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Can Short-Term Cash Flow “Investor value” Incentives
Satisfy Long-Term Diversified Public Policy Objectives??

William H. M elody?

Introduction

As private equity funds are inveding in firms of varying Sze in an increasng variety of
indudries, it is difficult to develop a generd andyss about ther impact upon industry
devdopment and the efficient dlocation of resources in the economy. There is a generd
concern about the implications for investors in this new financd market where
individuds, perdon funds and others invest in the funds This rases traditiond financid
market governance issues in a new seting, induding the nature of the principd-agent
relaion between investors and Fund super-managers, market transparency on Fund
activities and performance, investor understanding of the risks they are assuming, and the
implications for taxation. Equaly important is the impact of the Funds upon the firms
and indudtries in which they inves.

The Funds force atention to maximizing short-term “investor vaue” by sdling and
restructuring assets and operations, and then sdling on the resdud firm. Ther returns,
and the returns to their shareholders, must come from the increases in the investor cash
vaue they create during a short-term window of opportunity. By this standard, the Funds
cdam the high returns they have eaned judify their activities as both profitable and
efficient for the economy.

However, this is an insufficient standard because it does not address the source of the
increased investor value, or even condder the efficiency of the redlocation of resources
that the Funds creste by ther interventions, let done the implementation of industry
specific public policy objectives. There is a big difference between takeovers of Hertz or
Chryder, firms that operate in highly competitive markets where falure will have no
demongrable impact on competition, diversty of consumer choice, the externd economy
or the implementation of public policy objectives, and dominant network infrastructure
providers in telecom, media and other sectors where they will.
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In these sectors, cashing out a firm's assts may dmply be trading off long-term
profitable growth for short-term cash, increasing short-term investor value a the expense
of long-term investor vaue. Running a firm's debt up to an unsugainadle levd for long-
teem investment is smply acquiring short-term cash @ the expense of long-term
development and increased financia risk and costs. As Funds typicaly do not invest for
the long-term, but rather plan to have sold off the target firms within 3-5 years, there is
cearly a grongly biased incentive to maximize short-term investor vadue at he expense
of long-term vdue. The high returns being redized may smply be a reflection of the
differential between short-term and long-term investor value.

The standard method of financng Fund investments in target firms is the leverage buyout
(LBO) where the Fund acquires large amounts of debt capital, secured by the assets of the
target firm, which is used to purchase the stock from public shareholders. A common
arrangement is about 80% debt and 20% equity supplied by the Fund and its investors.

After the takeover, the capitd dructure of the target firm is increased dramaticaly,
usudly higher than 80%. This LBO financing raises establishes aconflict between short-
term and long-term investor value and risk. For many target firms, a debt ratio of 80% or
higher may creste maximum invesor vaue in the short—term, epecidly if interest rates
ae low. But this is unsugainadle in the long-term as the firm must remain preoccupied
with managing its cash flow to meet its debt requirements, is subject to very high
finandid risk, and isincgpable of attracting or investing long-term capital.

Thus, in sectors of the economy that require long-term investments, there are strong
reasons to suggest that the returns to Fund takeovers of firms, especidly if financed by
LBOs will be, a least in pat if not in whole, amply trading off long-term vaue for
short-term  vaue, with negeive consequences for indusry development and efficient
resource dlocation. Recently the Funds have entered some traditiond public utility
indudtries that provide badc infrastructure services for the economy, induding telecom
and media. Press reports indicate infrastructure operators in energy, water, pipdines and
other sectors aso will be high priority targets over the next few years.

Distinctive characteristics of public utilities®

My presentation today focuses on tedlecom infrastructure as a case study with gpplication
the PU indudries. The public utility indudtries provide the basic infrastructure for the
economy and a vaiety of socid savices and traditiondly include airports, ports,
telecom, dectricity, gas, water and forms of public trangport. They differ from generd
indudry in severd important ways.

?? the largest “incumbent” firms in the public utility sectors in any country typicaly
have dgnificant monopoly power in their respective sectors over the provison of
essentid infragtructure facilities and public services;

?? they cary important public service responshilities (eg., universd access and
service obligations);

3 Melody, W. ed. 1997 Telecom reform: principles, policies and regulatory practices, Chapter 2.



?7? they are vey capitd-intendve requiring dgnificant and continuing  long-term
invesments in physicd infrastructure assets, their maintenance and expansion;

?? they make extensve use of public rights-of-way and other public resources tha
require specid grats from the state. In most cases these have been granted at
minimal or no cog, not sold or leased at market value;

?? they are subject to specia government oversght with respect to their deivery of
public services, often by industry-specific regulatory authorities,

Hidoricdly in many ocountries these public utility operaions have been owned by
governments and provided as public services. During the last 10-15 years many have
been privatized in pat or in whole with a view to simulating a degree of competition
Under private ownership, industry specific regulation has been established to ensure the
monopoly power is not exploited and public service objectives and standards are
maintained.

