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This report was commissioned by the United Nations Industrial Developmernt
Organization (UNIDO). The contract signed between the author and UNIDO
stipulates the following terms of reference:

"The study will specifically:

1. Analyse the theoretical foundation of privatization in mixed
econcmies and pay special attention to theoretical arguments such as
“public interest", "principal-agent™ and “ownership economic
efficiency™ theories;

2. Assess the reasons for privatizing public enterprises in developed
and developing countries;

3. Discuss the 2lternative methods of privatization and their pros and
cons;

4. Discuss the recent experiences with privatization in different
countries with distinctiy different socio-economic organizations and
levels of development, and intlude examples from developed and
developing countries, as well as from at least two countries with
former centrally-plarmed econaomy;

5. Imdicate the similarities and dissimilarities among these three
groups of countries and draw actiom-oriented policy conclusions;

6. Analyse quantitative methods which are conducive to privatization
decisions irrespective of political parameters, and discuss the
conceptual as well as practical considerations for a cost-benefit
analysis of privatization;

7. Heke recommendations related to Sfuture policy actions in developing
countries and coun* -ies with formerly centrally-plamned economy.

YA brief but up-to-date bibliographer reference related to methodological
and practical issues should also be appended to the peper."

The report:s content corresponds fully to the seven points of the terms
of reference, but its organization differs slightly in sequence. The
theoretical underpimnings of privatization (point 1) is covered in Sectior I.
The reasons for privatizing public enterprises (point 2) is discussed mainly
in Section II. 'ihe alternative methods of privatization (point 3) are dealt
with in Section III. The recent experiences with privatization and their
comparison (poirts 4 and 5) are elaborated in Section IV. The quantitative
taundation cf privatization decisions (point 5) is provided in Section V.
Section VII concludes with recommendations with respect to future policy
actions (point 7). Selected recent literature on the subject is given in
Section VIII.
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Addenim

This report, which was first submitted to the System of Consultations
Division of UNIDO on January 1992, was issued on April 1992
(IPCT.156(SPEC.)). The author was given the understanding that it was
distributed widely and well received and that a revised and expanded edition
was in order.

This report is now revised and extended at the request of the Division.
Since the privatization process is on fast track especially in Eastern
Buropean countries, the case stidies on Hungary and Czechoslovakia have been
hrought up to date and the case of Poland has been added. Chapter IV now also
includes the case of Mexico which is an example of the successful process of
privatization. The report also comtains a new chapter which focuses on
international co-overation and privatization in general, and UNIDO’s presemt
ard future role in providing technical assistance on privatization in
particular. Finally, the chapter on the recent literature on privatization
has been amplified and brought up to date.

INTRODUCTION

1. Privatization is a recent phenamenon. Zlthough the substitution of
private for purlic provision of various goods and services is not a recent
phenamenon, the technic "es thzt are utilized, the activities that are
oonsidered and the fervor with which it is embtwraced world over make
privatization a distinct feature of the economic policies of the eighties.
When growth in industrialized countries began to deteriorate in the late
seventies and early eighties and recovery was slow to follow, the pendulum of
thought shifted fram one of considering the public sector a major comtributor
to growth to ane of its expansion stramgling the vigorous performance of the
economies. Questions began to be raised abott che efficiency and
effectiveness of public sector activities, and pledges were made to reduce the
size and scope of govermment.

