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This paper provides a quaitative and quantitative analysis of the public-
finance effects caused by the privatization of state-owned firms in Chile
between 1985 and 1990. In that period, important state-owned firms were
transferredtotheprivatesector (fromtheelectricity and telecommunications
sectors, among others), and the Treasury collected an sum amounting to
nearly US$1,700 million.

Thisstudy —which considersthe ten largest firms covering more than 80%
of revenuesreceived by the Treasury in that period— showsthat, contrary
to what has been argued, from the fiscal point of view the firms were not
“given away”. The author points out that the Treasury would have suffered
acapital loss only if there were no efficiency increases in the privatized
firms. This is because efficiency improvements redound in gains for the
Treasury through taxation, thereby compensating the possible subsidy
which might have been obtained by the private sector in the purchase.
Theauthor also concludes that at the outset of the process (1985-1986) the
Treasury made asset losses, which were nonethel ess offset by subsequent
sales. In the author’s opinion, this loss was probably due to the strong
opposition that existed at the start of the privatization process, which
brought the priceof thesharesdown, and consequently made for areduction
intherevenueflow received by the Treasury. Inthefollowing period (1987-
1990), ontheother hand, divestiturehad apositiveaffect on publicfinances.
Furthermore, when significant efficiency advances are taken into account,
the author concludesthat the initial fiscal losses were more than offset.
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1. INTRODUCTION

The privatization of state-owned firms has short- and long-run
effects on publicfinances. It can also have animpact on the behavior of the
private productive sector, whichin turnwill have fiscal consequences. For
all of these reasons, to analyze the fiscal impact of privatization in a
comprehensiveway, ageneral equilibrium-type model isneeded. However,
thequantitatively mostimportantimpactsareclear and potentially measurable.

The sale of an asset has effects on the “ permanent income” of both
seller and buyer. It is not sufficient to look at the current deficit of the
public sector to determine whether privatization is appropriate or not. At
the moment of sale, public sector revenues will rise as aresult, but if the
asset was generating positive cash flows, in subsequent yearsthere will be
a negative effect on fiscal income due to the loss of these cash flows.
Consequently, there is a similarity between privatization and an increase
in fiscal borrowing, because aflow isreceived in the present in exchange
for reduced flowsin the future. For that reason, incomefrom privatization
should be seen asaway of financing adeficit rather than a determinant of
the deficit.* The aim of this study is to analyze the fiscal impact of the
divestiture of firms by the public sector, and then to make a measurement
for the Chilean case between 1985 and 1990.

II. PRIVATIZATION AND PUBLIC FINANCES:
THEORETICAL ANALYSIS

The immediate impact of the divestiture of an asset by the public
sector isareduction in the conventional deficit in the year of sale, thereby
easing liquidity constraints. However, as has been said already, thisis not
the only impact that is produced: there are also effects on the public
sector’s permanent income, through areduction (or disappearance) of the
future flows the asset would have generated, implying a positive effect at
themoment of salefollowed by negative (or positive) effectsin subsequent
periods. The problem can be even more seriousif asaresult of the revenue

11t is not only asset sales that can lead to false conclusions regarding the
conventional measurement of fiscal deficits. The same occurs with publi-sector
investment, which traditionally is considered as an expense in the current period,
without takina into account that it will probablv aive rise to future benefits.



from the sal e, the government reduces taxesor increases current spending.
If the public sector sells a firm to the private sector, it will obtain
revenuesas aresult of the sale, but will also cease to receive the dividends
that firm was generating. On the other hand, it will receivethetax revenue
that the firm and its shareholders pay in future periods.

In general terms, the fiscal impact of the sale can be expressed as.

DVp T.

1 + |
m(l+ ri) n(1+ri)

@ IFP=PV-3Y

where:
IFP = fiscal impact of the privatization
PV =  saleprice of the firm
DVp, = flowof dividendslosttothe Treasury inperiodi, net
of reinvestment of profits.
T, = flow of taxes paid by the private sector in period i
r, = discount rate in period i

In what follows, the value of these variables is analyzed under
different scenarios.

a) Perfect competition, certainty and equal behavior

Withnochangesinthefirm’ sbehavior, i.e. withidentical administration
under both the private and public sector, the analysisislimited to studying
the budgetary impact of a change in the firm's ownership. If the capital
market is perfect, thefirmwill be sold at the competitive price, equivalent
to the discounted present value of after-tax income flows. An exception to
thiswould beif the Treasury decides to make a gift to specific group (e.g.
workers) by selling them thefirm, or part of it, at aprice below the present
value of future cash flows. If, on the other hand, the offer for saleis open
and public, competition between buyers will lead to a situation where, at
the limit, the maximum willingness to pay will correspond to the present
value of future flows.

If thepublic sector investsthe proceeds of asset salesat thediscount
rate (the alternative cost of the proceeds), the future higher deficitsin this
sector will be exactly offset by thereturns on theinvestment madewith the
proceeds from the sale. Thiswould be the caseif the government usesthe
resources to buy other assets or to repay debt; i.e. if it investsin projects
with a vield equal to the discount rate. In these circumstances, the



government and the private sector simply exchange financial assets and
liabilities, with no effect on real resource demand, either present or future:
the fiscal situation will not be affected. In the context of a closed capital
market, the discount rate will not change, because, as it is equal to the
marginal returnoninvestment, theonly effect will betoalter thecomposition
of investment portfolios belonging to the Treasury and to the private
sector.

The same happensif the capital market is open to the outsideworld,
and firms are sold to foreign investors. If the market is efficient, the
Treasury will receive the present value of the firm’s future income flows.

On the other hand, if the proceeds from the sal e are used to finance
current expenditure or to reduce taxes, future deficits could be greater,?
and the conventional measurement of the deficit in the year of sale would
not refl ect the medium-term macroeconomic consequences resulting from
the divestiture.

Formally, the analysisis as follows:

The sale price of the company will correspond to the present value
of the cash flows it generates, net of taxes, i.e.:
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where:
F. =  pre-tax cash flow generated by the firmin period i
r =  private discount rate in period i

In addition, if there are no behavioral changes® in the firm after
privatization, the flow of dividends lost to the Treasury is given by:
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21t should be kept in mind that part of current expenditure, social spending,
represents investment in human capital, which may socially be highly profitable. In
addition, reductionsin tax rates, through their impact on economic growth, can lead to
increasesinthetax base, sotheeffect ontax revenuewill not necessarily be negative.
3 Chanaes in the firm’s economic qoal's and results.



where:
VP (DVp) present value of dividends|lost to the Treasury
r = social discount rate

is

However, the Treasury will receive the taxes paid by the private
sector:
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where:
VP(T) = present val ue of tax revenuereceived by the Treasury.