The Funds’ attraction to public utilities

The didinctive characteristics of public utility operators that the Funds must find
particularly attractive are the following,

?? lage, dable cash flows from a customer base that consders the sarvice a
necessity and has few, and sometimes no aternatives,

?? aggnificant degree of monopoly power in the primary market(s);

?? public utilities do not maximize short-run profit because primary condderation in
decison meking is given to long-term invesment needs dable financid
structures and public service respongbilities,

?? financid dructures and policies are geared to risk optimization for long-term
invesments in capitd intendve fixed assets the large cash flows provide
internaly generated capitd necessay to meet  ggnificant ongoing  long-term
investment requirements in infrastructure faclities;

?? public utilities own dgnificat public resources and specid rights (eg., land,
rights-of-way, eminent domain, radio spectrum, efc.) that are undervaued, or
even unvaued assts,

?? public utilities are typicdly characterized by conservative management (often
bureaucratic and inefficient), and manegement policies and practices often
untested by sgnificant competition;

?? public stockholders who are attracted to public utility providers have been
investors looking for a stable long-term return with regular dividends and reduced
market risk. Stock priceswill reflect this.

?? indudry specific governancelregulation has focused typicdly on certain service
performance objectives in basc services, with less atention to ownership and
financid policies

The dtractiveness of each of these individud characteristics of public utilities will vary
depending on individud circumdances, but collectively they demondrate that public
utility operators are likedly to become more ggnificant targets in the future as the scrutiny
of infrastructure operators by the Funds deepens. For the Funds, the market risks of
public utility operator tekeovers are reaively smal and the posshilities for enormous



fineandd gains are great. Mog utility managers are likely to be receptive to bids given
their custodid management dyle, the diverdty and relative passvity of the public stock
ownership, and the posshilities for large persond gains for the management. A more
serious risk is whether the Funds are likely to provoke political responses to therr plans
from concerns about the implications for the long-term development of public utility
services.

Conflict between long-term and short-term investor value

The effects of Fund buyouts and restructuring of public utility operators are megnified
because of these unique characteristics of infrasiructure provison The mogt ggnificant
impact is on the capability for effidently long term invesment progrars. After the
acquisition, te new owners are not likely to be providing any new equity or debt capitd,
and they have a powerful incentive to pay to themsdves the mgor portion of the large
internaly genersted cash flow tha would have been reinvested in infrasructure
expansion.

As the utilities inherit the large debt borrowed by the Funds to buy them, This
dramaticdly increeses the firm's debt/equity ratio and its annud interest expense
obligations. It suffers a mgor decline in its credit ratings to junk datus and a
corresponding  dgnificant increese in the interest rates it must pay. Thus interndly
generated capitd for reinvestment is dramaticaly reduced, as is the firm's capability to
borrow investment funds, even a higher interes cods. The utilities are no longer wdl
postioned for making effident long-term invesments. This must require significant
reductions in both operating expenses and invesment programs and/or increases in prices
for consumers of their monopoly services.

Other areas where this conflict between the short-term priorities of the Funds and the
long term development priorities of the utilitiesinclude,

?? research and development, a long term priority where utilities traditiondly have
maintained activities, and the Funds typicaly have had little interest;

?? qudity of service where the utilities traditiondly have targeted a higher qudity
reflecting public interest consderations and the Funds interest in reducing qudlity
to alevd consgtent with maximizing short-term profits;

?? fulfillment of public service respongbilities, such as universa service, where the
Funds are likdy to maximize thar discretion to minimize expenditure;

?? daffing and traning where the short-term requirements of the Funds require
gonificantly fewer resources than traditiond utility operators long-term daff
development programs;

?? savices pricing drategy, where there will be a reduced incentive to compete on
price.

Recognizing that infrastructure  provison in  public  utiliies could benefit from
improvements in manageria and operationd efficiency, as they dill operate in markets
where the degree of competition they face is rdatively wesak, one might expect that Fund
takeovers could provide some unambiguous efficiency improvements. However, these
same utilities need increased long-term invesment to improve their infrastructure facility



networks. The didinctive characteristics and circumstances of public utilities suggest that
the overdl effects of Fund takeovers are likdy to be highly negative with respect to both
infradructure development and the longstanding public policy objectives for public
utilities  Short-term investor vaue maximization will prevent efficient long-term  sector
development.

