or statutory mooopolics cxisied and were sclected for privatization, the
government insurcd that the proper regulstory cnvironment was in place. For example,
the regulatory legislatnon that sccompanied the British Tclecom privatization limited

" price increases for 10 ycars to 3% below the cost of living growth and guaranteed
distribution of scrvices to unprofitable rural arcax."'

Mcthod of Sale

Afler any necessary restructuning of regulatory change, one of two principle methods
have hizen used 10 transfcr the entity to the privale kector: initial public offering or a
private sale, including management buyouts and cmployee buyouts. The overriding
factor in deciding on the method of pnvatization has been maximization of net proceeds.
This ix driven largely by capstal market requirancnts such as: the financial track record of
the entity, the gizc and nature of the busincas, and its continuing financial viability.

An IPQ) has been the option for the sale of larger businesses, particularly where there was
expected 10 be a wide range of insttubuna! ar public demand. In general, IPOs had
higher transaction costs than private ssles, but in tmeny cases had higher cxpected
procoeds. In addition, IPOs have enahied the government to achieve its objective of

" Dnan W. Pomeroy, “An Asscsamcat of Friveticatinm in the UK. Mistakes, "%mw.s. and Future
Prospects”™, Camcgic CounaaUDR T Incarasucesl Povsuzaton Project No. 4. Scptember, 199).
" Prvanration: The Motives snd Oukcomnn, 1LUS Casc 9-389-004,
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wider share ownership. Tn the case of some strategic industries the government retained a |
special share, called a “golden share” that granted it control under certain conditions.

Setting & share price for an IPO is a complex task. In the UK the share price is sct by:
. announcing a fixed pricc, which 15 ket on the basis of abalysuq performed by the
' povernment's financial advisors

. consulting with institutions to determine demand &t a given price N
. a combination of the two ‘ . | N

Morenver, in somc cascs discounted prices have been sct for small investors, consisient
with the governments goal to broaden share owncrship.

Sinalicr SOEs have typically been sold to trade purchasers. Government policy has
cncouraged management or employee buy-outs consistent with promoting cmployee
sharc awnership. In privatc salcs, the guvernment’s financial advisors typically conduct a
discountcd cash flow analysis to establish s floor price for evaluating bids.'? The problem
of correctly valuing govemment a3scis or operating companics Cxists in a private salc as
well as in an JPO, but eay undcrpnicing 1s not as transparent. .

4a

: : : -~
Discount Ratcs : ' e -3
The UK government is obligated to secure valuc for money for the taxpayor and all sales ﬂi-ﬂ
arc revicwed by the Public Auditor. Ahhough no formal quantitative methodology is : p-——{’

used to select specific companies for privatization, discount rates have been used in two '
ways in the privalastion process:

’ to comparc the mcome stream of an entity in the public'soctor with the proceeds

of privatization, and
. 10 cvaluatc how the pervate sector will valuc the entity if privatcly owned ,

In the UK, kivestments in public services (1.c. in a nun-commercial part of the economy)
arc gonerally evulusted using a real discount rate of 6 perceat, despite the fact that the
govemment can borrow ot s real matcrest rare of 3 10 4 pereent, the risk-free rate. The 6
percent is supposed o give an efficscat comparison (o & low-risk private scctar pre-tax
cust of capital that such expenchrure might be displacing. For cxample, when the i
government looked st whether cortan pnisons should be operuted in the public or private
scctor, they used the same real discount rate for both income streams, 6 percent.?

u "f‘mnummn}waum Practsces 18 Uthcr Natums™, Decomber, 1995, GAO/AIMD-96-23,
Pmul\’oung mncrnal documena


http:jAOIAlMo.9f
http:ill11.hc
http:corrcct.ly

. lonyg term real interest rates or company ratcs of return,

DRAFT '
- ' ‘ . Pagc 19

Pricing pubhc capml at 6 percent for this purpose is supposed to give a margin above the
cost of governmcent borrowing that is sufTicient, but not excessivce, 1o prevent any bias in
favor of public secior finuncing.

Whar the output of a public sector entity is sold in commercial markets, an averagce rcal
requirod rate of retumn (RRR) on capital employcd is sct, usuaily at 8 percent. This RRR
methadalogy was introduced in a white papar published in 1978 by the UK Treasury.™

* John Major, then Chief Sceretary to the Treasury, announced to Parliament an increase in

the RRR from S peruenl W 8 parcent in April, 19893, The change was based on
cmpirical evidence of an increase in the average real rate of retum camed by industrial

ERNST & YOUNG LLP  1D:202-327-6227 JAN 04°96  19:03 No.014 P.23

und commercial companies (1CC) {mu:lud:ng the North Sea). According to a UK treasury :

working paper on discount rate isvuex'®, the average return for sll companies was
believied at the time of the announcement to have increased to around 11 percent. The
standard RRR of 8 percent was sct somewhat below the expected ICC retum over the
long term to: 1) reflect the pereoived lower risk of some public scctor sctivities, and 2)
miligalc disrupuon thal u very sham niac from § pereent would have caused. (The
measured avaruge 1CC real return on assets tn 1988 has since been revised to
approximately 9 percent from 11 pcn:cm. however, the mmdard RRR of 8 pereent was
not adjusted )

Acconling the treasury working paper, “the general RRR of 8 percent is in practice
apphcd to all the nationalized industnies, although it is specificd ax @ maximum for

- monopolies and it does not preciude higher returns for a public body that 18, for exampie,

in o cyclical market and scheduled for pravatization™. ' Further, standard discount rates

and RRRs uxed in the public sector should reflect any sustained changes in projections of
11

According to the UK's k:chnjal guude for gnvernment departments, “There is no
standard discount ratc for bodiex controlled by an RRR regime. However, it is common
in pracixee for a discount rate to be used which 13 cqual to the body's RRR or higher on

. grounds parntly of simplicity and partly (hat the use of such a rate, especially whon applied
to comupercial returns on large projeuta, helps to ensurc that the RRR will be achieved on

average™."* For discounung the coots and honefits of publicly financed roads a real

'

* Luanuinic Appraisal in Comral Governmers A 1 ochmcal Guide l‘or Gavammem Depanuments, HM
fwuuy(l\wal 19Lpe M

Ammu«.mmcmumummww John Majar, then Chiot Secretary 1o tho
Truwry 1 Marliament in Apnl, 1909 ssuasxing the change 10 8 percent.

* Spackrnan, Miches!, "Dusanat Ratn ami Roscs of Retun m the Public Secior: bwtmtclm 1M
Treasury Warking Paper No S8 Jameary, 199
" Ibid pic 32

‘ "l’bnd pii- 42

* kcoaotnic Appraisal in Contral Covermencrt A Tachnical Guids for Govemnment Depariments, HM
Treasury (Apal 1991) pg T8
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~ discount rate of 8 percent is used. The real discount rate for railway invesimenis is R
percent. ‘

Success Measwurement o ' ' - ;

The success of the privatization program has been measured in broad terms, such as: g

. Salc proceeds or minimization of ongoiny public subsidy _
. Reduction n the proportion of GDP accounted for by the publnc seclor ‘
. Rcduction in cansumer prices :
. Subsequent improvement 1n financial performance :
. Wider consumer choice Ii
. Dotter quality services t

. Access (o private capital markets | o ' 1

The state sector in the UK has fallen from around 10% of GDP in 1979, to the current
figure of just over 2%.™ Over the ame period the numbcr of private investors has risen
from 3 million to 10 milhon , an increase to which the privatization program has
contributod greatly. About 90% of chigible cmployces bccamc sharcholders in their

- cumpanies’ pavatizations. , ‘ , _ .
Prices to consumm havc un average fallen and the quality of service has riscn. For 'T)
example?! , P;-»

. ' o \
. Since privatization 1n | 986, Rnitish Gas prices to its industrial customers have ' ~\
" fallen by wbhout 35% in real wcrms. : r—- i

\ ‘ . |

. Since privatization of the clectncily industry began in 1990, large electricity :
customers have beca able W shop around and select another supplier offering ’
heua value for moncy. Choice of wpplicr: for consumers is under considerution.

. Bntish Tciccam * main prces, ia ml \crms, are over 35% lower than at the timc
of pnv:hzatum

. Ny 1994 more than 95% of puhbc pay-phoncs were warking comparcd 10 ‘77% in
1977, and mince privanzation, BT provides 60% more of them.

mn& Ymmg, Privatustum o the UK ,
* HM. Treasury Ghude to he UK Privasssine Programme (Augun, 1995) . '
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‘Returns on capital in the privatized industrics have increased and the privatized -
companics have been able ta raise capital in privatc markets.

There are two main motivations for privatization at the state and local lcvel: palicy and
financial. Privatization policy advocates hold the view that privatization can reduce
government size, influence and bureaucracy. Others scc privatization as a way for statc
and local governmenw to save (or raisc) money without reducing scrvices. Privatization

can include divestiture of opcrating companics, assct salcs, oompcmwc contracting,
vouchers, and public-private pmncrshsps

1

i

1

i

i

l

|

DOMESTIC PRIVATIZATION ‘ : 1
. ) ) I

!

|

l

ﬂ

1

i

l

Comp- titive contracting is the most common form of prwanzaum at the state and local {
lcvel. For example, comnpetive contracting has been usced for solid waste management, {
jnitorial services, caly bus operstions and park maintcnence. Asset sales or full !
divestiturc of an opersting company is considerud most often for infrastructure projects \

such ai: power plants, waste treatment {acxhucs water xupply facxlnics arrpons and
roads, and real estate.

«
e
J;,‘:f’&,.’_
et

Waste Water Treatment Facilities

K '}"

Typlall y there are three altcratives considered for city - and district - mamed wastc
water treatment factiues: outnght private salc, long-term lcasc with buyback option, and

" operating cuntrsct only  In-four of the five facilitics included inlour survey these
alternatives were compared using an NPV mecthodology. ‘

The NPTV analyses perforncd fus theac citics and districts used the same discount rate for
all scenarios and differences i operating chanactcnstics were reflected in the cash flows.
The discount rate for all wastc water treatment plant scenarios was hased on the average
cost of capital for the csies and distracts. Thus low-nixk discount ratc rcflocts the belief

that the cash flows are esscatially nak froc because a watcr trcatinent plant’s revenucs are
" not nﬂ'cctcd by marlu:t conditions.

[
’ N Y
. —-—
:
—_

%

'

‘Many nther fuctors were considerod :mpmmn by the scllm mdudmg

. Rffect on ratepaycrs
Control of entny
+  Regulatory camphance
. Ratc stability
«  Quality of fervice
Acceptance by constituent ciucs (1 the case of a dmmct-owned plant) .

L
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»  Capital expendituros ‘ . =
. Accountability © 4 : ' b =
. Implementation ' 3 =
. Treatment of grant funded asscts R

To datc, the only completed sale of & wastc watcr facility occurred in Fran2:=.
Petaluma, CA will be sending out roquests for proposals in carly 1996 forr—rz= ~
owned wastc water tcauncat plant. , i

|

Wilmington, DE is currently ncgotsting hids on cither long-term lease wiz=ck
option or outright salc ul its facihity. One problem in Wilmington is that 1z o=
the county as well as the city. The county, concamned about potential rate ==
upsct that the city will get thc windfall from the sale, is threatening 10 buii:::: epicon

Charlotte, NC choase not w privatize, even dwugh it was the alternative win= - = —

[t ep
. NPV, hecause of projecicd ratc increases to the users under private owner:.