The fiscal impact of privatization can be expressed as:
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Under the assumption of perfect competition, i.e. with no distorted
markets, the social and private discount rates coincide(r, = r,), and sothe
sum of the terms of equation (5) gives aresulting fiscal impact equal to
zero. However, it is important to note that the present-value calculation
implicitly assumes that cash flows obtained from the sale of the firm are
reinvested at ayield equal to the discount rate. So, if the sale proceeds are
invested in projects yielding less than that rate, the fiscal impact will be
negative.

However, thepractical utility of thisanalysisisonly asabenchmark,
for thevery existence of an entrepreneurial stateisbecausethe government
aims, through public administration, to achieve goals that are to some
extent different from those pursued by private management. In thelight of
this,itisdifficult toimaginethat afirm’ sbehavior under public administration
will be identical to its behavior when managed privately. This is a
significant aspect in the social-welfare impact of privatization, which will
not be analyzed in this paper. However, it should be kept in mind that the
goals pursued by public administration, unrelated to the pursuit of profit,
may also be socially valuable —redistributive goals, for example —and
should be considered as part of the social value of the firm under public
administration.

@



b) Differencesin the tax regime applied to the private
and public sector

Before analyzing the differences in the tax regimes applicable to
private- and public-sector companies, it should be mentioned that the
difference between dividendsand taxes, for apublic-sector firm, isonly of
an accounting nature, since both represent fiscal cash inflows. But if the
tax rules are changed at the time of divestiture, the private sector’'s
maximum willingness to pay will be affected, and thisin turn will affect
the fiscal revenues resulting from privatization. If the capital market is
efficient and there are no changesin the firm's behavior or efficiency, the
change in tax legislation will have no fiscal impact, because the market
price of the firm will reflect the future income flow net of taxes. If public-
sector firmswere enjoying tax advantages, tax revenues will increase as a
result of privatization which brings such advantages to an end, but at the
cost of a lower market price for the firm. The net fiscal effect, given
efficient markets, is nil.

In terms of equation (5), described above, the value of T,, on the
right-hand side, will be greater, but asthistermisboth subtracted and then
added, thefiscal impact will be zero (assuming of course that there are no
differences in discount rates).

¢) Uncertainty and capital market imperfections

In the absence of uncertainty, the maximum amount the private
sector will be willing to pay for risky assets will be afunction of the cost
of acertain income flow of equal expected value, and the private sector’s
risk aversion. If the public sector islessrisk-averse than the private sector
and there are no changes in behavior or in tax regimes, the present value
of the flows generated by the firm will be less for the private sector,
because the relevant discount rate for this sector will be higher. This may
be the case if there is a danger of future re-nationalization at lower than
market prices,or if there are imperfections in the capital market, such as
favorable borrowing conditions for the government, even though both
sectors may be equally risk averse. In either of these two cases, the
government will haveto transfer part of its wealth to the private sector, to
compensate it for the higher discount rate.

In terms of the equations presented above:
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where:
E() =  expected value of cash flow.

If there are no changesin the firm’s behavior, the expected val ue of
flowswill be equal for both sectors. However, if therearedifferent degrees
of risk aversion, or if therisk attached to the cash flows isindeed different
for the private sector, then Mo #® r.AIf, asis likely, Mo > T then in the
absence of changesinthefirm’ sefficiency thefiscal impact of privatization
will be negative.

However, this argument would imply that all investment projects
should be carried out by the public sector, because its opportunity cost is
lower. Logically, this cannot be true, as it assumes implicitly that the
alternative cost of investing the resources is constant. A point will be
reached where it will no longer be worthwhile for the public sector to
continue concentrating itsinvestment in any project, whereasit will befor
the private sector.

d) Efficiency Improvements

Before analyzing the fiscal impact of efficiency improvements, itis
necessary todefinewhat ismeant by efficiency. Economictheory distinguishes
between (i) profitability —understood asthe maximization of the pecuniary
profits arising from an economic activity; (ii) productive efficiency —
defined aslowest-cost production; and (iii) economic efficiency —defined
asthegeneration of pricesand quantitiesthat are optimal from theresource
allocation standpoint. In a perfectly competitive economy, these three
definitions coincide. Profit-maximizing producers will be economically
efficient, becausethey will produce optimum quantities at aprice equal to
marginal cost. On the other hand, if there are distortions in the economy,
privatization will likely give rise to profitability improvements, because

“Strictly speaking an adjustment for these differences can be madeto theflows
themselves. However, in financia vauations it is usually the discount rate that gets
adiusted.



incentives to maximize profits are stronger for private-sector firms. The
effect on resource alocation will depend on the type of distortions present
both before and after privatization.

I1f changesinthebehavior of thefirmsoccur asaresult of privatization,
future income flows will be different. Efficiency improvements will
depend on the rules of the game in force for private and public-sector
companies, and on changes in the existing rules as a consequence of
privatization.® the empirical evidence seemsto indicate that private firms
react faster to technological changes, and have entrepreneurial skills
which are in short supply in the public sector, due to the different set of
incentives facing the two types of firm.® These improvements will have a
favorable impact on the Treasury via the sale price of the firm and /or
higher tax revenues.

If the sale is accompanied by restrictions on competition, future
income flows will be higher, but resource alocation may worsen. To
clarify this point, let us assume the existence of a natural monopoly,
administered by the public sector with redistributive objectives but in a
productively inefficient way. If this monopoly is privatized, and the
private producer isallowed to use hismonopoly power, resourceallocation
will deteriorate asaresult, although probably therewill be animprovement
in productive efficiency. Additionally, account should be taken of the
impact on social welfare arising from the use to which the Treasury puts
the proceeds of the sale and the taxes paid by this monopoly. The total
impact on resource allocation is unclear a priori, and depends on the size
of the distortions.

Finally, the budgetary impact will depend on the behavior of the
economy asawhole. Although aparticular firmmay improveitsefficiency,
this could be at the cost of lowering profitability in other competing firms,
thereby reducing the taxes paid by these firms.

In terms of the previous equations, an efficiency improvement will
increasethe pricethe private sector iswilling to pay for the firm. However,
if thecapital marketisnot competitive, nobody can guaranteethat the price
actually paid will correspond to the maximum willingnessto pay,’ in other
words:

5 There are countries where privatization policies have been accompanied by
domestic deregulation.

¢ Generally, bureaucrats are not driven to maximize profits becausethey do not
suffer the consequences of eventual bankruptcy.

71, for example, thereareproblemsof information, bidswill not be competitive.
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F = cash flow generated under private management in
period i.

Ontheother hand, if thereisanimprovementin productiveefficiency:

F = cashflowgenerated under public-sector administration.

Ontheother hand, if therearesignificant distortionsin the economy,
the private discount rateislikely to be higher than the social rate. Thisidea
is based on the fact that one of the most regulated markets is the labor
market. Thepresenceof minimumwages, unionsand prof essional associations
means that the social cost of labor islessthan its private cost, or the price
actually paid for it. A similar effect is generated by taxes on the capital
factor. It is for this reason that some authors assume that the private cost
of capital is above its social cost, in other words:
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To the above one would have to add the indirect effects on other
markets. The fiscal impact would be equal to.
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where:
El = indirect effects.

