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Some privatization process lessons




Stages and elements of privatization
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Preparation

Overlap with
liberalization

Dissolve
plan ministries

Legislation for
private property

Privatization
agency

Achieving the critical
mass
Commercialization of
state enterprises,
splitting up large firms

No barriers for entry
private sector of
new enterprises

Small privatization
re - privatization

Consolidation

Hard budget-
constraint

Regulation of
competition

Large privatization
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Goals of privatization

eEfficiency

eCompetition

eRevenue

= Distribution

eDepolitisation

eDevelopment of capital markets
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Privatisation: ideal versus reality in tfransition 1

-Consensus about goals and «Conflicts on distribution disputes
models delay process ex ante/ex post
constraints

=Uncertainty of ownership,

eUnclear rules => lack of
fransparency, corruption

<Low administrative capacity
=conversion of power

<High uncertainty of rights
<High market uncertainty
-Large windfall profit/loss

<Valuation is like a lottery
especially in early stage

«Clearly defined rights before
privatization

<Clear rules for process

<High administrative capacity
«Clear rules of the game
=Clear ownership rights

eHinh marlkkat. trancen
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Privatization: ideal versus redlity in fransition 2

Not enough buyers

Potential owners with:
low savings, stock flow

capital
know-how lack of experience,skills
motivation lack of enpreneurship
governance skills governance problem
=> low price
Lacking institutions
Developed institutions .
monopolies

competition
capital market
banking system

regulation supports
market

thin capital markets
\ V7V YAV ‘All' kﬂ“ll IA““Q
VEIYy ICVW DUIIR=IOUri

lacking legislation




Models of privatization (1) ADVANTAGES AND
DISADVANTAGES

Wild
privatization

Re-
privatization

Voucher-system
mass privatization

Institutional
ownership

implemented in spite of
political system, support new private
sector

signal strong support for
private ownership

equality, population-accept
(solve political constraint)
creates capital for demand
valuation through auctions
fast privatization

equality, population-accept
develops institutions
fast privatization

corruption
insiders favored
arbitrary allocation

difficult to define assets,
problems with
compensation & distribution

diversification of ownership

may weaken stabilization: increased
consumption, wealth effect, transfers
(if legal) from persons with low savings
rate to people with high savings

rate, buying vouchers crowd

out invest

governance problem

monitoring the monitors

high power concentration
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Models of privatization (2) ADVANTAGES AND

DISADVANTAGES

Direct sale
THA-model

Installment
leasing with
option to buy

Employee-
takeover

gift, reduced
price

absorb purchasing power
core investor =>

active governance

often direct input of capital

absorb purchasing power
little capital necessary
core investor =>

active governance

enterprise democracy,

no capital problem,

more equal distribution
individual ownership
=>efficiency, + employment
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lack of capital =>
low sales price
distribution problem
valuation problem

valuation problem
distributional problem

valuation problem,

only for private employees
lower capital mobility
risk-concentration
monitoring managers?




Baltic countries small privatization - overview
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Estonia Latvia Lithvania
early Small state firms, New cooperatives New cooperatives
new cooperatives most owned by management most owned by management
most management owned, Soviet Soviet leasing to employees Soviet leasing,
leasing: 12 to employees 60 to employees
Estonian leasing: 1990-91
200 firms, most management owned employee-shares,
around 3% of assets
small 1990 law: 1991 law, Privatisation by auctions,

insider advantages

360 employee owned,
90 management owned
advantages cut 1992-93
Most privatized 1992
1200 firms sold 2000.

insider advantages

85% privatised 1994

by municipalities

most to management
some to other employees

Possible to use vouchers
1992 1993 1994 1995

57%

no advantages
for employees

70% 76% 100%
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Baltic large privatization - overview

Estonia

Latvia

Lithuania

1989:7 peoples enterprises
1991: 7 SOE experiments
most employee-owned

1992: Est. Priv. Agency

German Treuhandmodel

Tenders based on price, investment-, jo
guarantee

End of 2000 500 firms sold

5.5 bill EEK (450 mill $)

4.9 bill EEK inv. guarantee

56 000 job guarantees

Peak privatisation 1994

Most privatised 1995

Nearly all by end of 1998

Public offering min. shares for vouchers
start autumn 1994, by the end of 97: 39
holdings for 2.3 bin EEK

most utilities sold end 2000

1991, 6 SOE sold to insiders 1992-94
ministries decentral priv.