2. A similar shift took place in many developing countries as well,
resulting partly from the wider macro-economic problems that have afflicted
them and partly from the pelicies recommended by intermational aid
organizations. After the Second World War and in line with the then
prevailiny views on economic development, these countries, desirous to
accelerate *heir economic growth in an orderly mamner, had adopted a
two-pronged approach towards their goal. One was to plan the economy: to set
up guidelines for the private sector, and draw up plans for the public sector
to follow. The cther was for the public sector to engage directly in econamic
activity by means of State-owned enterprises (SOEs) and thereby expand their
econmic frontiers as full or partial entrepreneurs in the production of goods
and services. Public production was viewed as essential given the
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underdevelopad nature of resources and markets. The scale of investment
required for growth often exceeded the capital-raising capacity of the
indigenous private sector. Moreover, public cwnership was looked upon as a
means towards achieving social policy aims, such as a better distribution of
incame and resources, generation of employment or prevention of rising
unemployment. Occasionally the SOEs competed with private enterprise; but in
more cases than not they were monopolies. Over the years they came to be
plagued with inefficiencies and survived only with subsidies and transfers
from the central govermment budget; the monopolies, in addition, were allowed
to fix input and output prices. These measures meant that the SOEs survived
at the expense of consumers who ended up paying higher prices for inferior

goods.

3. 'The SOEs fascinated the economists for quite some time and mmerous
volumes have been written in their favor or against. Today it is generally
accepted that their impact on the e-onamy has been more negative than
positive. They became a fiscal drain an the budget, hindered the expansion of
the private sector, and precipitated the deterioration of the general welfare
of the country.

4. Can the situation be reversed? What are the remedies? What are the
options available to the countries? Privatization has been the answer that
has lately been given to these questions: let the goverrment pull back its
frontiers, and let the private sector assume the responsibility of producing
goods and services efficiently.

5. Begun in the early eighties, today privatization is in progress the world
over; State enterprises are being privatized in developing and developed
countries alike with varying degrees of vigor and success. Undoubtedly, the
leader in this arena has been Great Britain, followed by mmerous others.
France and Spain in Burope; Brazil, Chile, Honduras, Mexico, and Jamaica in
Latin America and the Caribbean; J»pan, Thailand, Singapore, Malaysia, Sri
lanka, Turkey in Asia and the Middle East have become notable proponents of
privatization, same with concrete and successful results in the transfer of
the assets of public corporations into private hands, others still faltering
in the execution of officially accepted policy 1/. With the events in Eastern
Burope in 1989, privatization has acguired a novel dimension by becoming the
major policy component of the transformation of the centrally-planned
economies into market economies.

1/ The 1989 World Bank Report states some 83 countries as having adopted
the pnvatlzatlon pohcy with vaxymg degres of w1dth and dep':h See
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6. Since privatization is a recent phenomenon, all doubts and misconceptions
surrounding it need to be clarified to assure that it succeeds and the
technical assistance given to that end is operationally useful. Prima facie,
it is an easy concept to understand: it is the sale of govermment assets to
private citizens. Yet it extends beyond this simple notion into broader and
more complex issues involving the opening up of State monopolies to private
competition, even privatizing some public services - such as public utilities
or healtl. care - which were the undisputable domain of the central or local

g verments, and resolving complex issues surrounding property iights.

7. while privatization comtinues to be a complex issue in mixed economies,
it acquires additional dimensions in countries where economies were centrally
plammed. Tc convert these economies to the market economy model has been
creating, and will continue to create for some time to come, several paradoxes
that must be faced both at the theoretical as well as the policy level. To
reduce the role of the State, reformers of the previcusly centrally-planned
economies mist take unprecedented "state" action. Not only must they build
from scratch a reasonable facsimile of market econaomies, but they also must
dismantle an econamy that was cemtrally plamned and very complex. In other
words, constructicn and destruction will have to be carried out concomitantly.

8. Dismantling the public sector in these economies is like a double—edged
sword. Privatization is a sine qua pon in the long and arduous task of
building a market economy from the wreckage of central plamning. Yet the
smooth and efficient progress of privatization itself requires that such a
market economy exists even in a mixed form with its corresponding institutions
of market pricing, financial institutions, a stock exchange, foreign-exchange
markets, as well as a certain degree of free trade. Moreover, to function
efficiently market economies rely on rules and institutions governing property
and contracts, accounting and bankruptcy, taxation, pensions and unemployment
systems, labour, regulation of banks and financial markets. The !
centrally-plamned econamies have only just bequn to think of most of these ﬁ
f

issues in their attempts of a transition to a market econamy.