Broader economic and social implications

One can expect invesments in long-term infrastructure development to be sgnificantly
reduced not only during the period of Fund ownership, but dso for a sgnificant period
afterward because of the debt mountain crested, and the highly restricted posshilities for
and codts of renewing long term investment programs. This in turn can be expected to
have dgnificant negaive multiplier effects on the effidency and growth of utlity
indudries, and eventudly on economic growth for the economies dependent on the
continued development of public utility services.

Case studies: telecom In Europe
Financial gability in the telecom sector in Europe

Issues of the financid dability of Europe's largest telecom operators have arisen in recent
years, afecting their cgpabilities to invest in long term network development. In 1999, at
the height of the dotcom stock market boom, British Telecom, France Telecom, Deutsch
Telecom, KPN Netherlands and others dl bid extraordinary sums in buying up smdler
companies and bidding very high prices for a limited supply of nationa third generation
(3G) mobile spectrum licerses. This raised their debt ratios and interest obligaions to
such a high levd that financid andyss and then even the managements called debt
mountains. Debt ratios increased to 65-70% and net debt/EBITDA ratios went above
four. This was viewed as unsugstaingble for L T survivd, let done invesment. All the
CEOs were replaced. The French government released France Telecom from some of its
financid obligations. The advice from the financdd community was tha net
debt/EBITDA ratios had to get below 2.5 before L-T sugtainability would be achieved.

These incumbent operators then had to sdl off many for their recent purchases, scde
back their invesment programs in 3G network development in mgor ways dowing
economic growth in both the teecom sarvices and equipment manufacturing sectors
ggnificantly, and delaying the introduction of new 3G mobile sarvices for severd years,
until these maor European incumbent telecom operators were able to reduce their debt
mountains to levels that would support sustained long term development.  During this
period Europe log its globd leadership in mobile tedecom development to Ada, where
operator investment plans were not constrained by debt mountains.

There are two countries in Europe where the former incumbent telecom operator has been
taken over by PE funds usng LBO, one of the worg, Irdand, and one of the bet,
Denmark



e@rcomin Ireland®

eircom is the former national operator in Irdand. It is the principa provider of fixed-line
tedlecom sarvices in Irdand with approximatdy 22 million fixed-lines and is the
desgnated universal service provider. When eircom was privatized by the government in
1998, it was rddivey ingficient in terms of comparison to incumbent operators in
leading countries in Europe, and in need of gSgnificant investment. The shares were
purchased by awide cross-section of Irish citizens

In late 2001, The Vdentia private equity consortium acquired ercom with mostly debt
finendng.  After the acquidtion ercom repad Vdentia debt by issuing bonds which
increased debt from about 25% to 70% of its capital structure.

Under Fund ownership eircom capitd expenditures declined from E 700m per aanum in
2001 to 300m in 2002 and 200m in 2003 and 2004. In 2001, before the takeover, eircom
inveted its interndly generated capitad from depreciation dlowances plus another
E275m from retained earnings. Between 2002 and 2004, the Fund reduced eircom’s
infradructure invesment was more than E 450m less then its interndly generated capitdl
from depreciation dlowances done. This enabled payment of a specid E 400m cash
dividend to Vdentia A second public stock offering was successfully floated in 2004 at
aggnificant profit.

During the following 2004-06 period of publicly held stock ownership, the 70% debt
ratio was maintained. Capitd expenditure stayed low at E 200m pa. Consumer prices
remained high because of the gtrict financid condraints.

In 2006 Private Equity firm Babcock and Brown from Audtrdia purchased ercom, again
through debt finance. Through a complex holding company dructure, ultimate
ownership is traced to the Cayman Idands. After this takeover, eircom debt has risen to
E 3.8 hillion supported by assets of E3.1 hillion, providing a debt/assets ratio of 117%.
Although the new owners have announced their intention to invest in upgrading the
eircom network to European broadband standards, eircom’s capacity to invest significant
amounts seems virtudly draght-jacketed.  The new owners have  requested the
government to provide funds to support universd service invesments in rurd areas, and
have announced price increases for basic services.

According to recent datistics on Broadband Penetration per Capita in EU countries,
Irdand ranks 17", between Sovenia and Lithuania®  Thus, Irdand remains a
contradiction in information society devdopment. It is the “Informatiion Technology
Cdtic Tiga” for its leadership on the computing sSde of informaion/communication
convergence.  But it is having enormous difficulty establishing the tdecom infrastructure
needed to redize the benefits throughout Irish society. Under the present ownership and
financing dructure, it is difficult to see how the Stuation is likdy to improve dgnificantly
for either eircom or Irdland in the foreseeable future.