Thefiscal impact of privatizationinthese circumstancesisnot clear
a priori, so an empirical measurement is needed in each particular case,
which will be carried out in the following section.



e) Effectsin the capital market

The potential effects on the capital market will depend on the size
of theprivatization processbeing carried out. If thisisof littlesignificance,
the secondary effects in this market may be negligible. If we assume that
privatization is big enough for the capital-market effects to be significant,
we will find that when a public-sector company is offered for sale, the
supply of shareswill increase. If the demand for future income flows does
not change (the saving rate remains constant), therewill be acrowding-out
effect; i.e. the purchase of sharesin public-sector companieswill be at the
expenseof investment in other assets. Thefinal result in the capital market
will depend on the effect on total saving (public, private domestic and
private foreign), and on total investment (public, private domestic and
private foreign).

If the capital market is not open internationally, the effects will be
as follows.

When the sale begins, investment demand by the public sector
will increase if the proceeds are used for investment. If the supply of
savings by the private sector remains unchanged, the effect on the
interest rate will depend on the what the government plans to do with
the sale proceeds. If all the proceeds are destined to public-sector
saving, the interest effect will be practically nil, with only temporary
increases due to information problems. If part of the proceeds are used
to finance current expenditure, there will be an increase in investment
demand not fully offset by higher public-sector saving, leading to a
higher interest rate. Thisincrease will cause afall in the prices of the
shares in the public companies being offered for sale, with a negative
impact on the Treasury.

If the capital market is open internationally, and the country is a
small one, there will no effect on the interest rate, nor therefore on share
prices, because the interest rate is determined internationally.

I11. PRIVATIZATION AND PUBLIC FINANCES:
THE CASE OF CHILE, 1985-1990

The privatization of public-sector firmsin Chile during the period
1985-1990invol ved someof thecountry’ simportant productive companies.
All these firms were sold to the private sector at prices below their book
valuie Althnninh this dnes nat /av anvthinn ahniit the fieeal imnart acthe



accounting principles used do not necessarily reflect economic value, it
does raise questions concerning the prices and fiscal impact of the sales.

The next sub-section describes the model used to measure the fiscal
impact of the privatization of ten of thelargest public-sector companiesin
Chile.

3.1 Description of the Model

a) Estimating the fiscal impact of privatization requires using a
general equilibrium model, asthe effectsgenerated are not restricted tothe
firms sold. Privatization can cause behavioral changes in the rest of the
productive and financial system, whichinturn have effectson government
income and expenditure. However, consideration of these elements is
impossiblein practice, soonly thedirectimpactscaused by theprivatization
of these ten firms will be included.

b) The time horizon used in the estimation ought to be infinite,
because, even if a firm closes down, the liquidation of its assets will
generate income for the private sector on which it will have to pay taxes.
However, due to the magnitude of the estimated discount rates, income
flows in periods in the distant future (more than 20 years hence) cease to
be relevant, so the time horizon used will stretch from the moment when
the privatization wasinitiated (1985, 1986) until the year 2008. The fiscal
impact of including the final flow is probably negative, because the taxes
paid by the distribution of this flow will be less than what the Treasury
would have received if the firm had not been privatized (it would have
receive thetotal income flow instead of part of it). But if the private sector
reinveststheincomeflows from the firmin amore profitable way than the
public sector, this effect could be reversed.

c) The full fiscal impact of privatization for each of the years
between 1985 and 1990 is the sum of the annual impacts caused by each
privatized firm. The companiesincludedin the sample, which coversmore
than 80 percent of fiscal revenues from the sale of shares in the period
1985-90, are as follows:



TABLEN°1

Firm % of total
divested
ENDESA 27.1
CHILGENER 4.6
CHILMETRO 6.1
CHILQUINTA 15
CTC 174
CAP 3.6
IANSA 25
SOQUIMICH 10.9
ENTEL 6.5
LAB. CHILE 11
TOTAL 81.3

Source: Gerencia de Normalizacién, CORFO.

d) The central idea of the model is to measure changes in the

Treasury's cash flow resulting from the divestiture of these public

@ companies. As was indicated in the theoretical analysis, these flows
correspond to:

—  Proceeds from the sale of the firm or part thereof.

— Transfers lost to the Treasury, which ceases to receive
dividends corresponding to the percentage of the firm that has
been privatized.

—  TaxespaidtotheTreasury by theprivate sector, corresponding
to the privatized percentage.

The revenues arising from divestiture are directly measurable.
However, thisis not the case with the other flows, as their measurement
requires a considerable number of assumptions to be made. The transfer
lost to the Treasury is a function of the fraction privatized and the cash
flows the firm would have generated in public-sector hands. In turn, these
cash flows depend on how efficiently the company would have operated
and on the rate of reinvestment of profits. Taxes paid by the private sector
arise from two sources: Prime Category Tax, charged on company profits,
and the Global Complementary Tax charged on dividendsreceived by the
firm’s owners. Therefore, factors such as the firm’s efficiency in private-
sector hands, the dividend rate, and the rates and bases of the Prime
Category and Global Complementary Taxeswill all affect itsmeasurement.



The impact of asalein year i is given by:

@1 IFP =PV +VP(e, T) - VP(0,DVp)

where:
IFPi = fiscal impact of the privatization carried out in year i
PV = saleprice of the firm
VP(aT) = present value of taxes corresponding to the fraction

of the firm privatized in year i (a)

VP(aDVp) = present value of the dividends the public sector
ceasesto receive, corresponding fraction of thefirm
privatized in year i (a)

e) All flows are expressed in millions of Chilean pesos at 1988
prices, under the implicit assumption that inflation has no real effects
inside the firm. Variables are adjusted in line with the variation in the
consumer Price Index (CPI).

3.2. Measurement of the flows

This section present an explanation of themodel used in estimating
the cash flows mentioned.

3.2.1. Measurement of the firm's sale price (PV)

Thisinformationisobtained from CORFO, astate entity responsible
for privatization. A fraction of the shares of these firmswere sold to public
sector employees, in lieu of redundancy payments for years of service.
Here the Treasury does not receive the cash flow corresponding to this
operation at the moment of sale, but areduction in negative cash flowsis
produced in the future (at the moment when the Treasury would have had
to make the redundancy payments). It will be assumed that the two flows
have the same present value, so any sale using this mechanism will be
counted as a cash inflow in the present. The same argument is valid for
shares sold on credit and for those given toCora creditors.® In the cases of
Endesa and CTC, a fraction of the shares were sold through popular

8 Part of the shares of Endesa and Entel were transferred to creditors of the
aararian reform carried out durina 1971-1973.



capitalism, with highly advantageous loans in interest-rate terms, which
had a negative impact on the Treasury. This effect will not be considered
in the estimate, but it is important to keep it in mind.

3.2.2. Measurement of taxes paid by the private sector

Income taxes on firms in Chile are charged at the level of the firm
and of the owner.