9. Issues related %o policies or practice of privatization both in mixed and
ex-centrally-planned economies are addressed in this paper. However, the
economic ratinnale of privatization must be fully understood prior to the
discussion of policy issues. Section I deals with this aspect.
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I. THE BOONOMIC RATIONALE OF PRIVATIZATTION

10. Privatization can be justified on purely empirical grounds: public
enterprises have performed dismally compared to private enterprises,
especially in developing countries. This conclusion is reached when one scans
through the vast literature on the subject matter. 2/ Hence, the more
extensive public ownership of productive assets, the less efficiently will the
economies perform. ‘The question is why. The answer can be given via the
combined theory of property rights, or principal-agent theory, and public
choice.

2/ The empirical literature on the camparative efficiency of public and
private enterprises is rather extensive. Because of the difficulty in
acocounting for many variables, other than ownership, that affect economic
performance, such as market structure, regulatory framework, technical
progressiveness of the industries etc., it is difficult to draw a very firm
generalized conclusion. In addition, research has been hampered by data and
methodology limitations ard has concentrated its work on using easily
observable variables, such as profitability, which may create a bias in favour
of private ownership. On the whole, however, the findings suggest a greater
internal efficiency in private firms than in public. The suggestion is
especially valid when campetition in product markets is effective. Studies of
the U.S. electric power industry, where two types of ownership many times
exist side by side in similar market conditions, have found public sector
utilities to exhibit higher as well as lower internal efficiency. Nor do the
lead to the conclusion that allocative efficiency is necessarily improved by
public ownership. Obviously, regulatory enviromment, including lower input
prices facing public utilities and tariff structures, has had a marked
influence on the autcames. See e.g. R. Millward, "The camparative performance
of public and private ownership", The Mixed Economy E. Roll ed., (London,
Macmllan, 1982), A.E. Boardmn and A.R. Vm.mg A_q:m_qf_the_

gf_lr;um_mmmw_ﬂr_u&, (Wasrnngtm . C 1985) L. de Alessl,
"ownership and peak load pricing in the electric power industry", Quarterly
Review of Boonomics and Business,(1977); and S. Peltzman, "Pricing in public
enterprises and electric utilities in the United States", Jouwrmal of law and
Economics, vol. 14, (1971).) In other industries, such as refuse collection,
the findings support the proposition that private firms exhibit greater
internal efficiency. Here competitive forces may have been the significant
factor, since campetition acts as a mechanism that weeds out the less
efficient firms. (See e.g. H.M. Kitchen, "A statistical estimation of an
operating cost. function for mmicipal refuse collection", pPublic Finance
Quarterly, vol. 4, No 1, (1976); E.S. 3avas, "Policy analysis for local
govermment: public versus privatr refuse collection", Policy Analysis, vol. 3,
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11. The property rights, or principal-agent, theory is based on the argument
that changes in the allocation of property rights alter the structure of
incentives faced by decision makers in the firm and hence lead to changes in
both managerial behaviour and cumpany performance. Accordingly, a principal
(or group of principals) seeks to establish incentives for an agent (or group
of agents), who takes decisions that would maximize the principal’s
objectives. The setting up of such an incentive structure needs to take into
account the divergent abjectives of principals and agents and the differences
in the availability of information to both. Company management can be
regarded as agents for shareholders in the case of private ownership, and for
the department (or ministry) of goverrment in the case of public ownership.
Privatization will immediately result in both a shift in the objectives of
principals and the incentives to be offered to the management. As a result
both the allocative efficiency in the market - producing the maximm level of
output:, given cost - as well as the internal efficiency of the firm

- minimizing the cost, given the level of output — will be altered. A
trade-off will ensue between both efficiencies. The theory recognizes that
managerial incentive structwres and economic performance are influenced, in
addition to ownership, by the degree of campetition in the industry and the
requlatory constraints within which the firms operate. Thus, privatization
cannot be assessed properly without taking into account these additional
influences.