Indiangpolis decided non to sell its plant duc to the treatment of its grant fuzssars—

Airporis ‘

~ Under coatract t Juha F. Brown Company, the firm Babeock & Brown, i===) =
conducicd a limited-scope “privatizauoa study” for the City of Los Angele “= 35— rr—————m
report presented the alternatives of sale, lease, and City (for-profit) ownersz _zs — ——

Angeles Internationsl Airport (1LAX). The most critical assumption madc o= :x - : ‘

fulure rovenues and expeascs would be the same under different ownershiz=os e
that is, whcther the siport was owned by the City or by private partics. To:= iz ‘ I
used # discount rate of 6.5 percent for ol throe scenarios. This was the aprmrz == —
current yicid on the Cify's 20-year general obligation bonds. | =

. |
Robert Poole nﬂd Bryaa Snyder of the Reason Foundation critiqued this ansz = — =
1993 swdy, “Privatizing 1 .08 Angcics Intamational Airport: Analyzing the =z e
They have d'm:c main criticisrns of the R&R wark: e
. The cath flows woukdn' be_the same for all three scenarios. Nume=zic == i
|wivatization in genoral and empencal evidence from Britain's privass— — e
ithow increasad prufits sfter pnvatuzauon. ' 5 mm——

. 13&B°s analysis doca not make the distinction betwoen the opcratinpes ~M
the threu scenanos and the financing assumptions. ' ; M—-—"—““

" Babcock & Nrown Inc., “Los Angtios imernatsnnal Aurpurt Privatization Study,” subiniZre o7 __.._—-—M
Los Anguics, Department of Awpora, May 1W1  Duscussed 1n Poole, Robert snd Brysn r W
"Privanrsing | o8 Angolcs Insrmanemal Avport  Asalyang the Altematives”™, Ressun Powm:08Y M

A
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valuations are u:sed to asscss private bids to make surc the city is receiving the fair markct
value of the assct. i '

U.S. Rcso!ulio;s Trust

: . ,
The Resolution Trust Corporation (RTC) docs not use risk-frec discount rates to valuc ;
their rcal estate assets. The RTC was formed specifically to liquidate real estate asscis. ‘
An ovcersight board revicws overall strategics, policies and goals of the RTC and :
approves, prior to implcmentation, RTC ﬁmmcml plans. budgcts and periodic financing i
requests. Current members of the ovm:ght board a.rc

Robert Rubux Secreury of the Treasury '

~ Alan Greenspan, Chainpan of the Board of Governors of the I cdcral Reserve
Ricki Helfer, Chairman of the FDIC
Jack Ryan, Acung RTC Chief Exccutive Officer
Jonathan L. Fiechter, Acting Director of the Office of Thrift Supcrvision
Robert C. Larson, Chairman of Taubman Realty Group (Independent Member)
Herbert F. Collins, Chairman of the Board of Boston Capital Partners, Inc.

(ndependen: Member) by

' . . i \A‘.}:-‘?a

‘Ihe RTC Valuation Mcthodology for portfolio salcs is developed in Appendix 11 (March, L'L:X
1992) and the Revised Appendix 11 (February, 1994). “Derived Investment Value™ | .- i‘
(11V) is a measurement of value for income-producing real estate and land assets and is ey

used by the R'I'C to evaluated bids for RTC portfolio sales. DIV is based on the |
discounted cash flow approach developod by & consortium that included Kenneth
Leventhal, now Emst& Young Kenneth |.eventhal. The appropriatc discount rates are
discussed as guideline spreads over the comparuhle maturity treasury index 1o yield
private sector discount rates. _ A |

. The apx'ca';h fue performing and subperforming loans range from 350 to 750 basis

points dcpending on the ssact. ;
. For non-performing laans the discount rates ranged from 12 to 22 percent. |

These discount raics are mu nsk-free, but inuead reflect the riskiness of the cash flows.

Cumsat

The Comsat cxample is relevant o USFC in that a Feders] Agency accepted a market- ?
based ¢quily rule in determining the appropniate rate of retumn for Comsat. The issuc was

T Overnight 13oand Public Affairs Group : ‘ ?
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valuations are u.sed to ABSCSS pnva(e bids to make surc the city is recciving the fair market
value of the assct. . e

U.S. Resolution Trust

The Resolution Trust Corporation (RTC) docs not uke risk-frec discount rates to valuc
their real estate assets. The RTC was formed spocifically to liquidate real estate asscis. :
An oversight board revicws overzll stratcgics, policies and goals of the RTC and ¢
approves, prior to implamnentation, RTC financial plans, budgets and pcnod:c financing i
requests. Current members of the oversight board arc
Robert Rubin, Sccretury of the T n:asury : : ; '
Alan Greenspan, Chainnan of the Board of Governors of the Federal Reserve
Rick: Helfer, Chairman of the FDIC
Jack Ryan, Acung RTC Chief Exceutive Officer :
Jonathan L. Fiechter, Acting Director of the Office of Thrift Supmision !

Robert C. Larson, Chsirman of Taubroan Realty Group (Independent Mcmber) w
Herbert F. Collius, Chairman of the Board of Boston Capnal Partners, Inc. o
(Indcpcndcnt Mcmber) , lp,', J
S B
The RTC Valuation Mcthodology‘for portfolio salcs it doveloped in Appendix 11 (March, .57 'a
1992) and the Revised Appendix 11 (February, 1994). “Decrived Investment Value” ;L‘\ ‘}
(1)1V) is a mecasurement of value for income-producing real estate and land assets and is ; Fmey

used by the R'1C to evaluated bids for RTC portfolio sales. DIV is based on the
discounted cash flow approach developod by a consartium that included Kenneth
Teventhal, now Emst& Young Konneth | eventhal. The appropriatc discount raics are
discusscd as guideline spreads over the comparuble maturity treasury indcx to yield
private sector discount rates.

. ‘The spx'cd‘ds for performing and subperfornung loans range from 350 to 750 basis
points depending on the ssact.
. For né_;n-pcrfomng laans the ducount rates ranged from 12 to 22 percent. v!

These discount ratcs are mx nsk-free, bt indesd fcflc’cl the riskiness of the cash flows.

Cumsat \

The Cotnsat cxample is relevant o USFC in that a Federal Agency accepted a markct- |
based equity rule in determining the appmpnate rate of return for Comsat. The issuc was |

™ Overnight Bosrd Public Affurs Growp
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dcbated dunng a serics of Federal Commumcanons Commission (FCC) hearings hcld

intermittently from 1965 10 1978 in ordcr 1o dctcnnmc what rate of return should be
applicd.

Comsat ix a privatc coonation cruated in 1963 following an act of Congress to develop a

. cuommercial satcllite xystem for international le-communications. Although Comsat
was ificorporuted as a private company, the Satellitc Act of 1962 roquired it to ofYer its

~ custorners the benefits of the new communications technology in terms both of immproved
yuslity and rcduced charges. Cosnsat has statutory monopoly on provision of

~ internitional space cquipment for the types of scrvice the U.S. considers to be in the
national intcrest and Comsat is the U S. signatory to the International
Telecommunications Satellitc Organization (INTELSAT).

Fromn Comsat's inception there were arguments regarding its proper rate of return on
capital. The FCC held beanings 10 sct the rates both retrospectively and going forward.
The Commission heard from various cxperts each using different methods of calculating
a cost of capital.™  Dr, Stuart C. Meyers, an cxpest for Comsat, used the CAPM

" methodology and calculaied s midpoint estitnate of 14 percent. Dr. Meycrs was also
asked 10 comment on Comsat’s nskiness relative to AT&T. He reporicd that Comsat was
twice as sensitive to peneral market movements as AT&T. 1lc also shawed that

- Comsat's toral vambuhty 10 retum was greater than AT&T's.

Dr. Buggenc F. Brigham, a second witness t‘or Cornsst, used thc hmuncal returns on 602
industrial finns and 56 utibitics plus his judgment that Comsat's risk was roughly
oquivalent to the industmials and higher than the utilities to estimate a range of 12 percent
to 14 parcent. Dr. Willard T. Carleton, & witneas for the FCC trial stafl®®, added a risk
premiuim of 2 (o 4 pereent o the U S. Treasury Bond ratc to arrive at an estimate of 7

pereent. ‘The small risk promium was based on the stafTs' posmon that Comsat investors
fuce relauvely littie nsk.

743

-

]

-

, Basod on the cvidmcc ptcwmcd by the various witncsscs, the l'(.(., decided to “detcrmine
as nakless return on invested capital ss we can find, and add to it a risk premium
reflocting the risks found present i Comaat’s fulfillinent of 1ts statutory mission. We
also find it useful, as s yardstick, W comparc Comeat's risks and cost of capial to
AT&T."* Tho safT"s posiion was that Comuat was no more risky than AT&'T" in 1964,
and probably s little less, and that by 1975 Comsat was certainly less risky that AT& T
The FCC's recommended 1972 cost of caprtal for Comsat was K and 1/3 percent based on

*

* Commismnmtions Satcllite Comporsnon (COMSATY, 1188 Canc 9-276-195 Rev. /11795 and First Year
Finance utaching notos.

™ In the I'CC proceoding, repransiatives of the Cumemen Carvicy Burcau’s tris] stall tnok \bc rule of public
sdvucats. To fulflit this rola, Uwy wore scpregmed frua the Commission's docision making persoancl.,

* FCC Diocket No. 16070, “Camemenwatsans Sax thie Corporution, Investigation into Chargex, Practices,
Classificitions, Rates and Koyulstnna ™, pelossod December, 1975
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“ qualitative adjustmcnts 0 AT &T’( authorizod ratc of rcmm mnounced in 1971 of 9 and
3/4 percent ¥ Thus, the rocommended rate of retum for Comsal was not a risk-free rate
hut ruther a market-based equity rate. :

TRANSACTION COSTS

Costs incurred in the privatization process in the UK have been the subject of evaluation
by the National Audit Officc (NAO). They fall under # number of headings:
underwriting and commixsions, sclling commissions, clearing bank costs, markcting and
advertising costs, and advisors' fees. Tables One and Two (pages 60 and 62) give details
of the cost of various privatizations. Table Two shows more detail than Table One, but
only covers 1] transactions since 1984, The highest absolute cosis were incurred in the
case of the utilitics. In the case of BT (19R4) and British Gas (1987) this was due to the

. high underwriting costs of 0.375 percent and 0.75 percent of procceds respectively.

" 113 helpful to look st the costs incurred as a percentage of the total proceeds. The.
highest ratio of costs to proceeds since 1984 was BT in 1984 at 3.9 pereent, with four
other deals also cxceeding 3 percent. The lowest costs on this basis arc British Steel and
the Regional Electne Coaspanies st 1.9 pescent and 1.4 percent respectively.

Transaction costs (including salcs commission and legal fccs) in Canada ranged from
sbout 2 perceat for & trade sale to § percent in the case of an IPO. Most of (,anada 5
major privatizations have been private salex.

A" ATAT as cak:ul.nwd by FULU raie heaniags that uscd cquity reaum for tq,uhicd utilitics a2 » basc and
madc subjective corrochuns basod on whether ATAT was more or lous mhy than the electric utilitics. Sce
1-CC Piacket No. 19129 rcicsocd August, 197) :
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) ELEMENTS OF BUSINESS RISK FOR USEC

We believe that the best way (o estimate a risk-adjusted discount rate, nssuming that |
USEC rcmains in the government, is 1o assess the systematic portion of the variability in
USEC’s earnings. In gencral, the elements of husincss risk for USEC that are related to
thc coinpany’s {lexibility to deal with market-wide changing cconomic conditions can be
charucicrized as sysicmatic while those elements of business risk that are morc uniquo to.
USRKC (c.g. changes in U.S. Govermmcat policy that affect the Suspension Agreement)
can be characterized us noa-systematic. Only systemalic risk is reflected in the discount
rate. Those factors that ufToct the level but not the variability of camings can be c.apmrcd :
in the cash flows. A i

It is ncither pasaible nor proper to assign prices (o cach element of systematic rixk for a
governipent-owned USEC and add them to get its total systematic risk. The appropriate
way to quantify the discount rate for a govemnment-owned USEC s to estimatc its total t
systematic risk. Typically, this is sccomplished be cxamining comparablc companies to

[ LI
estimatc risk. Because no perfectly comparable companics with observable returns exist, . 5
the praitical option s 10 use pnvaicly owned and publicly traded comparablc companies e
snd make adjustments 1o lhc resulting discount rate bascd on qualitative considoerations. TR
It 18 difficult, but nccessary, to examine possible adjustments to the privatc markct o f
.dl\count mte. . _ voof

. Syucmahc nxk mlght be h:gha fur » publicly owned USLC than f'm a pnvatcly i
' owncd USEC because the publicly owned USEC hax less {lexibility to respond to
market correlated shocks.

*  The public sector discount ratc migh't be cither higher or lower than the private
ncclor discount rate due to daﬂamt_m of financial distress.

* +  Privatc investors somcumcs require additional retum for an investment that they
believe will be dufficult w roacll — & premium for liquidity risk. Whilc the U.S. j
Govemment may face hiquidnty nsk, 1t does not requirc remnuneration for bearing
this tisk. Jiowever, because LUSEC w 8 large, well-capitalized company, ariy_
private scotor hquadity presosum 1s hikely to be small.