— Prime Category Tax (TE): a proportional tax on the gross earnings
of the firms®. This tax is credited at the second level, in order to
avoid double taxation of the same income source.

—  Global Complementary Tax (TP): aprogressive tax charged on all
income received by domiciled or resident individuals.

As hasalready been mentioned, to be able to estimate taxes paid by
the private sector, one needs to estimate the tax rate and its base, and this
will be described below.

a) Prime Category Tax:

Thetax rate correspondsto thestatutory rate applied onfirms' gross
taxable income —10% for the period 1984-1990, and 15% in subsequent
years.!® The tax base corresponds to gross earnings in the period 1984-
1988, and from 1990 onwards. For 1989 the base correspondsto the profits
distributed to owners or shareholders.'

b) Global Complementary Tax:

Herethetax rateisprogressive according to theincomelevel of the
owners or shareholders, so an assumption has to be made concerning the
level of such income. The average of shareholders' monthly income is
estimated at $600,000 per month in December 1988, for which reason the
marginal income taxes are estimated as 15% for the period 1984-1989 and
30% from 1990 onwards.*

9 Thisisnot exactly equivalent togrossprofitsacording to financial accounting,
because certain adjustments have to be made to calculate net Prime Category taxable
income. However, this difference will not be considered in the estimation of the fiscal
impact of privatization.

0 This change arises from the approval of the 1990 Tax Reform.

1 The change between 1989 and 1990 occursfor the samereasons described in
the previous note.

2 Themarginal ratefor thisincomelevel is25%. However, thereform proposes
that the Prime Category Credit should constitute income for shareholders, thereby
making them moveup tohigher incomebrackets. Thisisequivalent toanincreaseinthe
marainal tax rate.



Thetax base correspondsto dividendsreceived by the shareholders.

In order to measure taxes paid by the private sector, gross profits
and the dividendsdistributed need to be estimated. The model used for this
purpose is described below.

3.2.2.1. Description of the variables

In estimating the profits obtained by thefirms after privatization —
requiredfor cal culating taxes— the starting point will be after-tax accounting
profitability. For the period 1985-1989 the effective profitability of each
firm will be used; for the subsegquent period, assumptions will be made
according to criteria explained below. Accounting profitability is given
by:

(12) Ut(t)/ PAT(t-1) = RENT(t)

where:
Ut(t) = after-tax profitin (t)
PAT (t-1) = accounting asset valuein the previous period, with (t)
ranging from the year in which the privatization was
initiated until the year 2008.

The asset value of a firm, presented in the form of an
accounting identity, is given by:

(13) PAT(t) = PAT (t-1) + Ut(t) - DV(t)

where:
DV(t) = dividends or profits distributed in period (t)
Using (12), after-tax profit is given by:

(14) UT(t) = PAT(t-1) * RENT(t)

In turn, dividends distributed to owners will correspond to the
dividend rate (d) multiplied by net profits, i.e.:

(15) Dv(t) = UT(t) * d(t)

The dividend rate (or its inverse, the rate of profit-retention), like
profitability, is avariable that is exogenous to the model, to be estimated
according to criteria explained below.

@



This rate is important for calculating cash flows for two reasons:
— dividends received by shareholders will determine the Global

Complementary Tax,

—  thehigher therateof profit-retention, thesmaller are current flowsto
shareholders, but future flows are greater provided the funds are
investedin projectsthat haveayield at | east equal to thediscount rate.
It should be clear that therate of effectivereinvestment will beeven

greater than (1-d), because profit is expressed net of depreciation, so
implicitly oneisassuming that depreciational soformspart of thereinvestment
of profits. In other words, if the dividend rate is 100 percent, the model
implies that the firm is reinvesting an amount exactly equal to the
depreciation of its assets.

Once profitsand dividends received by the private sector have been
estimated, constituting the bases for the Prime Category and Global
Complementary Taxes, it is possible to calculate total taxes paid (T) as
well as the rate applied to net profit (t), as follows:*

- Period 1984-1988

Prime Category Tax (TE) isgiven by theruling tax rate (tE), applied
to gross profits (Ut.B), i.e.:

(16) TE=tE* UT.B

Global Complementary tax is given by the margina rate (tP)
applied to dividends received, less the credit received by shareholdersfor
Prime Category Tax paid, i.e.:

17) TP=(Ut*d)*tP-(UtB*d)*tE

Adding the two taxes together, collecting terms and remembering
that:

(18) Ut=UtB* (1-tE) gives:

1E

(l_TE*(l—8)+(8*‘cP)}

19 T= Ut*{

* The subindices (t) will be omitted in the tax equations.



This gives atax rate on net profits in this period (t,, ,,) equal to:
TE

20) Ty gp=———"(1-8)+8 * P
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— 1989

In 1989, a different regime was in force for Prime Category Tax,
whichinvolved atax of 10 percent on distributed profits, not reinvested by
owners.* Thus, we have:

(21) TE= utB* d* tE

With regard to the Global Complementary Tax, the existing regime
remained unchanged, so, combining equations, thetotal tax paidisequal to:

(22) T=(UtB*d*tE)+ (Ut* d+tP)- (UT.B* d* tE)

This result shows that when the credit is applied, in that year only
the Global Complementary Tax was paid, at arate on net profit equal to:
(23) t=d*tP

8

— Period 1990 onwards

In 1990 tax reformswill comeinto forcewhichinvolvetaxing gross
profits at 15% from 1991 onwards,** and changing the income brackets,
rates and base of the Global Complementary Tax. Fromthisyear onwards,
the Prime Category Tax credit will be counted as income for the purpose
of charging the Global Complementary Tax, so the total tax paid will be:

(24) T=(UtB*1tE)+ (Ut* d+ UtB* tE* d)* tP- (ULB* tE* d)

Collecting terms, gives:

(25)T=Ut*{(1 Tt ()6 ) 2P}

| n practice, thisreform meant the di sappearance of company taxation, because
they were only taxed at the level of individuals, as equation (23) shows.
15 1n 1990 the previous 10% tax rate will be anolied.



So the rate of tax charged on net profit is:

i*(l_6)+(8+i

(26) Too-200 ={ (1-1E) (1-1E)

5y +}

At this point it is necessary to introduce the discount rate used in
calculating the present value of yearly dividend and tax flows. This
discount rate should reflect the opportunity cost of the funds, or the return
obtainableonthe next best investment, whichisthe samething. Thechoice
of discount rateisaparticularly sensitiveand complicated point. Microeconomic
theory argues that if there are significant distortions in the economy, the
social discount rate, relevant for discounting taxes collected, will differ
from the private rate, relevant for discounting dividends received by the
private sector. However, the economic institutional framework in Chileis
currently such that social project evaluation experts usually consider it
appropriate to use estimates of the private discount rate as a reasonable
approximation to the social rate of discount, as well as the best possible
estimate of this. This opinion is based mainly on the relative scarcity of
distortions caused by state intervention in this country. In addition, itis
reasonabl e to assume that afirm’s non-diversifiable risk will be the same
for both the private and the public sector. This same argument will be
maintained in the estimate of the present value of dividends lost to the
Treasury as aresult of privatization.