(1977): and B.J. Stevens, "Scale, market structiwre and cost of refuse
collection”, Review of Economice and Statistics, (1978).) The analysis of the
econamic performance of airline, ferry and gas and electric appiiance
industries and of refuse collection in the United Kingdom leads one to
conclude that private firms exhibit greater inmternal efficiency than their
public sector rivals. It has been found that nationalization has led to the
deterioration in the productivity of the British steel industry. These
studies too back the conclusion that where competition is effective, private
enterprise performs better on both internal and allocative efficiency grourds.
(See e.g. R. Pryke, "The comparative performance of public and private
enterprise”, Fiscal Studies, wol. 3, No 2, (1982); P.J. Forsyth, "Airlines and
airports: privatization, competition and regulation", Fiscal Studies, vol. 5,
No. 1, (1984); C.K. Rowley and G.K. Yarrow, "Property rights, regulation and
public enterprise: the case of the British steel industry 1957-75",
International Review of Law and Econcmics, vol. 1, (1987); and K. Hartley and
M. Huby, "Contracting-out in health and local authorities: prospects, progress
and pitfalls", Public Morey, (September 1985).) These conclusions do nct
preclude the existence of efficient public enterprises; if they are efficient,
however, this is generally the exception rather than the rule.
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12. Simply put, the agency problem simply runs as follows: the principal
(owner, shareholders) of a firm contracts an agent (manager or managers) to
run the firm. The principal’s abjective is to chocse that incentive scheme
which will maximize his expected utility function subject to the constraint
that the agent himself will want to maximize his own expected utility function
given a specific State in the world. The principal does not have access to
shared information, so he faces difficulties in providing apprcpriate
incentives to the manager and in monitoring his performance. The question is
determining the optimal incentive scheme for the principal to lay down for the
manager. The agent, in turn, will seek to maximize his own expected utility
function, given the incentive scheme, subject to the constraints that:

- The principals maximize their profits;

- Principals change, since shares are marketable (take—-over threat):
and

- Control of the company can be lost, if creditors succeed in
managerial changes in the event of a default (bankruptcy threat).

13. Each has implications for the internal efficiency of the firm in varying
degrees of subtlety. Dispersed shareholding, where interests of principals do
not necessarily coincide, may lead to suboptimal monitoring, since information
is not without cost. This means that managers may not always act in the best
interest of the shareholders. However, since shares are marketable, the price
of the share will reflect the management’s performance vis-a-vis the optimal
contract, i.e. its dearee of success in attaining the highest degree of
internal efficiency. This may bring about a take-over threat with
post-take-over increase in internal efficiency, a rise in the share price, and
hence lead to capital gains. Such a threat, therefore, will act as an
incentive that deters management from pursuing policies that are not in the
interest of shareholders, i.e. it will enforce internal efficiency. 3/ The
effect of bankruptcy on incentives for internal efficiancy is ambiquous;
managers, faced with a bankruptcy threat, no matter what decisions they may
take, will be induced to enjoy their discretion in the short run without any
concern for the internal efficiency of the firm. Bankruptcy will have a
substantial role to play only in times of depressed demand or intense market
campetition.

3/ This link between internal efficiency and take-over threat may not be
as strong, if one considers that take-overs may originate also from a desire
to maximize managerial utility and to increase market power. That is not to
say, however, that take-over threats have no role to play in promoting
internal efficiency. See Vickers, op. cit., pp. 19 ff.