' We have considered theac 8nd other factors that could introducc differences hetween
" public and privaic discoun rates and concluded xuch cffects, if any, arc likely to be small
and may he offsctting.
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Becauie exact quantification ig imposéiblc. we recommend that the Governmcat usc a
rangc of adjustments of £ percent to the 12.0 percent mcdian discount rate developed for
the privatc USEC for usc in calculating the NPV of USEC® as a government corporatnon

Introduction

|
!
!
W have identificd the major elerncats of business risk that may or may not be reflected |
in the application of discount rates for thc NPV calculation assuming USEC remains in - |
thc government. Before we begin discussing the clements of business risk, we provide a '{
brief review of the theoretical backyground including a discussion of public versus pnvaie |
activity, concepts of nsk, and the characteristics of systetnatic and non-systcmalic risks. |
Nexlt, we briefly discuss how 10 apply these concepts o government activity and how a i
change in owncrship can afTect the valuc of an enterprise. Our discussion of the elements i
of business risk is next. For cach ideauficd clement of risk we provide u bric{ discussion |
on the impact of the nsk clement on USEC in the private sector then on USEC in the I
public sector followed by a characterization of the risk clement as more appropriately i
reflectid in the cash flows ur morc systematic or non- sym:mau'c in nature. Finally, we !

~ make s mcouuncnd.ltoon on how onc might quantify xuch nsk. i
|

|

l

I

Theoretical Background

Lconoinic theory presumcs a different objective for a beacvoleat government than it does :

for individuals or busincxses. Whilc the laner are motivatod by individual sclf interest P

and the desire to maximize profits, the government is assumed to maximize social

welfare. Consequently, the government, according (o traditional cconomics, ought to

pursuc policies and wcuons that beoefit society as a whole.

® Privately owned companics have clear beochmarks with which o judge their
performance: firm value and profits. .

. Publicly owned companics ofica have sevenl dxﬂ'crcnt nbja.llvcs to fulfill, soinc
h.nrdto measure and some even contradictory.

|

|

|

|

|

|

|

|

i

|

In 8 world with no market m-ufacnou. the actioans of private individuals and businesses |

will reiailt in outcomcs that are socially optmal ™ If, howcver, there are market |
imperfections, the actions of prrvatc mdividuals and businesses will diverge w some K ‘

| ‘ - o |

i

|

|

|

|

i

|

[

|

- ™ Adjusred from the USGC UDP waly dusanast rase of 13.4 percent quantificd by J.P. Morgan in April,
1715 dud w the docline ia the ned-free e of appronmaicly 140 baxis poine w uf I douombear, 1995, (,
®  Maikct imperfections includc oy dudrions such as monopoly power, imperfect information, the lack
of contingent markcis, or cvon dussurtans caused by government pohicy.
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extent from thosc that are socially optimal. Conscquently, the scope for gchmment
activily in thc cconomy becomes wider.

- Beonomic theory mgniuﬁs, bowever, that governments do not ncccssarily behave as
thoy should. As a result, governments somctimes intervene in the economy in ways that
do nat improve social welfare. This can be especially truc for government-operated

businesses that are commcreially viablc in the private sector. ' 1n most cases, government-

opcraled businesses have not responded well to market signals. Furthermore, they ure
often constraincd by a political environment that limits managcment’s ability to make

. dceisions to opcrate the busineas efficiontly, that is, to makc profitable use of its available

resourees. For cxample, the Government-operated USEC had madc scveral poor
decisions with rcgard to the uranium cnrichment business. The sconomy as a wholc
suffers hecause the rcsourccs anploycd by the p.ovcrnmcm could be mors product vely
used ¢ lscwhm

b'conumim have develuped u methodology 1o evaluate government investment projects
and governmceat activity. ‘This methodology ts sacial cost-benefit analysis. While

~ theoretically sound, 1t 18 cumbersome to smplement and requires many (sometimes
arbtrary) assumptions.”® Social cost-benefit unalysis may be required in cases where

there arc large market imperfections because the actions of the private scetor arc cxpected

to differ from thosc that arc 1n the public interest.

The financial valuation of a busincss gencrally does not take into account the externalities |
associsted with the husinexx. Huwever, government regulation can address specific
externalitics and 1narket imperfections such as the cost of pollution and the existence of

monopolics. Regulation can force the private owners and managers of a company to face

the additional social costs they impase on soxciety through the uperalion of the busincss.

In such caxex, 2 standard financial valustion should provide an accurate estimate of value

w both public and private ownes.

Many 'brivately-cm\od companics 1n scveral industrics gencrate covironmental
and public safety externalitien that are addresscd by government regulation. For
instince, nuclear power plants, oil refineries, coal mining and chemical plants all
gencrate externalines that would be the same as or exceed those produced by
1ISRC.

We assumc that the eritical externalities associatod with the operation of USEC

‘are addressed by regulaton.  Conscquently, we proceed with a financia) analysis. -

Sncial cnat-hencfit anstysis 15 comumonly uecd by the World Bank to cvalustc guvemment progrumns.
Fue an camnplio of low woei-benel anstyss could he applicd to cvaluate privatization sec Galal,
Jines, Tandnn and Vogclsang Weifery Co-uquance: of Selling Public Enlcrpma New York:
Oxford Univenaty Proua, 1994 . )
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Background on Risk

Cash flows that will not tluctuate from projocted smounts over time are risk-free. To
individual investors, a U.S. Government band is considered risk-frec because it is

assumed that thc U.S. Government will never rencge on it financial obligations.” The .
probsh:lxty. therefore, that the tuture cash flows will deviate from stated interest and :
principal payments is zero. ‘

. The discount ratc uscd to value nisk-free cash flows reflects the time value of |
woney.*?

Cash flows that may deviate from their projected amounts aver time are risky. In

general, investors must be compensated for the uncertainty associated with nisky cash

flows. Conscquently, when uncentsin cash flows arc valued, they are valued at dtscoum
-raics that arc higher than those used to discount risk-free cash flows.

- T discount rate used 1o value risky cash flows reflocts both the time value of ‘ .
" moncy and compcnsauoa for bearing risk. ' AR 3
. The difference between the net present vatue of risky cash flows discounted ata ‘ N i.j
_ rigk-inclusive rite and the not presont valuc of the same nisky cash flows o

discounted at 8 nisk-frce rate 19 8 measure of the present value of the risk.

Treasury Bond Rates Should Not Be Used To Discount Risky Cash Flows : i

The U.S. Treasury's lung-term cnst of hogm&mg. the yicld on a 30-ycar Treasury bond,
13 noOt AN appropnatc discount raro to estimate the present value of risky cash flows. i

. ~ Using the 30-yuar Treasury bond yiclds a8 a discount ralc 1o cvaluate higher risk -,
acti\:itick will icad to investment in activities that have high risk and low return. i

. It w&sld, bowcver, be an sppropnste discount rate for cash flows that arc risk- |

- Using the yield on a 30-year Tressury bond 1o value gmémmem investments implicitly
assumics that an sliemate use of the ﬁmh would result in a similarly low rate of return. .

Y Assuming the bond is held vo maturity
Y Adsuming rcal cash Quws. o o i
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Government Ownership and R_isl: V

Business rirk comes from seversal sources: . {

. Opcrating Risk : - 4,

. Market Risk - o !
.. Financial Risk B :

. Government chulatoryﬂ‘ohcy Risk : . : !

The inherent risk from running a busmcss docs not change with ownership unless thc new |
nwnc'mhlp : . .

. Changcs the operations

. Changes the markets of the business
. - Changes the financing

. Chmgcs the cxposure to governmeat regulation or polu.y '

We exsmine all of these factor 1o detrmine how a change from public lo private :
ownenihip might affect the busincss nsk of USEC.

Systematic and ﬁorf—Systomatlc Risks ; ‘ : (" “»‘&

The Capital Assct Pncing Model (CAPM) isn thcorcuca[ly sound method used o
csumatic a company's opportunity cost of capital. One of the key tencts of CAPM states "
that the risk of a well-divenifial portfolio depends on the market risk of the securitics o F
included in the portfolio. It is the non-diversifiablc market risk that sophisticated I
investors care about and that can he used as & beachmark for the roguired rate of retum
for m cumpany ‘s equity. Another name for non-diverxifiable market risk is systematic
risk. It is measured as the ratio of the covarisnce between the retumas of & stock and the
equity market as & wholc tu the vanance of retwns of the equity market. This
mcasuriment is called Bew. The systomatic nisk of a sceurity as measured by Bets ,
indicatcs the behavior of a share of the company's stock relative to moveincnts of the ?
tnarkct as & whole. In other words, 1f the Beta of company’s stock is 2, then the stock :
would increase 2 percent for ench | percent increase in the markét or in a like manner it ;
would decreasc 2 percent for cach | peruont decrease in the market. 1

The unique or non-systcmatc nsk of a company's equity is diversifiable and is not o
corrciatizd to movements m the market 'Aa wmvestor can reduce the varisbility of returns ?
of a singlc sccurity bry adding secunucs whosc returns arce in part uncorrelated. In other i
words, & certain portioa of the vanateiry of returns on onc sccunity will be canceled oul %
by the mavements of another socurity’s retums Aninvestor will not expecttobe -~ l
compensatod for the porion of varsbility of returns that are unique to a sccurity because f
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words, a certain portion of the variahility of returns on onc sccurity will be canceled out
by the movements of another security's returns.  An investor will not expect to be
compeonsaied for the portion of vaniability of rcturns Lhat are unique to a security because
almos: all of uniquc risk can be climinated through diversification. Only the systematic
portion of the total variability of sccurity returns to a risk aversc investor represeats risk

for wliich the investor expects to be compensated. T

The Government’s Portfolio is Tatal Economic Activity
The government, by virtue of its power io tax, holds the most diversificd portfolio
possible: the whale ecnnomy. This does not mean, hawever, that it should not be

compengsicd for amy additional rixk that it may bear by holding a risky invesunent.

. Specifically it should be compensated for the additional hyblcmam. risk that the !

mvcstmcm exhihits. .
. A broad markct indicator such as the S&P 5007 is a reasonable proxy for total i"’:"‘"
return 1o economic activity in the Umted Statcs. YN 4
[ CRLTHLN
If the 1;ovcmmcnt invests in projects or busincsscs with nsky cash flows without proper ' *3;-\.:_,
cumpensation it is passing the risks on to the taxpayers. Tuxpayers muy not want o be e ,“'r;
" exposed to those risks without proper compenaation. £ !’g
- . il
1‘

The Eftect of Monhlp On The Value of A Business

If two dlf’famt ownerz would allow a business to run in cmdy the same way, then the
valuc of the business would not change with the change of owncrship. Owncrship
changes affect value because of difTerent choices that a different owner would impose or

he forced to imposc on the company 's managoment. Specxﬁcally, a change in owncnhnp
can aﬂect tha value of 8 business in two ways: -

. A changa in the dtﬂm values that are included in the pmjcctcd cash flows
: associsted with ahernative scenanos. These could arisc, for cxamplc, becausc of
 changes in operstions or cerain investment dccisionr. that arc preferred or ;
- precluded by spec:ﬁc ownen |
. J |
, A change in the pmbnbulny of occurrence associated with the alternative !

) )

" In joncral the S&P 500 1 weod for pracucal reasons Scc Appendix C for further discussion.
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‘The effoct that a changce in ownership has on the valuc of a busincss can be measured in
two different ways: through different cash flows ar through a change in the discount rate
uscd to estimate the valuc of the busincss."

. If the change in ownership affects the forecasted amounts of the cash ﬂows then
these differences can be reflected in cash flows., :

. If the change in ownenhip aflects the variability of eamings, then to the extent it

TCprescnts an increuse/decroase in systematic risk it should be rcﬂmctcd in the
- d:sooum ratc. ;

Spaciﬁc Elements of Business Risk for USEC

Wc believe that the best way Lo cstinate a risk-adjusted discount rate, assuming that
USEC romains in the govermnent, is to assess the systematic portion of the variability in
UJSEC's earnings. To develop a specific methodology that is practical to implement
requires deviation from pure theory. Morcover, implementation of any methodology
depends on judpments with which reasonuble experts can disagres.