In estimating the discount rate, the CAPM model will be used?®,
which argues:

@n i) =r"(t) +PR(t)

where:
ri(t) = discount ratein (t)
r'(t) = risk-free market rate of returnin (t)
PR(t) = non-diversifiable risk premium in (t)

For itspart, afirm’s non-diversifiable risk premium corresponds to
the stock-market risk premium, adjusted for the variability of return onthe
shares of the firm in question.

Once the discount rate for each firm has been obtained, it becomes
possible to estimate the present value of the percentage of total taxes

6 Canital Asset Pricina Model



corresponding to the fraction privatized each year. The fiscal impact of
privatization carried out in each year between 1985 and 1990 will be the
sum of present values of the ten firms for each year.

The value of taxesreceived by the Treasury is equal to the present
value of future tax payments made by the private sector discounted at the
rate of discount relevant to the Treasury, i.e.:

(28) VP(0,T), = Z%

3.2.2.2 Estimation of the Variables

Asset values in the years 1985-9 are obtained from the Santiago
Stock Market, and are adjusted for variations in the CPI.

In estimating the discount rate the following information will be
used:

The risk-free rate of return will be represented by the real annual
interest rate on bank deposits of 90- to 365-day terms. For the period 1985-
8, observed values will be used, as published by the Central Bank, while
for 1989 onwards a proj ection made by the Catholic University of Chile’s
Economics Institute, based on parity rates, will be used. The resulting
estimates are as follows:

Year 19- 85 86 87 88 89 90 91 92 93

Risk-free 816 413 424 45 603 54 50 5.0 5.0
rate of return

In estimating risk-premium, an extension of the theory of interest-
rate parity will be used. The central idea here is that the risk premium in
the Chilean market should correspond to that of the Unites States, adjusted
for the degree of variation of the Chilean economy compared with the
North American one, under the assumption that rates of variation in GDP
for each country are related to the variability of the respective market. In
other words:

(29) PRM CH = q* PRM USA

where:
PRM = Market risk premium
The estimate of q was obtained from the following regression:



(30) A% PGBCH=a+ q* A% PGB USA
Using datafor the period 1974-87, the following result is obtained:
q=1.884 s=0.56 t=3.31

In an anal ogous way to that postul ated by the theory of interest rate
parity, if the correspondence described above between risk premiums for
the USA and Chile did not hold, it would be possible to earn profits by
shifting resources from one market to the other.*” For that reason, given
that the market risk premium for the USA estimated by Ibbotson and
Sinquefield*® is 8.3% per year, the average risk premium that ought to be
observed in Chile is 15.3% per year.

In estimating present values, it will be assumed that this rate will
declinelinearly between 1986 and 1996, to reach 10 per cent per year, arate
only marginally abovethePRM inthe USA. Thisassumesthat the sensitivity
of our economy to international fluctuations will gradually decline.

Thevariability of thereturn on the shares of theten firms, compared
withthe market average, (i.e. intheestimation of bt), will be obtained from
estimates® of the sectoral bs for the North American economy, adjusted
for the leverage of the firm in question. In other words:

(31) bpat = bact * (Act / Pat)

1988

3.2.3 Estimation of Dividends Lost to the Treasury

The model used here is based on the same financial concepts
described above. To estimate dividends |ost to the Treasury, one needs to
know the flows the firm would have generated if it had remained under
public-sector management. It will be assumed for estimation purposesthat
afirm behavesasapublic company aslong astheprivatized fractionisless
than 51 percent. The main idea here consists of calculating the previous
variables under public administration.

Below we will describe the model used in estimating the dividends
lost to the Treasury.

1" Theimplicit assmptionisthat thereisinternational mobility of capital andan
absence of compartmentalzation in the capital market, deriving, for example, from
quantitativerestrictionsimposed on foreign invesment in specific sectors. Law N° DFL
600 eliminates this possibility.

8 |bbotson, R.G. and Sinquefield, R.A. (1982).

* Brealev. R. and Mvers. S. (1988)



3.2.3.1 Description of variables

As when estimating taxes, one starts from the profitability that the
firm would have obtained if it had remained under public administration.

(32) ULEP (t)/ PAT EP(t-1) = RENT EP (1)

where:
Ut EP(t) Net profitability of the public company
PAT EP(t-1) = Accounting assets value of the public company in
(t-1) with (t) ranging fromtheyear when privatization
was initiated to the year 2008.

The asset value of the public firm is given by:

(33) PATEP (1) = PAT EP (t-1) + Ut EP () - DV EP (t)

where:
DV EP(t) = Dividends of the public company

As in the estimation of the taxes paid by the private sector, this
equation issimply an accounting identity. It isnecessary to clarify that the
dividendsthe Treasury receivesfrom afirm that it owns correspond to the
sum of dividends and taxes the firm pays. Economically, there is no
distinction between these two flows. However, they will be estimated
separately and added together at the end.

Theprofitability of thefirmadministered by thepublic sector isgivenby:

(34) ULEP (t) = RENTEP (t) * PAT EP (t-1)

The dividends the Treasury would have received, in the absence of
privatization, are given by:

(35) DVEP (t) = UT EP(t) * d EP(t)

where:
dVEP =  dividend rate of the public company

The dividend rate of a public-sector firm, as in the case of the
private sector, is avariable which is exogenous to the model.



Once the dividends have been calculated one needs to estimate
taxes paid by the public company, after which onewill have an estimate of
the cash flow lost to the Treasury as aresult of privatization.

The tax regime applicable to Chilean firms does not differentiate
between public- and private-sector firms, so the same Prime Category
rateswill beapplied asinthepreviouspoint; i.e. 10 percent ongrossprofits
for the period 1984-88, and 1990; 10 percent on non-reinvested profits for
1989, and 15 percent on gross profits from 1991 onwards.

An important point relating to taxes is that the owner of a public-
sector firm (ultimately the Treasury) does not pay Global Complementary
Tax on dividends received. Is this sense it might be said that privatizing a
firm is equivalent to changing its tax regime, with positive effects for the
Treasury, provided alower selling pricefor the firm does not totally offset
this. (It should beremembered that if taxes are higher for the private sector,
the price the Treasury receivesfor thefirmwill belower. Aswe saw in the
theoretical analysis, provided the capital market is efficient, different tax
regimes do not alter the fiscal impact of privatization).

Thus, we have the following:

(36) TEp(t)= Ut.BEP(t) * t E(t)
where:

TEP Prime Category tax paid by the public company
tE =  Prime Category tax rate

The tax rate on net profit will be:

=)
37) TE(t)_—(l—rE(t))

The transfer lost to the Treasury as a result of the privatization
carried outinyear i, isequal to thedividends and taxeslost, corresponding
to the percentage sold in year i, in other words.