* See Leavy, D. 2006, and eircom Annual Reports.
® Source: ECTA Scorecard 2006.



TDC in Denmark®

TDC is the former nationa operator in Denmark. TDC was partly privatised in 1994 and
fully privatised in 1998. In contrast to Irdand, Denmark adways has been a European
leader in the providon of effident telecom services over a technologicdly up-to-date
network with universd service coverage. It has the largest per capita broadband
penetration in Europe. TDC's corporate vison was “to be the best provider of
communication solutions in Europe’ Prior to the Fund takeover. As wdl as continuing
dominance of the Danish market, where it owns both the mgor teecom and cable TV
tranamisson and didribution networks, the company has expanded its portfolio to include
dgnificant holdings in nine other European countries, as well as Oman. In 2005 TDC
purchased additionad operations in Hungary, Sweden and Switzerland. In addition, it is
co-owner of severa interndtiond partnerships covering sarvices in other countries.
International operations contributed nearly haf TDC revenues. Capitd expenditures
were about E 800m.

TDC sock was widely held by inditutions and retail investors in Denmark, Europe and
North America It has pad a regular quarterly dividend snce privaization In recent
years TDC has been able to fund its growth and new acquistions primarily with
internaly generated cash as well as seadily reduce its debt. Since 2001 its net interest-
bearing debt has been cut in hdf, dedining from 38% to 18% of total assets, and from
50% to 27% of debt plus equity. In this era of higoricadly low interest rates, one cannot
but speculate whether TDC was preparing itsalf for a PE Group takeover.

The Fund was offer made on 2 December, 2005, supported by the TDC Board on the
same day, completed on 1 Feb. 2006. TDC was teken over by a group of five
internationd private equity firm specidigs in the largest takeover in Europe to that date
for just under E 12bn. (Apax, Blackstone, KKR, Permira & Rovidence). It was financed
by dightly more than 80% debt. A new eaborate holding company structure was created
for the purchase of TDC by the Nordic Telephone Company (NTC).

The acquigition increases TDC's net debt to tota assets ratio from 18% to more than 90%
a junk bond interest rates subgantidly higher than those for the previoudy established
debt. The new owners have been ddiberately vague about why they have taken over
TDC and what ther plans are, sating only that they expect to own TDC for about five
years.

On 5 April 2006, two months after the takeover, TDC declared a specia dividend of DK
43.481m (E 5.9b), more than 57% of the share price paid by the new owners, about 47%
of TDC totd assets, and about twice the equity investment of the takeover partners. It
was funded by TDC sdes of some of its investments in other countries, additional debt,
and the cash reserve TDC had built up in prior years, presumably in anticipation of
meaking long-term investments.

® See Melody 2007 and Annual Reports of TDC and NTCH.



Annud Invesment declined only dightly in 2006 from 2005, butt was less than
depreciation alowances and about 60% of investment a few years ago. Net debt is now
94% of totd capitdization and four times EBITDA, leves tha ae unsudanable
according to the industry standards of a few years ago. About 70 % of the net debt fdls
due in 2014-15, as a bullet as they describe it. The PE group expects to have exited
before then.

The TDC management and board have seen sgnificant persond returns on their holdings
in the company while TDC has seen debt, interest rates and risk exposure rocket and
invesment cgpacity crumble.  The CEO was made Board Chairman and the Chief
Financid Officer was retained. Both received specid bonuses far in excess of ther
norma pay levels. The new CEO of TDC has announced his assessment that he does not
see synergies in TDC internationd holdings and expects to be sdling most of them and
focusng on the Danish and Scandinavian markets, and saff reductions of 7% for the next
severd years have been announced and begun. R&D has been virtudly abandoned.
Buildings are being sold and leased back to generate cash needed for payouts to the PE
Group.

The evidence to date suggests that the TDC takeover has vay little to do with improving
the efficency of TDC. The new owners have no expertise in tdecom and ae reying
heavily on the previous management. The immediate cash payout of dmos hdf DTC's
assets suggests a pretty clear case of asst-dripping, It appears to be short-term
disnvesment, not long-term investmen.

Conclusions from the case studies

The evidence of the tdecom infragtructure case studies of Irdand and Denmark is not
encouraging. This suggests that a new governance gructure is needed for PE takeovers
of infrastructure operators that can capture the benefits of PE ownership and condrain the
abuses of short-term cash vduaions. This must involve much grester transparency,
preventing the running up of debt mountains tha ae unsudanadble in the long run,
ensuring that long-term invesment and universal access targets are met, and long term
human resources and R&D programs are maintained. This will change the nature of PEG
takeoversin this sector, but it need not forecloseit.