In addition, we have bocn asked W evaluate the systematic and non-systematic nature of
cach business risk that USEC faccs m and out of the government. 1t is difficult to
mcasure with any accuracy how much systematic risk cach clement of business risk adds
to total systematic nak, becavsc, for cxample, onc clement of business risk can offset or
cnhance snother's effect on eamingy, and hence systematic risk. A discussion of cach
clement of busineas niek 18 intended to help clarify how the public scctor discount rate
maght differ from the pnvate sector discount rate. Refore identifying cach clement of
busincss risk, we outline the methodology used to separate systematic from non-
systematic nisk. '

‘ . ' n

+ - Security returms include capital s and dividend payinents which are both
dependent on 8 company’s eamings. Each nixk element’s impact on earnings
variability and the relatsonshep of the resulting camings variability to changes in

the economy 1n gononal are kcy deicrminants in charactcﬁzmg the risk clement as -

Syswmauc Of ROH- SYSICMSIK 10 Dature.

. Factors that prunanly affect only the level of eﬁming,s were reflected in the cash
flows. ' ‘

A thard possibility 1 W sssselate ofl Bte rilarent pumible -llcrmic weenwrios. In this cuse, oue would

change the vatues 1n sach of the slornex accnanaa, snd change the pmhahshty of nutcome that is
axsacisted with each dm acchers ~

i
i
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. If the risk clement can be characterized on balance as unique, then it is morc non-

systematic in naturc and is not a component of the discount rate. If; on the other
hand, the risk clcment can be characterized on balance as more rolated to markcet-
wide conditions, then it is morce systcmatic in nature and contributes to the

. discount rate.

In pencral, the elements of business risk for USEC that are related to the company’s
flexibility 1o dcal with market-wide changing economic conditions can be characterized
as systcmatic risk while thase elementa of business risk that arc more unique to USLEC
(c.g. changes in U.S. Government policy that sfTect the Suspenslon Ayrcement) can be
characterized as non-systematc.

Co:r;'

In general, a shifl from public owncrship to private ownership cxpands an enrcrpmc s
abnlﬂy to adjust its costs.

. Flexibility of adjusting costa is bencficial to thc company becausc it allows
management Lo offsct fluctuations in revenue. '

. A reduction in flexibility increascs fixed costs which is analogous to increasing
the debt burden of a company. '

Labor

There arc three characteristics of labor costs that contribute to the variability or Jevel of
profits. These include- the abiliry of USEC to sdjust the sizc of the labor force in
responae to changing market end economic conditions; the level of compensation for

cxecutive mansgement st USEC headquaricrs; and, the pombxhty of production
stoppagcs or sfow-downs due to labor strikes. .

USEC m the privatc socwor would bave greater flexibility to adjust the size and total costs
of the labor force than in the public secior m order to respond to changing market
conditions. ‘Assuming menegement has good predictive, timing and implementation
skills, these adjustments would he 1n hne with changing revenues resulting in lower
carnings volatility. USLLC in the public sector would find it difficult to overcome U.S.
Govemment regulations regarding publsc soctnr cmployment. Management would be
more constraincd, for cxample, o ns cfforts to reduce labor costs in linc with any
reduction in revenues. Thus reduced flexibility would result in higher cammgs volatility.
'Beeause it is Hkcly that the Mgher volatility of camings in the government is positively
correlated with general econamac trends, this element of risk should be categorized as
systernstic and would be reﬂected in & hugher discount rate for the public sector.

: » !
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The compensation for exccutive management of USEC in the private sector would likely
be higher than that of USLC in the public sector, bowever they may be lexs managers.
The overall effect of cxccutive compensation on earnings variability for cither a privatc
scctor or public sector USEC is likely to be negligiblc. Accordingly, any differences of

- exccutive compensation levels should be reflected in the cash flows and not in the
discount rate. , - |

The possibility of labor strikes exists whether USEC is ¢onsidcn:d in the private sector or *
in the public sector. In fact, USEC in the public sector has experienced labor strikes in
the past. The result of a strike can be significant in terms of carnings variability because |
of production stoppages or flow-downs. Although a labor strike may result frum ';
economy-widc conditions, in general, any spocific incidence of labor strike is uniquetoa |
specific company and 18 more non-systematic in naturc. Accordingly, welldiversified
investors should not expect to be compensated for the risk of labor strikes. The discount
ratc is unaffocted by this element of nisk whether USEC is in the private or public sector,

Plant and Eguipment ' [-—j
Capilal expenditures made by USEC in the private soctor w11| occur at market prices. | ’:‘ "”-
USF.C management has stated that U.S. Govenment procurcinent regulations may push - 7N~
purchasc prices above market prices for USEC in the public sector. Morcover, USEC has g

] 1 -

found that some vendors will not do business with it due to government procurement ;
rcgulations. Differences in capital cxpa\dlmm duc to procurcmcnt rcgulations between | F
UISEC in the private sector and USEC in the public sector afTect the level not variability ' N b
of wrts and should be reflected in the cash flows nat the discount rate. :

Another clement of nak wilh regard o plant and equipinent involves the flexibility of-
managcment to build or clase planis. Management of USEC in the private sector would:
have greater flexibility than management of USEC 1n the public seclor Lo respond to
~ changing market demand conditions. Changing demand-conditions would impact

\ rcvenues and the flexibility of management to adjust costs to match revenue changes

' would impatt camings volatility  Grester flexibility would imply lower esmings
volatility arid, conversely, hmited Nexibiny would imply higher volatility. The
flexibility to adjust o econoary- widc conditions 18 most appropriately charucterized ax _
systematic risk. Accordingly, the discount rate for USLC in the public sector would be '

higher. ' ' |

Jnvestment Decixinna

A prrvate sector firm has the ﬂenbnllty o makc investment and disinvestment decisions |
as appropriatc grven prevailmg market conditrons. USLC may choose to integrate
vertically by buying an clectric power plant, becausc eleetricity is onc of its most
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important inputs. In addition, USEC may choosc (o integrate horizontaily by entering
into the wastc dispoxal business, capitalizing on its expertise. 1t is likcly that neither of i
thesc options would be available to USEC if it was owncd by the government.

Greater flexibility to take advantage ofmnarket opportunitics as they arisc would imply

* Juwer carnings volatility and, conversely, limited flexibility would imply higher
volatility. The flexibility o adjust to shifts in economy-wide condilions is most
appropriately characterized as systcmatic risk. Accordingly, the dlscount rat for USEC
in the pubhc scctor would be higher. -

Howc ver, lf USEC’s management were pronc to take on hxg&xcr risk, higher retum
invesuments, then the groater Ncxibility to make investments could imply h:ghcr eamings
volatility and, converscly, limited flexibility could unply lower volatility. In as much as
these higher risk investments are corrclated with the market then a portion of the
additionsl volatility would add to the systematic risk faced by investors in a private
USKC. Consequently, Lhe discount rate for USEC in the privatc scctor would be slightly
higher. 1lowever, beeause the expected return to the mvcstmcnt would be higher, the

- cash flows for the pnvatcly-owned USEC would have to be increased.

Financing - ;
USEC management forecasta Littlo or no long-term debt for cither the privatized USEC or
the publicly owned USEC. A privatc scctor USEC will face private market ratcs. USHC
in the public scctor will most likely have access to financing ul below market rates

~ because there would likely bean tmplicit or explicit governmemt guarantee cven if USEC
borrows from the pnivatc scctor. Although the value of the public scctor USEC may be
greater by the amount of the government guaranice, the cost of the guarantee should be
accounted for as a deductson from the U.S. Treasury by the samc amount becausc the
Treasury would absorb the nsk that would othcrwise be bomeby USEC's creditors.

USEL's flexibility as a public corparation 13 further restricted by the anti-deficiency
regulastions. As USEC makes long tcrm coaunitments (c.g. 2 year Russian HEU contract
orders, annual GDP contracting, ctc.) cash retained by the public USEC ik significanty
highux than that for a pnvatized USEC.

Dispasal Costs
For LSEC in both the private sectlor and the public scotor, thenisk of unknown chungcs m |
dixposal costs stems from possible changes 1n governmant cavironmental regulation and |
potential litigation. Volatility of eammgz could cotnc from one-time shocks that would
be unique to USEC. “Ihis type of nisk 19 non-sysicmatic in nature and would not he a
component of the discount rate in cither a private sector or public sector USEC.
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(' hanizey in Rerulatory Environment
The risk altributable to changes in rogulatory cnvu'onmcm can be thought of in two ways. ;
Currently, as a Government Agency, USEC is regulated by OSHA and the BPA, and the |
DOE for nuclcar matters. The NRC is scheduled to become the nuclear regulator ;

whether or not USEC is privatized. Any difference n the cost of compliance should be
reflected in the cash tlows for cach scenarnio. _

* The other type of change would renult from modifications of U.S. Government policy -
that would impact the regulatory environment with which eithér s public soctor or private
- sector USEC must comply with sumc unknown change in costs of compliance. Although
this would impact eamnings variability, the naturc of the risk is more unique to USEC than
markeét-wide. The risk is morc non-systematic for botha pubhc and prwatc sector USLC !
- and the discount ratc is unaffected. - |

Accident in the Plani

If an siccident is limited in scale then the nsk stems from the costs of remedying damagcs
aud potential liabiliues for USEC 1n both scctors. There may be some difference in nisk

. <
if the private sectur regulatory covironment increases or decreases the probability of an ;o .3
sccident, The nsk would sffect eamings variability and is clearly unique to USEC in S
nature. Consequently, there would be nu compensation in the discount rate for thistype | .

of non-systcmatic nak fur USEC in the public sector or in the private sector.

Russian HEU] Agreement

~ In 1993, Russia agroed 10 scll approximately SO0 metric tons of HEU extracted from

dismanted Russian nucloar weapoos to the United States. The HLU is to be converted
by the Russians to LEU suitsble for use in nuclcar power reactors. Under the contract |
implementing the agreement, USEC, the designated U.S. cxecutive agent, pays forthe
SWU componcni of the LEU within 60 days of receipt; it pays for the natural uraniwin © e
componcnt aftcr it resells oc uses 1. Bascd on the inihal price cstablished under the
contrict, the total nominal value of the LEU s $11.9 billion, of which $7.6 billion is o
SWU and $3.3 billion is natural uranium  Both the cxisting 112U agreement and
potential changes to polscies affectng the 1IEU agrocment could cause pmﬂt variations
for & public or pm’nw USHC. .

Currcnt Saate Sate A ‘ :
USECC can = can resell the SWU componens of the LEU 1o its current customers, but cxlximg L
trade restrichions limit the commercial sale wn the United States of the uranium ‘
component of the LEU tnported from Ruxaa. Tradc barricrs in Furope and political
barriers in Asia inhibit the sak of the Rusuan uranium outside the United States as well. |
Thus, 10 order for USEC to s¢ll the wranium component of the LEU these barriers will b
havc 1o be removed or adjusted W provade market access for this matcnial Thus the ’
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current atalc cxposes USEC to the trade policy and political changes in markets in the i
U.S., Burope and Asia, and to the markct price of uranium should these markets be made
accessible. The trade and policy change rikk is the same for a public or private USEC,is | -
non-systematic and not refiected in the discount rate. The market price risk is the samc !
whether USEC is public or private and is systematic and reflected in the discount rate to
the cxtent that uranivm prices arc influenced by gencral market conditions. i

Suspcnsion Agreement Eliminated/ USEC Obliged to Buy Russian LEU
The suspension agreement us currently aimended allows certain annual specificd
quantitics of matched sales. The U.S. uranium miming cotnpanics and mine-workers’
union are challenging the amended agreement in court. If the suspension agreement is

_ eliminated then the anti-dumping duties on Russian uranium set aside hy the suspension
agreement become binding. Jf USEC is obliged to buy Russian LEU, it would not be
ablc 1o scll the Russian uranium component. In the limit, USEC would be left with a

~ stock of “Russian” uranium thst would become a non-performing assct on its books. Any
risk of governinent policy change is the same for both a public or pnvate USEC, 18 non-
sysicinatic, and is not reflocied in the discount rate. .