(38) DVp(t), = o, UtEP(t) * SEP(t) + ol UtEP(t) * TE(t)
1 —TE()
where:
UtEP(t) * dEP(t) = dividendstheTreasury wouldhavereceived

if the firm had remained under public
administration, and



E
UtEP(t) *(ZI.T—I(Etzt)) = Prime Category tax
-1

Thediscount rate used for updating public sector flowswill bethe
private discount rate estimated previously. It does not seem necessary to
make estimates based on any social discount rate which might be lower
than the private discount rate, as the impact of this exercise would be a
reduction in both the present value of flows of taxes collected and
dividends lost. As these two flows have opposite signs, the effect of
altering theratewill not besignificant, except, probably, for firmswhere
the discount rate used differs widely from some social rate.®

Finally, the sum of the sale price corresponding to the fraction
privatized in year i, the present val ue of taxes paid by the private sector,
and the present value of dividends|ost to the Treasury corresponding to
that fraction, makes it possible to estimate the fiscal impact of the
privatization of the ten firms under study during year i. We thus obtain
the fiscal impact of the sale of shares in these firms for the years 1985-
90.

The estimation of these flows will be carried out as follows. Total
taxes paid by the firm will be calculated as described above, and then the
flow of taxes for each year will be weighted in accordance with the
percentage privatized in that year. The same will done in estimating
dividends lost to the Treasury. By way of example, suppose that for the
firm:

Taxes paid inyear i : $100

Percentage privatized in year i: 10%

Taxes paid in year i corresponding to the percentage privatized in
that year: $100* 0.1 = $10

Taxes paid in year i+1: $100

Percentage privatized in year i : 20%

Taxes paid in year i +1 corresponding to percentage privatized in
yeari: $100+ 0.1 = $10

Taxes paid in year i+1 corresponding to percentage privatized in
that year:  $100* 0.2 = $20;

which translates into a total for year i+1 of $ 30, and so forth.

2 Thisexercisewasactually carried out inthe computer spreadsheet, giving the
resultsindicated.



3.3 Advantages and Disadvantages of the M odel

Themain advantage of thismodel isthat the accounting dataneeded
to estimate the flows are readily available through the Stock Exchange.
Another positive factor is that the estimation can be done without great
difficulty inacomputer spreadsheet, with sensitivity analysismadepossible
by altering the values of the exogenous variables (profitability, dividend
rate, future tax rates and discount rate).

However, it suffersfrom the disadvantage that thewhol e estimation
is based on the firms’ accounting profitability, and this does not show
what ishappening with thefirms’ operational and non-operational flows.
In other words, it does not make it possible to know what is happening
todemand growth, production costsand financial incomeand expenditure.
Theinclusion of these elements would obviously make the model more
complex and it would also be necessary to estimate a large number of
variables for each of the ten firms. The way this problem will be dealt
with is by making a more thorough estimation of cash flows for two of
the firms, Endesa and Soquimich, and comparing the results with those
obtained using the model described above. Thiswill introduce elements
of judgment in drawing more cautious conclusions.

The alternative model consists of calculating the annual cash flow
which remains available for shareholders, for which the following cash
flows need to be estimated:

Operational income
¢)
(Operating costs)
(Administrative and sales expenses)

(=) Operating result

(+)
Non-operating result
(+)
Depreciation of fixed assets
Q]
Taxes
(Reinvestment in fixed capital)

(=) Cash flow available for shareholders



IV. RESULTS OF THE ESTIMATION

Thefiscal impact of the privatization carried out during the period
of the study will be measured under three alternative scenarios:

Scenariol: The fiscal impact will be estimated in the absence of
changesinthefirm’sbehavior after privatization, which means assuming:

RENT (t) = RENT EP (t)

d(t) = d Ep(t)

As well as assuming that profitability and dividend rates are the
same for the public and private valuations of the firm, some level needsto
be assigned to these parameters. The basis for thiswill beto assume levels
similar to historical profitability rates but also assuming values which
resultin aprivate valuation of the firm close toits stock market valuation.
The stock market value used is the average for the months of March, June,
September and December 1988, adjusted for inflation.

Scenario 2: An estimate will made of what the changein the firms’
accounting profitability would need to befor thefiscal impact of privatization
to benil or closeto zero, for each of thefirmsinthe sample. In thisscenario
it will be assumed that the dividend rate does not change. With regard to
levels of private profitability, the same assumption will be made asin the
previous scenario.

Scenario 3: This scenario assumes some increase in the firms’
accounting profitability aswell as differencesin the dividend rate, which
will vary depending on the firm being analyzed. The firm-specific criteria
will be indicated below.

Fiscal revenues resulting from the divestiture of public-sector
companies, and the percentages sold each year, used in the estimation, are
the following:



TABLE N° 2: PRIVATIZATION: REVENUES FROM THE SALE OF SHARES
AND PERCENTAGES SOLD
($ million at Dec.1988 prices)*

FIRM 1985 198 1987 1988 1989 1990  TOTAL
CHILGENER 545 4395 7,069 2790 14899
4 30 47 19 100

CHILMETRO(1) 1376 7568 10741 19685
8 4 38 %0

CHILQUINTA(1) 323 162 2841 4,806
5 45 ) 90

ENDESA 37798 69500 27,080 134378
20 62 18 100

creR) 889 384 39416 17248 61,397
3 14 61 14 2

CAP 2058 24530 8357 34,045
4 49 a7 100

IANSA 1,230 147 6124 1268 8,769
45 3 49 3 100

SOQUIMICH 645 12291 10628 9255 32819
7 50 % 18 100

ENTEL 5562 1258 11962 15650 5065 39497
30 3 29 3 5 100

LAB. CHILE 3% 600 2064 770 3830
23 % 48 3 100

TOTAL 4947 58508 83383 141111 62016 5065 355025

* Figures adjusted for inflation.

(2) Initially 10% belonged to the private sector
(2) Initially 8% belonged to the private sector
Source: Gerencia de Normalizacion: CORFO

4.1 Result and Analysis of Scenario 1

The following table shows the fiscal impact under the assumptions
of Scenario 1.

TABLE N°3 FISCAL IMPACT OF PRIVATIZATION
($ million at Dec. 1988 prices)

SCENARIO 1
1985 1986 1987 1988 1989 1990
1. Revenuesfrom 4,947 58,503 83,113 141,111 71271 5,065
the sale of shares
2. Dividendslost 324 3214 3,668 9,996 6,123 299
plus taxes collected
3. Netgain(1-2) 4,623 55,289 79445 131,115 65,148 4,766
4. Present value of taxes 2,931 37,256 47197 74,586 26,865 1,061
5. Present value of 9,855 127,968 147,408 194,481 80,763 3528
lost dividends
6. Net fiscal impact (1+4-5) -1,977 32209 -17,008 21216 17373 2,598
7. Fiscal impact/ -40.0 -55.1 -20.6 15.0 244 513

sale revenuedo



Thefirst line shows the fiscal revenue from the sale of shares. The
second row shows the difference between the estimated dividends lost
each year, corresponding to the percentage privatized that year, and the
estimated tax revenuereceived. The third line shows thefiscal impact, but
from a short-run perspective; i.e. without taking into consideration long-
terms effects caused by the sale of the firm. The fourth row gives an
estimate of the present value of taxes to be collected corresponding to the
percentage privatized each year. Thefifth line estimates the present value
of dividends that the Treasury will no longer receive. Then, on the sixth
line, the net fiscal impact isthe sum of revenuesfrom the sale of sharesand
the present value of taxes minus the present value of lost dividends.
Finally, the last row shows the fiscal impact as a percentage of the sale
price.