Now~Eow -
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14. There are substantial differences between private and public ownership of
a firm that are conducive to greater efficiency under the former. The most
obvious differences in the principal-agent relationship in case of public
ownership is that the dbjectives of the public sector are different; shares
are not marketable; and there is no direct equivalent to the bankruptcy and
take-over constraint on financial performance. Govermments do not typically
seek to maximize profits. Rather it is assumed that they seek to maximize
economic welfare, however defined, and act in the best interest of the general
public. In this respect public ownership is viewed as a response to the
failure of private markets to secure efficient outcomes and as providing a
first-best solution to the agency praoblem. 4/

15. If management monitoring is assumed to be equally effective under both
systems of ownership, then one can argue that public ownership can have the
advantage of correcting the deviations in managerial dacision making and
setting apprupriate incentive structuures for the managers of publicly-owned
firms. However, under public ownership information gathering for the purpose
of monitoring the managers’ performance is entrusted to a single body, whereas
private ownership typically involves the participation of many individuals and
institutiors that are frequently specialists in the given task. This latter
is conucive to the discovery of a greater volume of relevant information.
Thus, information gathering becomes rore efficient urder private ownership,
hence may provide the more effective method of control, and asswre a greater
degree of internal efficiency.

B. Public chojce theory

16. The principal-agent theory, given its tenets, may very well be considered
as the micro theury of privatization. However, ac explained above, monitoring
is not the exclusive prerogative of a single departmental body. Cther groups
arz alzo involved, and their behaviour can be best understood withiri the
tenets of public choice theory, especially if the above discussion is to be
extended to a macro level.

17. Tw#o additional distinct groups now came into play: politicians and
bureaucrats. Then four categories result in the hierarchy of monitoring
public enterprises: the general public, elected politicians, non-elected
hureaucrats, and the managers of publicly-owned firms, each with their
distinct expected utility functions which they aim to maximize and none having
access to identical information. The result is suboptimalities, i.e. internal
inefficiency of the firm.

4/ Although market failure provides the rationale for public policy
remedies, yet the remedies themseclves may fail for reasons similar to those of
market failure. See C. Wolf, Jr., "A theory of nonr-market failure: framework

for implementation analysis", Jowrpal of Law and Foonomics, voi. 22, (1979).
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18. Because of the asymmetries in information, the peliticians may find that
improving the econamic efficiency of the firm may not improve their electoral
prospects; rather they may find it to their advantage to setc the prices at
below marginal cost so that their chances of electoral success are enhanced.
In the utility function of the bureaucrats the size of the departrental budget
and the rents that accrue to them occupy a predominant role. Since payoffs
are an increasing function of the budget size, the bureaucrats’ interest would
lie in procuring as large a budget as possible. They may be aided in their
endeavour by the politicians themselves, since the welfare of
ministers/secretaries can be expected to be positively linked to that of the
hureaucrats. The consequence is internal inefficiency. The public managers
themselves can secure higher pay, greater power and prestige than their
private sector counterparts by forming coalitions with politicians and
bureaucrats. As a result, social dbjectives get to be replaced by political
adbjectives, political interventions are made in managerial decisions, and
imperfections ensue in the incentive structures of publicly-owned firms. All
the above suggest that public entecprises are likely to have higher costs and
lower productive efficiency than comparable enterprises in the private

sector. 5/

19. If differential information required in the monitoring of public
enterprises by different groups each seeking to maximize its own objective
give rise to productive inefficiencies in democratic societies, public choice
theory tells us that public ownership in dictatorships, otherwise command
economies, can be expected to be higher than in democracies when one takes
into account the sources through which information is received which is
required for monitoring. 6/ ‘These are basically the news media, the political

entreprencaurs themselves, the ureaucracy, and the individual’s own experience.

In a democratic society, the freeaom of media is provided constitutionally
which makes a unique bias improbable. in addition, the individual will have
access to simultaneous information from various sources. In a dictatorial
regime, the optimal rule is media censorship, since thereby information flows
can be controlled and biases can be generated in the interest of the
politicians and bureaucrats. There will be no tendency to identify and inform

5/ The literature on the subject matter is extensive. The follcwing
selective works provide comprehensive analyses: Thomas E. Borcherding, ed.,
Budgets and Bureaucrats: The Sowurces of Govermment Growth (Durham, NC, Duke
Univ. Press, 1977); Albert Breton, Economic Theory of Representative
Government (Chicago, Aldine, 1974); Ramon Cao-Garcéa, Explorati..is towards an

WM (New York, Uni. Press of America, 1983);
and D nnis Mueller, Public Chojce (Cambridge Univ. Press, 1979).