Suspension Agreement Eliminsted/ USEC not Obliged 1o Buy Russian 1.E1) ‘
“I'he suspension agreement ax currently amended aliows certain annual specified BEEERS
quantities of matched and ix being challenged in court. If the suspension agrecment is ‘ v
clhiminated then the ani-dumping dutics on Russian uranium sct aside by the suspension
agrooment bocome binding. In this sccnario USEC would not have any exposure to risks : ,
arising from Russian LCU. Any nsk of government policy change is th sumce for botha “
publi or privatc USEC, is non-systcmatic, and is not reflected in the discouat rate. B

Suspension A greemont Capanded :
‘Ihe suspension agrooment as currently amended allows certain annual specificd P
quantitios of matched and ix being challenged in court. The variability of USDC’s profits
could be afTected if the suspensian agreement 13 cxpanded allowing the more Russian
SWU and uranium to enter the U.S markat. The clfect would be the same whether
USEC was public or pnvate. Any nsk of govermment policy change is the same for both a
p-ubhc or pmnc USEC, is nom-sysiematc, and is not reflected in the discount ralc.

us. 4Govemmcmt Changces the Baouutive Apent 2
Under the curront Russian HCU contract, USEC is the dosignated U.S. Executive Agent. |
The risks faced by USLL from changes 1n the suspcnsion agreement would be mitigated
if a new agent was appomnicd. Different naks might follow duc to either competition

. from this agent or dealing with this sgent  In any casc, any risk causcd by a government |
policy change is the same for & pudbl or pnvate LSEC, 18 non-systcinatic, and is not
reflecicd in the discount rute. |

1
I
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Raw Materials

Uranium

The cost of raw uranium is not currently a large ccntrnbutor to the variability of profits.
USEC cnrichcs clicnts’ uranium and charges a processing fee; it does not buy uranium.
‘Thus, fluctustions in rew uranium prices would have little impact on camings variahility !
for cither a private scctor or public scetor USEC and this factor would not be reflected in
the discount rato. As discussod above, the price of raw uranium could become a factor :
under certuin policy scengnos '

Cost of Electricisy

There are two kinds of electricity costs for USEC, firm and non-finm. Firm powcr costs
arc fixed through 2005 when they arc due to be rencgotiated. An increase or decrease in .
firm power cosis in 2005 would sffect USEC’s profit level but not profit variability.
USE(C’s management belicves that an in-government TJSEC may not be able to negotiate
prices as Jow as a pnvate USEC. Any projected difference in prices should be reflected 1
m the cash flows. T j

Non-firm power is purchaxed at market rates and any fluctuations in price would be
reflected ax variability in USHEC*s profits. Thus the risk atiribuiable to changing market
prices for clectricity should be characterizod as systematic risk and be reflected in the
discount rate. The nisk is the samc whethar USEC s publicly or privately owncd.

Revenue Factors : . A KD

Marketing

Differences in the level of xmrkcun: and chent scarvice could affect the Jevel of USEC's
profitability. A prvaw soctor USEC has more incentive to improve markoting and client
scrvice than s publ sector USEL This differcnce in marketing efforts and client service
should be reflected as o difference 1n cash flows. Specifically, management believes a
privatizod USEC would be able 1o increase new business at no additional cost. Because

marketing effort changes the kevel ok the vanability of profits it is not rcﬂccted in the |
discount raic. -

t

Domestic Demand

Variability in domcstic demand Lontnbutes to variability of USEC's profits whdhcr or

not it is publicly ownod The nak of changes in domcstic demand for,uranium ‘-
carichment due to varying use of clectncily caused by market-wide changing econminic
condirionk can be charactenzed as systamatic risk and would be factored into the discount E
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ratc. Any changes in worldwide demand that arc unrclated to general market shocks, such

as decrcascd demand for nucicar genersted power following a nuclear accident, would bo :

considered non-systematic and not reflected in the discount rate.

Farcign Demand

USEC’s exposure to warldwide danand fluctuation is the same whether it is publicly or
privitcly owned. The nisk of worldwide decmand fluctuations duc to macro economic
- forees 18 systematic and thus reflected in the discount rate. Any changes in worldwide
* demand that are unrelated 10 gencral market shocks, such as, decreased demand for
_nuclear penerated power following a nuclear accident, would be considered non-
~ systematic and not rcflccted 1n the discount ratc. : o

Sources of Alternuative Fnergy . ‘ . o ‘ .

If the price of altcraative enerpy declines (increases) then the demand for nuclear energy

(and thus uranium enrichment) will fall (ris¢) in the long-term. This demand risk |
contributes eqqually 10 profit vanability for a public or privatc USEC. To the cxtent that ) o
altcrnative coergy pnces are correlated with murket-wide eoonom:c condmom thisrisk | . -
ix :yutmuc and 18 umurcd to the discount rate. : o

N

Com mpelition

USEC faccs actual of potcatial competition from the Russians, L.ouisiana Energy Systems | =~ ~ .
and foreign uranium canchaxent companics. Russian competition could arisc duc to :
changes in government policy. Competition could cause variability in profit for a public

or privatc USEC. Because the nsk of competition ix in part influenced by policy change

risk that is non-systematic and in part by gencral economic conditions that are systematic,.

this risk would be charactenized as partially systematic and reflected in the discount ratc. |

~

Cost of Fallure/Operating rith Sustained Losses - ‘ 1

A finn 1s comsidered financially datressed when it breaks or has difficulty koeping B
promiscs 1o creditors A firm (hat 18 finsncully distressed may or may not end up in

bankuptcy. The costs of financial distress for any firm depend on the probability of that |
firm beooming financially distressed and the costs associated with the distress. There arc |
scveral componcnts of the costs assocuated with financial distress: incfTicient operating,
investing or financing costa, costs of roorganization, and bankruptcy cost. !

. It is possible that the nsk of entenng financial distress is highcr in the government
bocsuse of reduced apersting flehility of u govemnment-operated firm. ’
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Bankruptcy is a corrective process that allows creditors to force restructuring of a firm to
return s asscts wo profitability. A private USEC would face all the normal costs of
bankruptcy including legal, accounting, and administrative fees resulting from disputes
over how to compensate creditors and maybe sharcholders. A public USEC faces no cost
of bankruptcy because that process docs not apply to government-owned firma.

vl"in,mcinl distress can cause managers 1o make inciTicient opcrating, investing or ,
financing decisions that impact the eamingg of the firm. The loss.of eamings due to |
inefTicient decisions would affect both a public and private USEC. ' ‘

If a going concemn, hike USEC, defaults on its dcbt, its creditors are likely to push for a
reorganization that will return the asscis W profitable use. A government-owned USEC |
would probably be allowed to run sustained losses !un;,er than a privately owned USEC
and the process and time associatod with rcrummg the asscts to profitabic usc might be ‘
longer for the government-owned USEC. E
|

The cost of financial distrcss can be defined ax the assumed probability of entening
distress multiplicd by the costs associated with that distress and should most correctly be
refiected in the cash flows. The probability of catcring disircas may be higher for s - N
govemment-owned USEC, but it would have no bankruptcy cost. These factors mayor
may not offset each other. In either case the adjustment to the expected cash flows is
small and would resuht in a negligible difference in value. The cost of failure is not «
systcmatic risk and 13 most eppropristely reflected in the cash flows.

1t 13 true that some factor could be sdded to or subtracted from the discount rate used to

valuc a government-owned USEC to capture the cffect of the cost of failurc on the valuc
of the firm. Jlowever, this method is nat theoretically correct, estimating this factor is i
difTicult and any such adjustrmcent is likcly to be small. |

Quantification of the USEC Discount Rate |
We have discutsed cach clement of busincas risk for USEC and suggested which
elemonts are more sysiematic tn asture thus contributing to the discount rate foranin- |
government USEC. In this section we explain how the discussion of each ¢lement of ;
busincss risk can be used W help estumaic 8 discount ratc for the NPV calculation of ,
'USLC assumning it remains in the government « ‘ o

1t 15 nesther possible nor peoper 10 sasign pnc'ci 10 each element of systematic risk for a
government-owned USEC and add them o pet its total systematic risk for two
fundimental rcarona.

. First, tn order w prce cach element of risk soymfatcly, there would have to exist a :
market for each nsk. Most of the business risks we have identificd for a ' :
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governmenl-owncd USEC arc not regularly priocﬂ in any kind of ahservable
market and so arc difficult to quantify, '

-+ . Second, if we could quantify tho individual prices, it is not correct to simply add
- up the prices of the individual risks. One element of business risk can ofTset or
enhance another’s cffcct on total systematic rigk.

The appropriatc way to quantify the discount rate for an in-govcmtﬁcnl USEC s to
cstimatc its total systematic risk  Typically this is accomplished by cxamining o
comparable companics to cstimate nsk and retum.

<
No porfectly comparublo companics with obscrvable returns exist. The only other :
uranium ennchment companies are also government-owned, this mcans that they could
bc pood comparables but don’t have observable retumns. The practical option is to use
privalcly owned and publicly traded comparable companies amd make udjustments Lo
their Fewums 1o achicve the appropriate discount rate.

" Becausc there arc no privatcly owned uranium ennichment companies, 1t is necessary 10
identify privately owncd companics that arc cxposcd to similar busincas risks. The
companics that J.P. Morgan used in is comparablc analysis were sclected from among
the fullowing industrics: utilitics with low nuclear exposure, utilities with high nuclear !
exposure, natural gas pipclincs, pipclince MLPs, chemicals, and refineries. Their
suggcsted discount rate for a privately owned USEC investing in only GDP technology
ranged from 10.4 to 16.4 percent, or s median of 13.4 percent as of April 1995, A ;
discount ratc is calculatcd by adding an appropriate systematic nisk premium to o proxy
for the rick-free rate, vsually a long term Treasury rate. Between April, 1995 and Lo
December, 1995 the nak freo-rate as measured by the yield on 30-year government bonds
fell by approximately 140 basis poinis. Conscqucnily, the median private scctor discount
rutc xhould be lowered from 3.4 percent to 12.0 percent. We have used as a starting
point this 12.0 percent represented by the current government bond yicld plus the nisk
premium as quantificd by J.P. Morgan.

It is difficult] but nocessary, 10 examone possible quslitative adjustments to the privale i
market discount rate. We showed 1o our previous discussion that the systematic risk ‘
might be higher for a publicly owned USLL than for a privately owned USEC because
the publicly owned USEC has leas ficaibiluy 10 respond to market correlated shocks. We
also discussed that the m-gnvermmeant discount rete might be cither higher or tower than -
the out-of-government discount rate due o cxts of financial distress. In neither case do

we think that the scale of the effect v partcularly large. |
Private investors somctimes require additional return for an investinent that thoy think
will be difficult to resell — a prermium for “liquidity risk”. While the U.S. Guvernment
may also face iquidity nsk 1t docs not require remuneration for bearing this nsk. This
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differcnce may appropriately be reflected as a qualitative downward hdjmmwnt to the in-
government discount raic rclative to the out-of-government discount ratc. However, ;
because USKEC is a large, well-capitalized company, any private soctor liquidity premium |
is likely to be small, ‘ ' : l
- Because exact quantification is impossible, we rccommcnd that the Government use a
range of adjustments of £1 percent to the 12.0 percent median discount rate developed for
~ the private USEC. ‘

-
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" Recommended Methodology for the NPV Test

i
f

Intrc)ductlon V

In order to calculate the NPV of a government-owned USEC to compare to the expected
procecds of a sale of USLC to the private sector, the evidence suggests that one should:

. Dcvelop a projection of cash flows assuming that USEC remains government- i
owned. b
1
voe Hstimate & nak-adjusted dikcount rate.

Our survey of intemational and domestic privatization experience shows that, in cases L
where a aelling government ontity performed financial analyses requiring discount rates,
the same discount rate was used for both public and private scenarios and was designod
1o refloct the riskincss of the cash flows associated with the business or asset being
valued. Any difference in the scenarios was reflected in the cash flows. Private market
discount ratcs were used in benchmark valuations once the decision 1o pursuc
privatization had been made.

It ix possible, however, that corain oconomic or financial differences between public and
pnvets ownership may be mare appwopnately reflected in the discount rate than in the
cash flows. , ‘ N !

We identified the fucton affecting the level and vanability of USKC's carnings and i
devcloped an approach for understanding how thosc factors mﬂucnced the nsk-adju.’tb(i
discount rate or the cash flow projections.

+ - Each riﬁk:clcmt‘s impact on esrmings vanability and the relationship of the
- resulting earmings variability to changes in the economy in general arce key
determinants in chanctmmg the nisk clement as systematic or non-systcmatic in
mmtt

. Fac(ors that pfumn]y affect oaly the evel orcarmngn wore rellected in the cash:
flows.

. If the risk clement can he chaructenred on balance as unique, then it 13 worc nou-
systeinatic in nature and s pot & componcn! ot the discount rate. If, on the other
hand, the nxk cloment can be Jhammctenzed on balance as more related to market-
wide conditiona, then i1 15 more synemmc in mmrc and canmbmcﬂ to the {
discount ratc, L ‘ . E

i

[
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Bascd on our analysis of the systematic risk for a government-owned USLC, we
recornmend a range of adjustments of £1 percent to the 12.0 pereent median discount
rate’* to calculatc the NPV of USEC as 8 povernment corporation as of December, 1995.