Itisinterestingtoobservethetrendinthefiscal effect of privatization.
Initially, theimpact is clearly negative, with 1986 being the worst year in
fiscal terms, but the trend is reversed increasingly from 1988 onwards.
Explanationsfor this can be found both in the estimation model and in the
expected result of any process of this type. For one thing, it should be
remembered that in 1985 the economy was just coming out of acrisis, as
aresult of which firms' profitability rateswere low. Itishighly likely that
thiswould have negatively affected sale pricesif the private sector wasnot
expecting economic recovery to occur to the extent that it did. It should be
stressed that the estimate of future profitability, used in this model, was
made in the knowledge of the favorable results of the period 1987-9. As
well asthis, itisto be expected that when aprivatizing strategy isinitiated,
the initial sales achieve low prices due to the risk of the process being
reversed.? With the passage of time and an intensification of the process,
its credibility among the private sector increases, and sale prices reflect
the present value of future income flows more faithfully. It is also
interesting to find out what happens with the fiscal impact of the firmsin
the sample. The following table shows this detail.

2 Thisrisk was indeed high in 1985-7.



TABLE N° 4: FISCAL IMPACT BY FIRM
(as a percentage of sale proceeds)

SCENARIO 1
FIRM 1985 1986 1987 1988 1989 1990
CHILGENER -12 -23 -23 -39
CHILMETRO -44 -61 -6
CHILQUINTA 6 -116 -18
ENDESA 49 1 16
CTC -61 -40 39 7
CAP 1 -35 -352
IANSA -1017 -198 -53 52
SOQUIMICH -202 -59 -5 -12
ENTEL -78 14 3 -1 51

Itisinteresting to note that the general trend is maintained in most
firms. In Chilgener, Chilmetro, Chilquinta and CAP, firms that were
privatized at the beginning of the period, the fiscal impact is clearly
negative. In Endesa, CTC and Entel, even under the extreme assumptions
of this scenario, thefiscal impact ison average positive. In the remainder,
the general pattern is maintained.

4.2. Result and Analysis of Scenario 2

Table N° 5 shows the fiscal impact under the assumptions of
Scenario 2. Beforeproceeding to analyzetheresults, itisworth mentioning
that it is impossible to discover the change in profitability for which the
fiscal impact for eachfirm each year iszero, asthe cal culation methodol ogy
itself leads to the fiscal impact being negative in the early years and
positive for the rest of the period. Aniterative method was used to find the
change in profitability that would give rise to a fiscal impact which on
average would be close to zero for each firm. As will be seen below, it is
interesting that even when the fiscal impact for each firm is zero on
average, thetotal fiscal impact for each year isalwayspositive. Thisisdue
to the fact that for three firms, Endesa, CTC and Entel, even without any
change in profitability the fiscal impact is on average positive (see
Scenario 1). In addition, the negative fiscal impact of certain firms is
canceled out by positive effects in others.



TABLE N°5: FISCAL IMPACT OF PRIVATIZATION
($ million at Dec. 1988 prices)
SCENARIO 2

1985 1986 1987 1988 1989 1990
1. Revenuesfrom 58,503 83113 141,111 71,271 5,065

the sale of shares

2. Dividendslost 324 3184 3731 9,001 4844 290
plus taxes col lected

3. Netgain(1-2) 4623 55319 79,382 132110 66,427 4775

4. Present value of 3,059 39914 49445 79,210 24,662 1,061
taxes

5. Present value of 7,399 94100 117,005 195259 67,634 3451
lost dividends

6. Net fiscal impact 607 4317 15,553 25,062 28,299 2,675
(1+4-5)

7. Fiscal impact/ 123 74 187 178 397 52.8
sdle revenue%

The profitability assumptionsbehind theseresultsarethefollowing:

@

TABLE N°6 PROFIT/ASSET VALUE ASSUMPTIONS
(Average for the period 1985-2008)

SCENARIO 2
FIRM Profitahility of Profitability of Changein
Public Private profitability
Company (1) Company (2) @-7
CHILGENER 64 75 11
CHILMETRO 9.9 11.0 11
CHILQUINTA 82 103 21
ENDESA 82 82 0.0
CcTC 114 114 0.0
CAP 6.2 94 32
IANSA 126 219 93
SOQUIMICH 216 26.3 47
ENTEL 234 234 00
LAB. CHILE 16.8 17.2 04
AVERAGE 125 147 22

TableN°7 showsthat issufficient for afirmtoraiseitsprofitability
bv 2 percentace points for the Treasurv not to lose from its orivatization.



(Infact, the profitability increase could be even lesswithout the Treasury
losing from the privatization).
Under Scenario 2, the fiscal impact by firm is as follows:

TABLEN°7: FISCAL IMPACT BY FIRM
(as a percentage of sale proceeds)

SCENARIO 2
FIRM 1985 1986 1987 1988 1989 1990
CHILGENER 8 0 3 -9
CHILMETRO -8 -15 26
CHILQUINTA 27 -44 24
ENDESA 49 1 16
CrC -61 -40 39 I
CAP 56 40 -102
IANSA -292 73 84 95
SOQUIMICH -87 3 40 36
ENTEL -72 16 6 2 53
LAB. CHILE -61 -43 8 83

4.3 Result and Analysis of Scenario 3

In this scenario adifferent behavior pattern isassumed for the firm
under public administration than under private management. The specific
assumptions made for each firm are the following:

For electrical firmsanincreaseof 1 percentage point in profitability
isassumed as aresult of privatization. Thisincreaseis considered to arise
due solely to cost reductions, as electricity rates are regulated by law. In
the case of Chilmetro, a profitability increase of 2 percentage points is
assumed, because after privatization this firm was turned into a holding
company, Enersis, which has diversified its activities. With regard to the
dividend rate, it isassumed that this does not change and remainslow, due
to the high requirements of investment financing.

For CTC, Entel, IANSA and CAP, a profitability increase of 3
percent is assumed, due to cost reductions and some degree of advantage
being taken of monopoly power by thefirst three of these companies. Inthe
case of CAP, this increase is due to the significant diversification of
activitiesthat occurred from 1987 onwards. The dividend rate is assumed
to be 70 percent for public valuation, and 50 percent for the private
valuation, except in the case of IANSA because of the importance of
nontilar canitalism in this firm



For Soquimich and Laboratorios Chile, arise in profitability of 2
percentage points was assumed.