6/ For details on this point see Cao-Garcéa, op. cit., pp. 89 ff.
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the public of government inefficiencies or of wrongdoings. There will be no
incentive for the ruling coalition to implement programmes of cost
effectiveness. All the information in the system will be designed to maximize
the preferences of the dictator and his supporting coalition. There is no
possibility of counterbalancing information, as is the case in democracies.
Information will be receivec from one single biased source. Thus the citizen
will lack information on a frame of reference to evaluate the performance of
the public sector. Further, even the dictator himself will lack many of the
necessary information to evaluate the technical performance of his officials,
simply because such information will not be produced in the system, since
nobody will have the incentive to oollect it.

20. The bureau in a dictatorship has monopoly power over the supply of
bureaucrats, therefore, will bias the iaformation they produce to the dictator
and request size increases to effectively carry out the assigned tasks. There
will then be more peuple producing a given level of output, reducing the
average work effort of the bureaucrat, and possibly leading him to have his
agency perform activities of his private interest without reporting them to
the dictator. The information is produced by the same bureaux that are
subject to supervision. Bureaucrats thus can doctor the signals in their own
interest, and since information from external sources is suppressed, there is
no other source with which the generated information can be contrasted. The
dictator is therefore more limited in monitoring his bureaucracy than his
democratic counterpart. Bureaucrats lose their incentives to promote
efficiency and reduce the level of productive efficiency. Goverrment
officials tend to take advantage of the situation to improve their own
well-being. All this leads ‘o the deterioration in the productivity of the
public sector.

C. Oompetitive farces

21. Section A elaborated the impact of ownership on intermal ard allocative
efficiency. Competitive forces are another factor that act upon industry
verformance and improve the internal and allocative efficiency of public
enterprises in mixed markets. For one, competitive forces break the monopoly
of information as discussed earlier. Secondly, they allow the freedom of
entry into markets. This entry threat compels the firms to produce at minimm
cost. Moreover, caompetitive forces create incentives for the introduction of
new products and techniques ard thus are conducive to innovation. All these
compel the publicly owned enterprise to streamline its costs, adjust its
production to consumer wants, and be competitive in the prices it charges.
Thus, the competitive process acts as a discipline for lethargic managers; it
effectively requlates company behaviour; consaquently is at the heart of much
debate on privatization policy.
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22. This is not the place to elaborate upon theories of competitive forces
and their impact on welfare; all these make up a great segment of the entire
micro-economics literature. Suffice it to state that it is an incentive
system and a discovery mechanism in a world of imperfect information that
oconstrains the design of incentive contracts amd leads to inefficiency.
Campetition, by making incentive schemes more responsive to effort and
allowing for payments according to performance, promotes efficiency and thus
helps reduce the existing inefficiencies.

D. Regulatory policy

23. Regulation under asymmetric information is yet another branch of the
principal-agent literature that examines the optimal design of incentive
contracts. It comes into plan when, because of market failures, the need
arises to influence private sactor behaviour and constrain its econamic
decisions. 7/ The problem nere is one of the regulators designing incentives
for efficiency which, given the asymmetric of information, i.e. imbalanced
knowledge about industry conditions between the regulating agency and the
regulated firm, will induce the firm to behave in the public interest. The
managers will nave to be motivated to exploit their superior information to
advantage despite the problem of imperfect monitoring. Regulatory policies
that aim to eguate price to unit cost become efficient only if the firm’s cost
or the extent of its cost reducing efforts is known to the regulator.
Otherwise the firm extracts a profit from its informational advantage, and
allocative and internal efficiencies are not achieved. 8/ It can, therefore,
be expected that the presence of better informed regulatory bodies would yield
high social reburns.