50 firms privatised,

78 firms corporatised

234 leased to insiders

1994 Lat. Priv. Agency

by 1998: 1009 tenders
190 mill LVL (350 mill $)
244 mill LVL debttakeover
127 mill LVL inv.guarant.
47 735 job guarantees
Peak privatisation 1997
Most privatised 1997
Nearly all by end of 1998
Aug.1994 voucher trade
95-00 88 public offerings
2000 few utilities and large enterprises
left

1991 LIPSP priv.

shares for vouchers

Employee share from 10% 1991 to
50% 1993

3000 LIPSP firms sold

1992 1993 1994 1995

38% 62% 75% 99%

46 “hard currency sale”

Peak privatisation 1992

Most privatised 1994

Slow priv. minority sha-res, and very
large firms

1996 Lith. Priv.Agency
Privatisation for cash

ministries slow process

98 State Property Fund,

=> privatisation faster

End 2000 some utilities and very
large firms left




Status for privatization - EBRD 2004
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private large small gover- main second peak

% GDP nance method method years
Belarus 25 1. 2+ 1. not priv.
Bulgaria 75 4 - 4 - 3. direct sale voucher 1997
Croatia 60 3+ 4+ 3 - insider voucher 1995
CzechR. 80 4. 4+ 3+ voucher direct sale 1992-94
Estonia 75 4. 4+ 3+ direct sale voucher 1994-95
Hungary 80 4. 4+ 3+ direct sale insider 1992-96
Latvia 70 3. 4+ 3. direct sale voucher 1996-97
Lithuania 75 4 - 4+ 3- ins/vouch direct sale 1992-94
Poland 75 3+ 4+ 3+ ins/vouch direct sale 1997
Romania 70 4 - 4 - 2. insider direct sale 1995
Russia 70 3+ 4. 2+ ins/vouch direct sale 1993-94
Slovak R 80 4. 4+ 3. direct sale voucher 1992-96
Slovenia 65 3. 4+ 3. insider voucher 1995-96
Ukraine 65 3. 4. 2. insider direct sale 1998-99

index 1=no privatization to 4+=full privatization
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Conclusions

= Privatization necessary for decentralized market-oriented decisions and
motivation

< Small privatization easy to implement. Large privatization needs highly
developed institutions => problems of implementation or later stage

= Privatization part of global liberal wave. What is current situation?
e Competition more important than ownership

= Big Bang: weak institutions may cause unfair distribution and path
dependent barriers for further reform Gradualism: long period of
commercialized SOEs, weak corporate governance (Poland, China -
weight on new small private companies)

< Western model of privatization cannot be easily transferred to less
developed countries because of lack of institutions, distributional
problems, political conflict, lack of potential owners with capital, know-
how, motivation, governance skills

< Important to build up state capacity and limit negative effects of
corruption, inside dealings in privatization: keywords: simplification and
fransparency

< Lack of capital and institutions opened for new privatization models :
voucher, insider-takeovers, restitution (re-privatisation)
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Conclusions. Privatization models

= Models of privatization evaluated on speed corporate governance,
efficiency, distribution,

= Strong variation in models and speed, and implications for different
social groups

- Re-privatization: when nationalization not too long ago especially
for land, housing

= Direct sale: East Germany, Estonia, Hungary plus most countries in
later stages

e Voucher model: Czech, Lithuania, Russia

w “; F:QAQ ““A (g aYaal=Y M:“A':;\'
i 1T, UIIU SVIITIC TTHTIVIITY

L) D\I 6nn: A“I\I ‘A\A' L o IV o :“
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state-shares left
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After privatization: Sources of Capital
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Main dilemma: Debt or equity financing




Alternative sources of financing

Personal funds

Family and friends

Commercial banks

Suppliers and trade credit
Government loan programs

Grants and subsidies

Industrial partners

Business Angels and informal investors

Venture capital

e © © ¢ ¢ € ¢ ¢ ¢ ¢

Risk capital; private equity
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Stages of Business Development Funding

Early Stage Financing

Seed capital

Relatively small amounts to prove concepts and finance feasability
studies

Start-up

Product development and initial marketing, but with no commercial
sales yet; funding to actually get company operations started

Expansion or Development
Financing

Second stage

Working capital for initial growth phase, but no clear profitability or cash
flow yet