As a general rule, it can be said that the profitability increases
assumed are closely in line with what has been seen since 1985.

The following table summarizes these assumptions.

TABLEN°8 PROFIT/ASSET VALUE AND DIVIDEND RATE ASSUMPTIONS
(Average for the period 1985-2008)

SCENARIO 3
Public Company Private Company Change
FIRM Profitability ~ Dividend Profitability —Dividend  (1)- (1) (- (2)
1 rate (2) (1) rate(2)

CHILGENER 6.6 50 75 50 0.9 0
CHILMETRO 89 50 11.0 50 21 0
CHILQUINTA 88 50 102 50 14 0
ENDESA 81 40 91 40 10 0
CTC 107 70 137 50 30 -20
CAP 73 70 102 50 29 -20
IANSA 148 70 177 60 29 -10
SOQUIMICH 218 70 236 50 18 -20
ENTEL 2.7 70 236 50 29 -20
LAB. CHILE 150 70 172 50 22 -20
AVERAGE 123 61 144 50 21 -11

Under these assumptions, the resulting fiscal impact is as follows:

TABLE N°9: FISCAL IMPACT OF PRIVATIZATION
($ million at Dec. 1988 prices)
SCENARIO 3

1985 1986 1987 1988 1989 1990

1. Revenuesfrom 4,947 58,503 83113 141111 71,271 5,065
the sale of shares

2. Dividendslost 324 4,644 6,051 12,612 5430 239
plus taxes col lected

3. Netgain(1-2) 4623 53859 77,062 128499 65,841 4,826

4. Presentvalueof taxes 3,108 40519 53589 89,285 28,230 1,103

5. Present value of 8355 109590 131,288 186,435 58,441 2,456
lost dividends

6. Net fiscal impact -300  -10,568 5414 4391 41,060 3712
(1+4-5)

7. Fiscal impact/ -6.1 -18.1 6.5 312 57.6 733

sale revenue%




Thistableindicatesthat thetrend in results obtained under Scenario
1 assumptions are maintained, in the sense that the initial years of the
process imply losses which in this case are strongly compensated in
subsequent years. Because of the profitability increasesassumed following
privatization, the positive effect of privatization tends to be intensified,
but there is an opposite effect due to a fall in the dividend rate, as the
private sector payslower taxesin theinitial years and so dividends lost to
the Treasury are greater.

In this scenario, the fiscal impact by firm is as follows:

TABLE N°10: FISCAL IMPACT BY FIRM
(as a percentage of sale revenue)

SCENARIO 3
FIRM 1985 1986 1987 1988 1989 1990
CHILGENER -10 21 221 -35
CHILMETRO 8 4 41
CHILQUINTA 2 -54 17
ENDESA 58 18 36
C1C -23 7 62 83
CAP 15 -16 -276
IANSA -147 -103 -5 65
SOQUIMICH -114 1n 40 36
ENTEL -25 40 4 40 73
LAB. CHILE -37 -26 22 86

V. RESULTS OF THE ALTERNATIVE ESTIMATION

As was mentioned in Section |1, an alternative measurement was
made of the private value of the firm in order to test the quality of the
resultsobtained. Thisestimationwascarried out for Endesaand Soquimich,
producing the following results for each firm’s value.

TABLEN°11: PRIVATE VALUATION UNDER ALTERNATIVE MEASUREMENT
($ million at Dec. 1988 prices)

FIRM Scenariol  Scenario3 Scenario4  Alternative  Stock market
estimate valuation

ENDESA 124,565 124565 124372 148,402 120,053
SOQUIMICH 36,111 36,111 32,077 32,623 52,023




These results indicate that Endesa may have been undervalued in
the original estimation. However, in December 1988 the market was
showing the samebias. Inthe case of Soquimich, itisnotable how highthe
stock market valuation is compared with the estimated values, but it is
important to remember that valuations made in this study were made ex-
post, i.e. knowing the 1989 outcome. As aresult, stock market values may
not be directly comparabl e to the val ues estimated under the two methods.
Inthe case of Soquimich, 1989 waswhat might betermed a“bad year” due
to the low price of iodine, but that year’'s poor result for the firm was not
incorporated into its stock market valuation as of December 1988.

VI. CONCLUSIONS

The following conclusions can be drawn from the analysis carried
out in this study:

—  There is no evidence to show that the Treasury lost from the
privatization of these ten firms. Even in the most pessimistic
scenario —where firms are not managed more efficiently by the
private sector compared with public administration (Scenario 1)—
the Treasury obtained a net gain from the sale of sharesin the final
years of the process, between 1988 and 1990. However, the net
effect under the assumptions of this scenario is negative, although
not significantly so.

—  Therisein profitability needed for the Treasury not to have lost
through the privatization of theseten firmsislessthan 2 percentage
points on average (assuming no changes in the dividend rate).

— Under assumptions considered “normal” regarding changes in
profitability and dividend rates, the result is that the Treasury lost
from the sale of shares carried out in 1985 and mainly in 1986, but
obtained profits which more than compensated for these losses in
subsequent sales. This outcome could be due to the following
causes:

a) At the start the processwas strongly criticized, and thisled to fears
of future re-nationalization. Thisrisk acted against the price of the
sharessold, leadingtolower incomefor the Treasury. Onceprivatization
has taken up more than 50 percent of the firm, the chance of re-
nationalization is more remote, and so the share price rises.



b)

The privatization of thesefirmswasinitiated when the country was
just emerging fromthedebt crisis. At that moment nobody anticipated
the favorable results of subsequent years, so share prices were
depressed compared with their future trend. As, at the time of
estimating the fiscal impact, this favorable trend was already
known and was incorporated into the assumptions in the valuation
of the firms, this meant that the prices paid for shares sold between
1985 and 1986 are low ex-post, although ex-ante they would have
reflected buyers' expectations correctly.

Itisimportant to mention that theseresultswere obtai ned taking the
tax 1990 reform into consideration. The effect of not considering it
in the estimation is a reduction in fiscal revenues resulting from
privatization, which lowers the present value of taxes paid by the
private sector. However, this effect is partly reversed by the fact
that the previous tax legislation gave strong incentives for the
reinvestment of profits, and therefore, future tax payments would
have been higher. It is interesting to mention that this assumption
can be altered without great difficulty, and therein lies one of the
advantages of the model used.

The results obtained are not independent of the use the Treasury
makes of the proceeds of the sal e of shares. Ashas been mentioned,
the methodology used implicitly assumes that the Treasury is
reinvesting the funds at ayield equal to the discount rate. If the
return on Treasury projects is less than the rate of discount, the
present value of fiscal incomes resulting from privatization will be
less.

Theuse of asocial discount ratelower than the private rate does not
significantly alter the results, because while it raises the present
value of taxes collected, it also increases the present value of
dividendslost totheTreasury, sothenet effectwill not besubstantially
different.
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