7/ Again, this is not the place to elaborate upon the vast literature on
regulation, its theories, the reasons for its need, and the principles gquiding
its policies, which constitute yet ancther large segment of micro—econamics
literature. For a survey see, B. Calllaud and others ngm_m

BgzigQJgﬁ_aeggﬁ:_ggntzibgtiéng (sfanfdrd Standford Unlver51ty. Tbchmncal
Report 473, 1985).

8/ See D.P. Baron and R.B. Myerson, "Regqulating a monopolist with
unknown costs", Econometrica, vol. 50 (1982) and J.J. laffont and J. Tirole,

"Using cost observations to regulate firms", Journal of Political Economy,
vol. 94 (1986).
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E. Goncluding remarks

2¢. This section has examined the influence of private and public cwnership
on enterprise performance. It has concluded that private ownership, in
general, is more conducive to efficiency, but that the camparisons of
performance under both types of ownership need to take into acocaunt the
institational enviromment - competitive forces and regulatory framework -

as well as the market structure of the industries in which the firms operate.
At the root of the greater effectiveness of private ownership lie systems of
information gathering and monitoring. Imperfect and asymmetric information
among categories of principals and agents constrain the design of incentive
schemes. The constraint is the strongest when there is monopoly of
information as is the case in dictatorships. In contrast, competitive forces
reduce the asymmetric and make possible incentive schemes which are more
sensitive to effort and thereby pramote efficiency. In conseguence,
regulatory forces to enhance campetition would be conducive to greater
intermnal and allocative efficiency.

II. POLICY PARAMETERS OF DIVESTITURE

A. General remrks

25. The theoretical arguments of the previous chapter demonstrate clearly the
relative inefficiency of SGEs with respect to their counterparts in the
private sector. This inefficiency can be stated in very simple terms as
consumers ending up paying higher prices for inferior goods. Moreover, the
fiscal drain on the budget that results from the intermal inefficiency of
publicly-owned firms distorts the overall allocation of resources in the
econamy in addition to distorting the allocation of resources within the total
hudget: govermment revenues get to be diverted from other high priority areas,
such as infrastructire development, health, and education, to covering the
deficits of the SOEs.

26. The reasons for the inefficient operation of the SOEs are numerous. The
most important ones are briefly:

- Inadequate planning, lack of feasibility and market studies
resulting in ill-conceived investments;

- The impossibility of bankruptcy, hence lack of a financial
discipline similar to that imposed on the private sector;

- Favorable financial treatment relative to private enterprise;

s N .

Y
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- [ackofskilledmnagetsardadministratorsasmx:hasormrethan
i1, the private sector;

- Centralized decision making leading to inefficiencies;

- State intervention and interference into day-to-day operation of the
enterprises;

- Unclear, miltiple, or conflicting objectives; and

- Political patronage which abstructs the efficient operation of the
firms.

27. The consequence has been, especially in developing countries where SOEs
have infiltrated all segments of the economy, the deterioration of the general
welfare of the country. In an attempt to reverse the situation and to have
govermments pull back their fromtiers many countries have privatized, i.e. let
the private sector assume the responsibility of producing goods and services
efficiently. This has provided a series of benefits which can be grouped
under four headings:

- Irx:reaseinthequalityofgoaisardservicsavailableinthe
market and a response to consumer needs and demands;

- An end in costly deficits to keep inefficient SOEs afloat resulting
in reduced budget deficits;

- Creation over the long run of a greater number of jobs and
opportunities by allocating resources through the free market; and

- Creation and/or fortification of a middle and entreprenaurial class
who are the backbone of democracy and political stability.