We identificd scven factors. that influence the level of the cash flows: management costs,
procurement regulations, investment projccts, compliance costs, financing, power costs, |
and ronarkcting cffort. ' A !

Application of NPV Test to Public Sector USEC . : j

All figures reported in this study arc range cstimatcs bascd on information pmv:dod by
- USLE(C management and quantified by J.I'. Margan.

Basod on discussions with USEC management, & govermment-owned USEC would be
unablc 1o pursuc thc AVLIS technology for the following reasons: '

. The Energy Policy Act stotes thut an AVLIS plant can only be constructed by a
privatc cntity without usmg govermment funds.

+ . The Act further Iimits the funds that USKC can contribute to AVLIS pre- .
" deployment to $364 mitlion. ' _ oo X

. A public USEC might have difficulty ittncu’ng private financing for AVLIS ;
- commercializaton because 1t may not mcur any obhgauon, or expend any amount | )
with respect to AVLIS. ‘ '

Accondingly, we begin with the USEC GDI'-only base case cash flows (as of
Apcil, 1995) to derive the cash flows for a public USEC. The cash flows assumc thal |
USEC was pnvanwd In developing the cash flows for 8 public USEC we have assumed
that the catity would pay only state taxes at an assumed 6 percent ratc beginning in 1998
and have reoved Foderal taxes. Funthamuore, several cost elements have been refined
since theonginal basc casc scenano was developed. Wc includc these refincraents as 5
part of the cash flow sd;uvtmcnu *

The following factors were wdontifucd as having an influence on the level of USEC's cash
flows: _ _ , |

Management Costs

¥ Adjistad fram (he USLL GOP unly damanat 1ak: ol 134 pereanl developed in April, 1995 due to the '
deching 1n the nak-froe rate of apprussmescly 1 40 bass pomuuofDecunhcr 1995, : ‘
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Compcnsation for headquarters management in the public scctor may be lower than in the |
. private sector. However, the number of managers in a government-owncd USEC may be
) higher than in a privatized USEC. To date USEC had been operating at half the staff .
levels of the previous operution. Moreover, salary and benefits cxpensc is 8 sinall ;
fraction of ovcrall costs. Thus, the net effect on IJSEC management expense from a ’
change from public to private ownership is difficult to predict and likely to be small.

I

‘Churyes in Plant and Equipment Costs Due to Procurement Repulations
A publicly owned USLEC may have higher costs due to Government procurement o
regulations. In addition, USEC has found that somme vendors will not do business with it |
while it is a government agency because of procurcment regulations. In USEC's basc-
casc analysis annual mawntenance expenscs {for plant and equipment range from around
$25 tnillion to nearly $55 million. Capital expenditures on plant and cquipment may
.have to be adjusted upwards for the povernment-owned scenario to reflect govermment
restrictions on procurement. In USEC's base-case's analysis these annual capital
expenditurcs range from approximatcly $30 million to nearly $50 million. i

~ Combining the maintenance cxpense and capital expenditures for plant and equipment, - |
the total annusl cxpenditures are projected to range from approximately $50 million to L
$100 million for the USKFC GDP-only basc case.  USEC management suggests that SRR
government procurenent regulations could increase these costs by S percent to 10 percent © -/
of between $2.5 million to $10.0 million annually. ‘ "

To capture the effect of U.S. procurement regulations, these costs were mcrcascd by S
percent from the USEC GiDP-only besc casc, using the lower end of the range suggeﬁled .
by USEC's mauagcmcol , : '

In urdar w refux the USEC GDP-ouly basc casc, the cost of refurbixhing one cnnchment
plant rhould be deducted from the cash flows  In the fall of 1995 1JSEC performed a
more thorough unalyxis of the addiional refurhbishment costs needed for the GDP-only '
modcl. USKC's estimate for plant refurhishment expense is approximately $890 million '.
(in 1995 doHars) for the years 2001 through 2009. These refurbishment costs arc for one |
plant only and may vary o somc omall degrec dcpcndmg on whether the Porsmouth or -
the Maducab facility ix refurbuhed - A , ‘

Compliance Costs

Any dutterences in compliance costs would have to be reflected m the cash tlows.

Currcnily, ax a Govarnment Agency, USEC w regulated by OSHA and EPA, and DOE- |

for nuclear matters. NRC will become the nuclear regulator whether or not USEC is
_privatized. No adjustments 1o USFC ‘s GNP hasc casc were deemed neccssary for »

puvernment-owneod USL(, wtlysn :
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No adjustments are necessary because no long-term borrowing is forecasted in the USEC
GDP-vunly basc casc. The sdditiunal refurbishment costs for the existing enrichment
plants, assuming USEC remains in the govemment, could be financed by USEC's cash
on hend at the ‘I'teasury. This cash is assumed to be sufficicnt to cover anti-deficiency
requirements of Government agencies.

Power Costs

* The USEC GDP-only basc case was retined to refloct the higher electricity cost that A
USEC (private or public) will face ufier 2005, This increase is projected to be $199
million in 2005, increasing to $2) 7 million in 2008 wnh a -5 pereent growth rate ur.od to
capitalize the cost in the teriminal year.

Beyuind this power cost sdjustment that is applicable to a public or private USEC, there is !
a sccond issuc with respect to power prices. USBEC management has stated that a public
USEC: may not be shie to negotiate electricity prices that arc as low as a private USEC. ;
Any such differences would have o be added to the clectricity cost for a public USEC. *
For this analysis we assume any difTerence due to prioe negotiation is ncgligible.

Murketing : P
A private firm typically has stronger incentives to unpmve marketing ond client service. .+ "o
USEC's manspcincat bas caumatced that a public USEC would face reduced salcs volume : & e
from riew customer contracts of at least 10 percent. ‘Thus, we have adjusted the new sales  * + !

vulume downward by 10 percent tn order to derive cash flows for a public USEC,
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Summary of Quantification

Emst & Young LLI was engaged Lo recommcend a methodology for calculating the NPV &
of USEC in the public sector and makes no representation regarding the present valuc

results of these recommendations. Ernst & Young has not performed a valuation of :
USEC axsuming government ownership. These figures are range estimates based on - i
inforrnation supplicd by USEC managemcent and quantified by J.P. Morgan. :

“The table below summanzes the resuls of the NPV calculation for USEC assuming it - ’
remains in the government. [Notes explaining cach entry appear below.] The resultis |
. appruximately $1.1 hillion for discount ratcs ranging from 11 percent to 13 percent. If "
USEC’s cash in the Treasury is added, the resulting figure is approximately $2.3 billion.
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NPV Calculstion for Varinox i
Nominal Discount Rates 1
GDP-Only Base Case’ - |
(No Federal Taxes) ‘ 2.216 2,112 2,018
Capital Expenditures for Plant o :

- Refurbighment’ (459) 420y (385)
Pleetricity Cost® (600) (520) (430) !
Reduction in Sales due 10 leas ‘:

Mirketing* (50) (a7 (45)
Public USEC NPV calculation - . 8
betore - 2 o
adjustment for procurement coxts 1,107 1,125 1,138
and cash in Treasury’ ' oo
5% inireane in capital expenditures
ancl matenal cxpenses duc o ‘ ;
U.S. government procurcment (28) 2N : 25 |
regulations® o o ' ‘ L
. */

Public LJISEC NPV calcuiation

before | 1,079 1,09 1,113
cash hcld in Traasury’ S

H H ' [
USEC Cash in ‘I'reasury’ 1,200 1,200 1,200 i ;T
Puhlic USRC NPV calculation 2279 2298 2313
including Cash* ,
. ' ‘ - Tees w.J.,-u"‘:c"‘" s

- Lyt cant ot .
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" Notes on Cash Flows for NPV Calculation: P f ‘ |
present value of GDP-only Basc Casc (No Federal Taxcs): Frce cash flow based on :
USEC base case assumptions with no AVLIS deployment as quantified by J.I'. Morgan in i
ticir report dated April, 1995 except VUSKC pays only 6:percent state taxes beginning in
1998 and no Federal Taxes. The resulting free caxh flows for discounting (in $ millions)
arc:

1996 1997 199K luoo 2000 20010 2002 2003 (2004 2005 2006 2007 200K
IR0 3RS 453 34R 230 240 299 729 180 171 166 144 151

!Present value of refurbishing one ennchment plant: USEC management expects total |
plant refurbishment to cost $890 million in 1995 dollars; however, the expenditurcs ‘
would oocur in the 9 years. from 2001 to 2009. To calculate the present value we assume
thc cxpenditure occum uniformly at & rate of $99 million per year and digcount these cash “
tlows (assuming 4 percent expected inflabon) at real discount rates of 7, 8 and 9 pereent.

*Thc GDP-only basc casc was refined 1o reflect higher cl‘cctricity‘ costs that USEC (public
of private) expects 10 face after 2005. The projected increases are: '

- : ' &op !
0 0 0 o . o 0 o -0 0 199 207 208 217
The preaent valuce of these cash outlows s caleulaled usfng nominal discount rates of 11,

12, and 13 percent with a -5 percont growth rate used to capitalize the outflow in the
terminal year. - ‘ ‘ :

‘Reduction in sales due W docreased marketing: the present value of the impact on cash P
flows for a 10 percent reduction in sales volumes from new customer contracts. The e
value of $50 miliion at an )) percent discount rate is as quantificd by 1.P. Morgan for
discussion on October 2, 1993 The valucs of $47 and $4S million for 12 pereentand 13 - i
pereent discount ratcs arc Emst & Young quantification estimates. S

*Sum of 1 through 4. - . - ’ !
‘Pruu\t‘val,tié of adjuttment increasing plant and equipment maintenance cxpense and' - !
capital expenditure by S percent to capture the effect of U.S. government procurement |

rcgulations. The sum of the materal. scrvice and other cxpensc itcm and the net capital
cxpenditures item from the GDP-baso case aro ($ millions):

1996 1997 - 1998 1999 2000 200) 2002 2003 2004 2005 2006 2007 2008
91 98 9R 10! 104 3) s T sy . 6] 63 65’ 6R |

) !
This total increased by $ pescent and rounded is (3 willions): ‘-
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1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 200K |
9% 100 103 106 109 ‘86 58 60 62 64 66 68 T

The present value of the difference of these two cash autflow streams is calculated at

discount ratcs of 11, 12 and 13 pereeat. « : Y
516 | | |
*Cash expected 1o be held ul Treasury as of J‘anuary 1, 1996 per USEC management. z
-4 Sk . . ;
{
3
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APPENDIX A: |

Government Discount Rate Policles and Use of Private Market-based
Discount Rates

|
. . |
Several Governmenl entilies huve policies on the use of discount rutes in the analysis of |
possible asset salcs. ' ' |
|
|

OMB Circular Nv A-94 Trusnihl Memo Nu. 64 as revised October 29, 1992:

. Rcal discount rates should be used for constant dollar benefits and costs,

. Nominal dixcount rates xhould be used to discount nominal benefits and costs. 5
|

. Analysis of possible assets sales should calculate the net prescn't value to the !

Federal Government of bolding an assct by discounting its futurc camnings stream |
uging a Trcasury matc. However, assct valucs arc to be reduced by “the cost of .
expected defaults, or delays in payment from projected cash flows, along with ‘
Government sdministrative costs”, and arc to “‘consider explicitly the probabilities
of event that would cause the asset 10 become nonfunctional, impaired or
obsolete, as weH as probabilities of cvents that would incrcase value”.

. " When there is evidence that Government assets can be used more efficiently in ,
the private sector, valuation analyscs for thesce asscts should include sensitivity L
compansons that discount the returns from such assets with the rate of interest o
carncd by asscts of uumilar nakincss 1n the private sectar.

. In gencral, vansuons in the discount rate are not the appropriate method of .
sdjusting net present value for the special risks of particular projects. In some \
cases, il may be pocsible o estrmate ocrtainty-equivalents which involve adjusting
uncertain expected valucs to account for risk.