Third stage

Major expansion for company with rapid sales growth, at breakeven or
positive levels but still private company

Fourth stage

Bridge financing to prepare company for public offering

Acquisitions and LBO Financing

Traditional acquisitions

Assuming ownership and control of another company

Leveraged buyouts (LBOs)

Management of a company acquiring company control by buying out
the present owners

Going private

Some of the owners/mangers of a company buying all the outstanding
stock, making the company privately held again




Financial Life Cycles vindicatum —

Ouvutside Equity and Risk capital

FFF: Personal savings and friendly sources

Amount invested (000 €) Risk Cost

10.000 _f Risk capital Moderate Under 30%
: Private equity
1.200 — 0L
Venture Capital 30pe
trategic alliances and partnesrhj
900 —
600 — / Venture capital /
300 —
160 — Business Angels 50pe
Informal investors
100 v v

—_ Ext 50-100%
60 Grants / FFF xireme

30 —
T-2 T=0 T+1 T+2 T+3 T+4 T+5

T-3
> Seed >> Sl uI:’>>Expanswn>> Exit, MBO>
Early growt

< Stages

v




Cost of capital and Value creation
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Value Creation: Economic Value Added

EVA

(

Venture Capital costs

ROCE - WACC ) * CE

| A J

Spread

Capital Employed




Value Creation
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WACC
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Venture Capital costs

%
/

EQUITY

LONG TERM DEBT




Inside Venture Capital Business
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What is Venture Capital?
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The key features of Venture Capital Funds

industry

- Ten year time frame. Venture Capital funds are, in most cases,
set up with a 10 —year horizon. The portfolio is build up over first
few years, and good exits generally take about 5 to 7 years or
more to come to fruition

eLimited Partnership. In common partnerships are tax - efficient
vehicles; the capital gains are taxed when they are received by
the partner rather than within fund

e Mutuaily binding commiiments. A Fund brings together coadiition
of investors. Each of investors wants to ensure that all partners (GP

and LP) are tied in closely for the duration of the Fund and that
there are no conflicts of interest
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Types of investors in Venture Capital Funds

- Pension funds. A pension fund with relatively high ratio of current
employees to retirees is an ideal investor in a VC fund

= Endowments. Endowments for universities and charitable institutions
often have very long- term liabilities and make particularly ideal
investors in VC fund

= Balanced fund managers. Investment managers who managing a mix
of equities, bonds, cash and alternative assets

= Funds - of — funds. Possibility of diversification across a lot of Venture
Capital funds by investing in an intermediate vehicle

= Corporations. Here investment might be intended as a way of keeping
an eye on technology developments within the sectoral focus of Venture
Capital Fund

= High net worth individuals. Wealthy individuals with certain professional
experience as arule trough family office vehicle, make commitments to
Venture Capital funds
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How does a venture capital fund work?

» Venture Capitalist execute different tasks
during the life of a fund.:

1. Fundraising
2. Deal Flow

3. Selection of a business plan and
negotiations

4. Follow-up of investment
5. Sale of portfolio company, IPO

... And back to fundraising once around 75% of
the committed funds have been invested
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Venture Capital and other sources compared

and contacts; they

sometimes conflicts

Advantages Disadvantages Decision on
F&F&F Quick; not They only bring Trust, friendship
demanding money
Industrial partner | Quick, know-how | Exit unclear; The nature of the

business and the

facilitate contacts

costly

Venture Capital

Professional,
oriented to value

Slow, they can
control certain

can bring of interest strategic interest for
customers the pariner
Business Angel [ Quick; they Exit unclear and Profitability and

personal
preferences

Profitability

Risk assessment

to get

creation, clear exit | decisions
Banks Quick Guarantees
Grants Cheap and easy Slow; not always

available

Economic and
political impact
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Venture Capital Fund. Structure and

Investiment Process
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Structure of Venture Capital Funds

* Venture Capital funds are partnerships ( or investment vehicles) not
companies

= The Venture Capital Fund is a vehicle for parties interested in investing
in high — growth companies. These parties are gathered together in a
fund, bound by a set of commitments for the fund duration

«As arule, Venture Capital funds are granted a finite 10 - year life by
investors in the fund

<Venture capital funds managers in the first three to five years guide
invested companies as they grow, and ultimately exit them in years 5 to
10 by selling them to larger companies or by undertaking an initial
public offering