. Acoording to GAO/OCE 17 11 Vor assct divestiturcs, OMB has endorsed the i
usc of markct imcrcst ratcs (or comparablo private sector ventures to deteriine ‘
the valuc uf the awmet W the guvernment. The DOE also has uscd privatce sector - |
ratea for divestiture analynis, for example, the government's value for the Great .
I’lains Coal Gasification Project and the naval petroleum reserves. ' |

\

GAG/OCKE 17.1.1 Mscount Rete Policy:
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. Thc shadow price of capital appmach to dnmmhng which, while not |
' recommended here for base case GAO analysis, has important support in terms of |
economic theary. Shadow price of capital is the present value of the social

returns to capital (before corporute income taxes) measured in units of
consumplion. '

. GAO’s base casc discount rate should be the interest rute for markctablc Trci:suxy
dcbt with maturity coinparable to the program being evaluatod. Sensitivity
analysis should be used to address issues such as diffening sxpectations aboul -

inflation and interest ratcs, private scctor opportumty costs, and intcrgencrational |
efTects of policics on human l:tc. o . i

. Match notninal cash flows with nominal discount rates and usc real discount rates
for real cash flows. Analysts can subtract a projccted inflation ratc from the
/ : nominal rate to calculate a real discount rate.

. . Private sector discount rates should be considered in tho casc of assot divestitures.
Because Treasury interest rates are below those of the private sector, their use i
gencrally will yicld a greater present value of future returns from an asset than 1
would a higher pnivate sector rate. Consequently, financial analysis could imply
that governmont-owncrahip s prefcrable to private owncrship cven when there are
no real efficiency gains from government-ownership. Thercfore, in addition tor ‘
considering private sector interest rates as part of the analyxis, analysts should |
noic thal conssdcrations other than the governinent’s financial position -- such as |

vicws sbout the proper roles for the public and private sectors -- can be relevant .
for asset ownership docisions. : : !

CBO Policy as discussed in GAO/OCE 17.1.1 Discount Rate Policy:

CBO policy is that the dacount rate for most analyscs should be hased on lhc rcal yeld
of Trcnmry dcbt

Agencles’ Use of Risk-Adpusied Discount Rates : ’

The OMB, CBO, and GAO have 1n certain instances used risk-adjusted discount ratcs.*

® U.S. Govornment Use or Accemance of Assel Valusison Hasad on Discount Rates Other than the Fuderal
Rorrowing Rate, Willkie, Farr, & Callagher  Octnher 9, 199§
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. Basc Realignment and Closure Analysis (BRAC) were carricd out in 1991, 1993,
1995. Thc OMB uscd market-based discount rates in 1991 and 1993, but changed
10 an approach tcd to the U.S. Treasury’s borrowing rate in 1995,

. In 1986 the CBO prepared 8 more than $3 billion valuation of Conrail thatuseda
rcal discount rate of 2 percent. The private investment community rejectod the
CBO valuation at the timnc it was published, in part criticizing CRO's
‘assumptions, including discount rate. Congress and DOT also rejected this
calculation. In the final Conrail privatization act there was no minimum price
requirement rather a “goal™ of $2 billion from all sources. Goldman Sachs had i
calculated that Conrail was worth around $1 billion using market discount rates
(no detailed calculation ix availablc). The final sale procecds along with $300
million in cash paid by Conrail, produced proceeds of about $1.9 billion.

. The RTC has “cstablishcd 8 process desipned to identify realistic discount mates in

a manner conxistent with approaches in the private sector™. 1ssuc of discount ratcs
has ariscn morc specifically in the context of GAQ review of RTC asset .
securitization scuvitics. GAO notcd that if a government discount rate is used, '
rctaining loans appears to provide the government with a better return than selling

. them. Despitc ts conflict, RTC has sold $20 billion of securitized mortgages as

~ partof its resolution activities. They have in essence rejected the idca thats
fcderal discount rate calculation requires them to retain loans when RTC has a
statutory rcsponsibility to imely resolve insolvent thrifts.

. ~ommitice tlestimuny and ponding Naval Petroleum Reserve sale legislation
sccept the idea of a market discount ratc, 83 opposced to a Government discount
ralc, a8 the basss for a pet present value calculation.
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Appandix B

!
The UK’s Announcement on Required Rates of Rotum and Discount Rates In thé
Public Sector, April 1989% ‘

An announcement was made by the then Chief Sccretary to the Treasury, in ANSWEr 10 a
Parliamcntary Question on $ April 1989, as follows: ‘

| | |
Mr Boswcll: To ask thc Chanccllor of the E.xdm;ucr il he will make & statement on the rate of |

" return required on new investment 1n the nationalixed industries and the discount rate used for ‘
appraising investment in other parts of the public sector:
Mr Major: The Government have reviewed the level and use of discount rates in the public

~ secctor. These were last reviewed 1n 1978, Since then the rate of retum in the private sector has
" niscn to arnund 11 per cent.

In light of this, the Government have decidod to raisc the required rate of return for nationalised |
indusurics and public sccior trading organwations from 5 per cent to 8 per cent in real terms
before tax. The necw required rate of retum of B per cent will he an important factor in sctting

new financial targcis but there will be no impact on pnung dunng the life of cxisting financial
targcls.

An at peoacnt, the choice of the discount rate to appeaine individual projects is a matter for L
individual nationlised industries or trading bodics to decide in consultation with sponsor -
doparimaonis and tho Treasury. The Government's main concern will continue to be that the o
industries approach should be compatuble with achieving the requircd ratc of return an the : ‘
programme as a whole. In appraising whether of not new capital investment projects should be | -
_ undartaker, pruper sitention will noad to be paid to nisk, The effect of full allowance forrisk |
will often be implicitly equivalent to requiring a higher intemal rate of retum on riskicr projects. ‘1

The Government have decided that the dmcount rate W be used in the non- tradmg part of the i
pubhic sector should be basad on the cost of capital for low risk purposes in the private scctor. ln
current cariditions this indicates s rate not less than 6 per cent in real tenns. Risk will be S
analyzed scparuicly and projects (and opLona) that are mare nisky will be required to '
~ demansirate correspondingly lower costs or higher benefits.

Thesc proposals will onsure that the apprarnal of public projects will be no lcss demanding in the !
non-(rsding mector than in the trading sector, both public and private. In particular, they will :
provide 8 comparable basis for the considoration of privale participation in public scctor
activities by taking account of the full economuc cost of the public sectar nption,

bpndun;n, Mchacl, “Ducxm Paxcs ond Raies of Rawamn in the Public Sautor Ceonomic lasues”, 'I'reasury
Wourksng Ptpt:Nu 58 Januxry, 1991 |
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, Appendix C ' i

Discussion of and Response to Issues Raised il

' |

i

CEA has noted- that the mei of the Interior faced issues rcgardin;,, the choice of 8 discoux"ut

rate in the public sector when they considered sclling a portion uf the revenue generated by the .

Jease of offshore oil reserves. Emst & Young has not had tho opportunity to revicw any wnucn

material on this subject, so our discussion i basud solely on preliminary discussions with CHA
and an incomplcte understanding of {h issues.

Department of the Interior's Offshore Oil

. ) . . {
The U.S. Governmceat vwns sll nghts to offxhore oil. It is our understanding that the ;
Government lcascs these rights to private companies who cxtract the oil. The companics make |
lcasc paywnents to-the Governmient based un u percentage of the cash valuc of the oil extracted. |
As part of the initiative o reinvent govarnmeny, un intcr-agency cominittee considered selling the
cash flows from the lcasc payments of oil fields that arc alrcady developod. They used an NPV |
mcthodology to calculate the public sector valuce of the cash flows using discount ratcs ranging |
from the nzal yield on U-S. Treasury boads Lo the 7 pareent real rate recommended by OMB.
Because the committee beleved that the private soctor would discount these cash flows at higher, -
rates, they ooncluded that the privaic soctor value of the cash flows would be less than the public’
sccotor valuc. Conscquently, the 1dca was not pureued any ﬁmhu |

Discussivn :
!

. " The Govemment sllows the private scctor Lo extruet offshore oil and accepts private '
soctor prices in return. This implscs that there are no externalitics associated with the E
cash flows from the lease payumu :

. The cash ﬂowx from the lcase paymcnu arc the samc whclhcr publicly or pnvatcly

i
owned. ‘ 4 A ,

i

¢ The comrﬁiﬂec impheitty concludod that the lease payn'\cnrs arc morc valuable to the
Government than they asc to the pnivate sector because they belicved that the i
Govemnment had mors cqucny for nsk beanng than the private sector.

. As we have dmcoucd 18 the hady of this report, the nsk associated with a sct of cm\h S
flows docs not change with a change 10 owncrship u.nlc&.s the new owner:

. * Changes lho opqsbwu _ ‘ ‘ :
. C‘hangex the markets of e busincss
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. Changes the ﬁnancmg '
. Changes the exposure to government regulation or pohcy

Nonc of the factors abave changy if the cash flows are xold to thc privatc sector. Therefore, as »
we understand the situation, the public and privaic discount rate should be the samc. However, |

1
we understund that there may have been other issues that the inter-agency comimitiee may have !
taken into consideration of which we arc not aware. ‘ . i

Use of the S&P 500 as the Market Proxy in the CAPM

i

Therc has boen some concern that the S&P 500 may not be the best indicator of market rotumn For
estimating the discount rate for & publicly owned USEC. N
in general, the S&I* 500 15 used as & measure of total market retumn for practical rcasons. Jtisa |
widcly and ruadily availablc market index that many practitioncrs believe 15 closely corrclatcd
with 8 thooretically proper measure of market return.

In thoory the markct retum componcent of the CAPM should include roturns oﬁ all capital ?
_including: ‘ : ;

. phbysical capita! s L
. real cstate _ * f .
. hurnan capital : o

Unfortunately, there are no rcadily available indices that include all forms of capital. Although ! ’
there arc some studies which attempt to measure the retumn on investment in human capital, there'

are no vhacrvable markets for humen capetal. Furthcrmore, the generul real cstate market is X
farrly illiquid. ‘

Maiy of the sttempas in the financual economics literature o use bmad&measurds than !
the S&P 500 or the Wilshwe $000 have found littie cfTect on the risk-sdjusted retums. !

-

‘There m:.'acvm messurcroent pwoblemns with the constmctiun of broader indiccs.

1t has been fmggcxwd bat GUI* he used as the market index. G‘DP i8 not appropnalc for the
following rcasons:

GDY* is & mcasure of the flow of evonomsc activity Dot 2 measurc of roturn on invested
capital. What ought 10 b¢ mossured w the change 1n the capitalized value of GDI* which,
10 our knowledge, 8 pot “uhbl;


http:capit.aJ
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. GDP flows also incorporate book values, not mafkct value conventions, for depreeistion:
ar«l the capital cost adjustment. '

GDP does not incorporate fully the expeclations of future emnomic‘conditiuns.

t
i
{
i
|
i

Regardless of which indcx is sclected as a proxy for the return on sll markctable capital, the
samc index should be uscd 1o estimate the beta for both a public or privatec USEC. .

Demonstration Fffects

; |

The CEA belicves that the hehavior of USEC's competition might chango or that individual

competitors might be privatized if USEC is privatized and that these changes might affect the
valuc of a privatcly owned USEC.

In certaimn cases of an oligopohstic industry where the actions and reactions of the constituent
" fums depend on.each other, there may be an cffect on the industry dynamics due to the \
privatizatzon of one firm. However, we have soen no evidence to suggest that USEC's |
compctitors would change their business sirategies, including the decision to privatize, in a way
 that would tignificantly change a prvate USEC's profits solely in response to USEC's 5
pnivatization. Although other governments may react to the privatization of USEC, clearly there
ure many other factors that detenmune how govarnment opcerate their uranium enrichment

companics and make privatuzation decisions. These factors are likely to be mare important than .
whether or not USEC privalizes.

Real Option Value to the US. Government of Waiting to Privatize USEC

(CHA has suggested valuing the Grovernment's option to delay privatization of USEC. Juis . !
beyond vur current scope of wurk to sddress in detail the wpic of real option pricing, hut we
offcr the following observations oa s relevance to the proposed privatization of USEC.

-

A real option tn postponc 8 Jecssion may have value if there exist uncertsintics about
future states of the world and if the devwnon 13 irrcversible or costly to reverse.

In the cucof USLL, the (Goverament's option to postponc privatization has valuc only if
it 15 possible to envision a future sisic in which the Government would not want to

privanze. Bven if such o state 1 «deatificd, if the probability of reaching that statc 1s ;
sinall, then the vatuc of the optos small , A :

If it can be demonatratcd that there 13 value to wailing, any cost of waiting duc o furgone 1
cxpected private sector cfficiency gaina must be consilered.


http:privs.u;c.ea
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We have not been made aware of 8 future state where information is cxpected 1o be revealed that
would change the relative values of a publicly owned versus a privatcly owned USEC. We

belicve that in most cascs the public and privatc values arc correlated a0 any new information
that significantly aflucts the value in the public sector is likely to afTect the value in the private
rector in a like manner. ' ‘

| ‘1

i



Table One  (GRAFT FOR DiSCUSICI PURPOSES DALY

PnV!ﬁQAhQn ngtg

Paid byHM Government (£'000 000) Estimated total costs
Undcrwmmg Other fees/ Advertising | £°000,000 %

. Commussion ‘ " Proceeds
‘Bntish Petioleum - 1979 s 2, a T 24
Cable end Wureless 1981 4 1 n/a 7 3l
Brtsh Aerospace 1981 2 2 n/a 6 - - 40
Amersham 1982 i 1 na 3 42
.| Bntonl 1982 9 3 n/a e 31
AB Ports 1983 1 (. n/a 3 5.4

Bnush Petroleum 1983 7 3 na 10 1.8 i

Cable and Wireless 1983 4 ! n/a - S .18

ABP 1984 l 1 n/a -1 19
Enterpnse Oz! - 1984 6 3 na - 1 28
BT 1984 84 14 10 1524 39
Jaguar - : 1984 5 n/a ‘nfa 6 20
‘Batish Aerospace - -1985. 6 3 2 18 33
Britoil 1985 7 1 3 15 : 33

Excludes £35 mtlhon subscrxbcd by the government for new shares.

Excludes £100 million capital injection and £55 million PDC dividends foregone by the Government.

Inchides Stamp Duty (£0.86 million).

Excludes costs of employees, free shares and discounts, borus shares and vouchers. Britoil 1982 £3 xmlhon,

see table

5 Underwnting costs exclude amounts for shares offered by the company in BAe 1985 (approx... £3 million) and in
Cable and ercims (approx_.. £8 million) which were paid by the company.
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T able One (cdnt.)

) Prwatisaﬁvou Costs (conL)

Paid byl{M Government (£7000,000) Estimated total costs
Undcnwntmg Other fees/ Advemsmg £'000,000 %
V N : Commission Proceeds
Cable and Wireless 1985 7 ) 2 s n'a
Bntish Gas 1986 10 10 21 175¢ 32
British Airways 1987 10 3 6 3o 3113
Rolls Royce 1987 11 n'a 2 29 21 ‘
BAA 1987 14 Wa s a1 34
Bnush Petroleum 1987 1B ) na 18 114 .20
Rntsh Sweel 1988 24 na 12 46* 19
Water Companies 1939 33 n/a » 36 1314 25
Regional Electnerty 1990 37 15 168 1.4
Nstional PowerPower Gen 1991 1S fa 7 79 36
Scottysh Power/ ' (
Hydro-Electric 1991 - 21 © n/a 6 , 88¢ 2.5
BT 1991 0 n/a - n/a 1074 - 20

Excludes £35 m:lhon subscribed by the government for new shares.

Excludes £100 million capital injection and £55 millior PDC dividends foregone by the Govcmment

Includes Stamp Duty (£0 86 million). ‘
Excludes costs of employecs, free shares and discounts, bonus shares and vouchers Britoil 1982 £3 rmlhon

~ seetable

5 Underwriting costs exclude amounts for shares offered by the company in BAe 1985 (approx £3 miilion) and in
Cable and Wireless (approx.. £8 million) which were paid by the company. ‘

O s MY -

Source: National Office reports, House of Commons written answers
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%MM

Add (nu-xlnpmi inceptive corty

Bl vouchers
Botrus sharey _
Emplover free shuts/dimmts

w & 8 13 14 1 I N s N 0
9 ) ¢ a 2 110 ) 4 275
0 45 8 N 13 . % 9 M 29 5
T ¢« 101 % 15 7 6 s
& s ] 2 2 6 : ¥ 17 20 68
w2 s i . 3 6 9 8 9 50
. . - . . 25
15 1| M M & a8 144 200 8 8 1105
') . . . . . - - - . .
“w G} (53 {2 Q) (13) Q9 (5 Q) 3)
152 175 30 - 19 41 46 131 168 19 8 107,
19 32 33 21 34 1% 25 14 36 25 20
23 6 - . - . . 23 - o -
g8 1220 13 - 59 - J 3 a1 53 123
_S3 37 35 14 3 18 1S S1 24 15 695
316 397 S8 43 98 64 146 280 144 162 300

.
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DEPARTMENT OF THE TREASURY /1/% (12 . JJ

WASHINGTON, D.C. 20220

|  INFORM ¢ Cine
MEMORANDUM FOR SECRETARY RUBIN W E &AA N{,u&

FROM: Mozelle W. Thonmpson fﬁb Li
Principal Deputy Assistant Secretary ¢5
(Government Financial Policy) NEYY,
Erika M. Irish £ S mag

Senior Policy Analyst

Domestic Finance | 7~Luwvykb l>

DATE: August 1, 1996 y
" BUBJECT: ‘ United States Enrichment Corporatlon Prlvatlzatlon .
Update

ACTION FORCING EVENT

The USEC privatization is will be an agenda item at today's NEC
weekly meeting.

BACKGROUND
Process

Based on the work of the NSC and NEC agencies descrlbed below, i
the participants at the July 19th NEC 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:

- Trevisions to the original USEC Privatization Plan that
_was prepared in June 1995, : |

- a brlef dlscu551on of the agencies current findings
regarding pertinent statutory 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 transaction, Treasury will
participate in all aspects of the privatization process, and

Secretary will have final approval rights on the specific terms
of any sale prior to consummation. . . |

EREG L SECRETARIAT 1



!

and Young report are only relevant in calculating USEC's NPV "in
the government™ for the purpose of satisfying the statutory NPV
test. However, we do not view this number to be the minimum
acceptable sales price, and we expect the sales price to be
significantly higher.

‘ | |
It is worth noting that the assumptions and values in the Ernst

Transaction Related Issues

We are currently preparing to solicit proposals from investment
banks in order to retain a financial advisor to adv1se the
Treasury on all privatization issues.

cc: . Deputy Secretary Summers
Under Secretary Hawke
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DEPARTMENT OF THE TREASURY
WASHINGTON ' o :
. i

SENERAL COUNSEL September 25, 1996 . i

MEMORANDUM FOR THE SECRETARY ' ,

‘ : , B
FROM: EDWARD S. KNIGHT ‘
Response to Questions on Weekly

SUBJECT:
" Report

]
|
Regarding your questions on our weekly report
for the week of September 9, 1996: :

(1) The Executive order to facilitate collection

of delinquent child support obligations is expected
to be issued tomorrow afternocon, Thursday the 26th
of September, in advance of the President's weekly

i

Saturday morning radio address. : !

(2) Please find attached a memorandum I prepared

for you on August 19, 1996 regarding the :
significant legal . 1ssues ralsed by the USEC |
!

privatization. !

Please let me know if you need further
briefings on either subject. !

Attachment



DEPARTMENT OF THE TREASURY )
WASHINGTON ~ }

GENERAL COUNSEL

August 19, 1996
MEMORANDUM FOR ROBERT E. RUBIN ' |
SECRETARY OF THE TREASURY i

LAWRERCE 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) j

'P;ROM:, : EDWARD S. KNIGHT{MIS /ﬁ"f A7 | | f

GENERAL COQUNSEL

SUBJECT: Significant Legal Issues Raised by the United
States Enrichment Corpcration (USEC) Prlvatlzatiog

In order to stimulate discussion and to convey our prellmlnary %
thoughts regarding the USEC privatization, I am providing you
with a brief overview of the significant legal issues that
Treasury will face in the USEC privatization. 1In preparation for
a potential USEC privatization action, my office has been
actively engaged on USEC privatization issues since January 1993.
During this phase, we have worked closely with Domestic Flnance,;
met with USEC's in~house and outside counsel, and met with the
Securities and Exchange Commission's General Counsel. 1In
addition, we have contacted the Department of Energqgy's General
Counsel to discuss the USEC privatization.

1
I. Background |
Bﬁiefly, the following facts are significant to Treasury's i
interest at this stage of the USEC privatization: : |

® TREASURY IS THE SOLE STOCKHOLDER OF USEC. Treasury holds

i
|
all of the USEC stock for the United States, except: :

QO °  all the rights and duti ertaining to the management
of the USEC are vested in the USEC Board.
0 Treasury may not sell, transfer, or convey USEC stock

except to carry out a privatization plan. !

®  UNIQUE ROLE OF THE PRESIDENT. Presidential approval is ,
required before the USEC Board may implement any A f
privatization plan.



L TREASURY HAS A SIGNIFICANT ROLE IN GSEC PRIVATIZATION.

0 Based on certain statutory requirements,' the USEC '
Board, with the approval of Treasury, shall approve the
method of privatization (M&A vs. IPO) and the terms and
conditions for the transfer. ;

v

0 The USEC Board, with the approval of Treasury, shall j
" transfer USEC's assets and obllgatlons to a private !
corporation. . '

0 Based on certain statutory requirements,? the USEC
Board, with the approval of Treasury, shall transfer
the interest of the United States in the USEC to the
private sector.

o Treasury shall not approve the USEC 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 requlrements listed in footnote 2. ;

¢ POTENTIAL LIABILITY OF THE TREABURY OR TREABURY OFFICIALS IN
‘ CONNECTION WITH THE USEC PRIVATIZATION

0  No right of action against the United States, its J -

'
|
H
{

' 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) for
the public interest in maintaining reliable and economical - s
domestic uranium mining and enrichment industries. (A cautious
reading of the statute suggests that these statutory requlrements
should be considered together with the determinations 1lsted in
" footnote 3.)

’ The requirements are that the interest of the United |
States in the USEC 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, (iii) 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 together
with the determinations listed in footnote 3.) f



3 - ' o

aqents or officers for claims arising out of
privatization actions.

0 The statute specifically revokes any stated or |
implied consent for the United States, Qr any !
agent or officer of the United States, to be sued

|
by any person for any legal, equitable, or other |
relief with respect to any claim arising from any .
action taken by any agent or officer of the United
States in connection with the prxvatlzatlon of E
USEC. :

|

II. Legal Issues

Briefly, I have identified significant Treasury legal issues at
this stage of the USEC privatization as follows:

o BCRUTINY OF TREASURY. Although there is no legal liability |
for USEC privatization actions, Treasury officials will be
subject to scrutiny for any USEC privatization actions.

0 Congressional interest in USEC privatization.

] APPROPRIATE AGENCY. Subsequent to receiving Presidential
approval, USEC must determine, in consultation with
appropriate agencies of the United States, that
prlvatlzatlon will satisfy certain statutory determlnatlonS'
prior to implementing the Privatization Plan. ‘

0 Appropriate Treasury role with respect to these four '
requirements.

0 NEC has apparently envisioned a significant Treasury
role on these four requirements. :

0 Statute does not define “"implementation" of the Plan.

0 Apply conditions only at beginning of
privatization vs. apply conditions throughout
privatization process.

How to apply the four conditions.

Interagency mechanism for coordination.

Process for approval by other agencies on statutory

OoQ0Q

’ USEC must determine, in consultation with appropriate
agenc1es of the United States, that prlvatlzatlon will=--(1)
result in a return to-rthe United States at least equal to the net
present value of USEC; (ii) not result in USEC being owned,
controlled or dominated by an alien, a foreign corporation, or a
foreign government; (iii) not be inimical to the health and
safety of 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.



requirements. ' ‘ !
0 Ensuring a complete record of all determinations. :

0 STATUTORY CRITERIA FOR TREASURY APPROVAL.
0

Differences in the statutory criteria for Treasury
approval regarding--

0 method of privatization: f
0 transferring the interest of the United States to .
the private sector; and
0] determining that the method of transfer will k
' provide maximum proceeds to the United States. :
0 Ensuring a complete record of all determinations. Hi
0 REPRESENTATIONS AND WARRANTIES. Determination as to whether

Treasury should make any representations and warranties in
connection w1th the USEC privatization. ‘

We are currently reviewing a preliminary information package
prepared by USEC for the M&A sale process. Many of our comments
on this document are contingent on your determination of the
appropriate Treasury role in the USEC privatization.

My office is available to assist your offices on these issues as
well as any other USEC privatization issues that may arise. It

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