<The Fund managers team lives or dies based on its performance
(amount of capital returned to investors and speed). If team delivers a
good performance to the investors, every three to five years it will
normally be able to rise another Fund




Typical Venture Capital Fund Structure
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Limi

Owners
Anchor investor(s)
100% l
carried interest
Fund General
l Partner
\ 4 l
Investment
Manager: Investment Manager Agreem. Sindicatum
Sindicatum > | Belarus
Capltg | [ t t M tF Growth ‘

Internatlonal nvestmen anagement ree Cdp“al Fund
8
9
£
©°
Q0
]
qg Sub adviser
o
o]
e
w

Sub-management agreement, fee

>

Limited Partner
Limited Partner

!

Main adviser
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How Venture Capital funds are compensated?

The Fund partners and staff are rewarded in two ways - through a
management fee and trough carried interest

Partners and staff of a Venture Capital funds receive an annual fee -
roughly 1,5 - 3 % of the total amount of the Fund they manage each
year

The carried interest refers to situation where the Fund managers team is
entitled to particular percentage (on average from 15 to 20) of all the
gains, once the partners (investors) received 100% of the capital of the
fund. There also are s few factors to note regarding carried interest:

= Hurdle rate

= Claw backs

= Division of the carried interest
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Key Stages in the Investment Process —

Acquiring, Monitoring, Exiting




Sindicatum —
Investment Process — Acquisition Stage

Opportunity SRS Research; scouting visits; local and business contacts
identified

Initial discussions » Is there a potential deal?
with the target

Detailed internal » Including valuation range and exit routes
report prepared

First Investment  s—m—e—: » Proceed or not? If proceed, term-sheet approved
Committee

Negotiations with » LOI signed
Target

Legal, financial and S » Local counsel signs off
business due diligence

Board representation, tag- along, _ Final round of negotiations with
drag-along rights etc the Target

Proceed or abandon? If proceed, 4 Final Investment
approve Final Proposal Committee —l

Final Proposal to
Target
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Target Profile: A Checklist

= Defendable local niche

= Good brand (locally) MUST HAVE
» Capable management team with good track record

= Sound reputation

= Substantially owned by management

» Evidence of profitability over cyclical peaks and troughs PREFERABLE
= Lean cost structure

= Record of survival in crisis

= Depth of middle management
» Immediate ability to deploy new capital profitably DESIRABLE
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Investment Process - Monitoring

Transaction

Lead Monitors > Company Board Member, weekly updates, monthly reporting
investment

Is company meeting targets?

Any issues to cover in next

meeting?

Monthly Internal Transaction Lead and other team member prepare
Meeting report for monthly meetings, reporting to investors

Issues To Be Resolved, Follow Up on Meeting Action
corporate or shareholder v ltems
Monthly Investment > Monthly reporting, transactions,
Committee Reporting / Call etc.

Follow Up, New

Investments,
dispositions, etc.

Internal report
prepared
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Investment Process - EXIT

Transaction

--------------------- » Preliminary review of market conditions, identify potential acquirers,
Team Proposes

Exit —l exit options

» Transaction team and a detailed review of the likely
buyers and terms and conditions of an Exit. Various exit
scenarios are considered (frade sale, IPO, etc.)

Monthly Internal Transaction Team presents its findings to the rest of the
Meeting team. Proposal to Exit is then refined and prepared to
send to Investment Committee

Investment Committee Review
of Transactions and Monthly
Reporting

> Follow Up on Meeting Action Items.
Decide whether Exit will be done
by the team or outsourced

Follow Up on status Monitor results of Exit Process,

tender, trade sale, etc.

Distribute Proceeds to LP’s and Exit and Receipt
4. ............................................................
Investment Manager of Proceeds

of dispositions, etc.
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Main dilemmas for Belarus

- Knowledge of capital markets basics and
professional experience of new owners

e Local financial services market infrastructure
e Legal practices

e Authorities commitment towards existing
international practices

e Behavioral traditions of society
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Contacts

Sindicatum Capital International UAB

Vilniaus verslo vostas
Lvovo g. 25, LT- 09320 Vilnius
Lithuania

Tel.: +370 5 263 8687, +370 52638688, +370 5
2638689

—_—— - - - -— v

Fax.: +370 5 275 8229
Email; saulius.racevicius@sindicatum.com