B. Pesi Jitions £ i vatizati

28. The road to privatization is rather complex, nor is privatization the
solution to every ill. 9/ Privatization will also not come about by itself,
the exception being instantaneous privatization attempts that ocarred in
Eastern Burope after the demise of their command economies.

9/ The inappropriate use of privatization techniques in the past have
yielded more urwanted results than it tried to solve. See H. Nankani,
mlechniques of privatization of State-owned enterprises®, World Bank, Selected
country Case Studies, vol. II (Washington, D.C., 1988, technical paper No 89),
esp. pp. 15~17, 39-41, and 145-146.
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29. Generally, privatization requires a strong political will and the hichest
comitment from policy makers. Political leaders must make the hardest
political and economic decisions while in office when their future is
determined by the votes thzy can muster. But given the expected benefits of
privatization, the decision to privatize is a critical and valid test of their
right to leadership and of their long-term vision. Privatization also
requires the receptiveness and understanding of husiness leaders. Its success
depends upon their willingness to take risk and upon their faith in the future
of their country. The same applies to workers who will be put in jeopardy by
the short-term job losses privatization could entail. Privatization also
requires the collaboration of the private and public sector in creating a
politico-economic environment where the private sector can function
efficiently. The overall policy enviromment, which involves market forces,
regulation, and protection of property rights, is crucial to the success or
failure of privatization. Jn countries where property rights are not
conducive to privatization, the political will is likely to be frustrated
unless the legal system, and more specifically property rights, are altered to
enable the transfer of public ownership into private ownership without legal

30. Assuming that political will and commitment are not lacking, the
following rules must be followed in any attempt to privatize:

- The conceptual arguments and the empirical evidence that demonstrate
the superiority of private supply mist be presented clearly and
various pressure groups, professional organizations, and all
spectrum of political parties must be targeted for this presentation;

- The debate regarding the choice between public and private fipance
must be separated from the ~hoice between public and private supply:;

- The decision regarding p-ivate versus public supply must not rest in
the hands of bureaucrats and business representatives whose vested
interest are against privatization;

- The necessary macro-policy decisions related to market regulation or
deregulation must be put into effect concomitantly with
privatization.

31. This last point is especially critical for the success of privatization.
Policies and actions condicive to a favorable enviromment must accompany
privatization; otherwise the transfer of ownership from the public to the
private sector can run the danger of failure. Thus, privatization must not be
considered simply as a change in property rights, but must embrace a set of
macro-econamic policies, political tact and willingness.

1




C. Gbjectives of the govermment

32. The govermment abjectives underlying a privatization programme vary
widely among the countries and may include some or all of the below: 10/

- Budgetary relief from the financial larden of SOEs, such as
subsidies and debt services requirements, as well as relief from the
administrative burden:

- Increased efficiency of SOEs which is achievable even through
partial privatization;

- Implementation of policies stated at the time of creation or the
acquisition of SOEs;

- Undesirability of competition with the private sector:
- Greater revenue fram State assets;

- Improved business conditions resulting from the pramotion and
develomment of private firms;

- Increased competition through the sale of production units singly or
in small groups; and

- Development of wider business ownership and encouragement of wider
distribution of share ownership.

33. whatever the cbjectives, any action to privatize must take into account
- that what is involved is not a mere sale of shares to new owners.

RS Privatization does not permit dogmatic treatment and every case needs to be
examined on its own merits. Privatizing a national airline or
electricity-energy complex will have to obey a different set of rules than
privatizing small- or medium-size manufacturing enterprises, since industry
and market conditions and technology for the two vary significantly. Granted,
privatization techniques are, as a rule, a function of govermment objectives,
hut the conditions of the candidate SOE, its sector, and finally country
dxaracteristicsplayadminantmleinthelseofmetedmiqueoramﬂ\er.
The case might be made that certain SOEs, however inefficient they may be, may
be oconsidered essential to national defense. Public utilities, when
privatized, may quickly convert to monopolies unless a set of ancillary
arrangements accompany the act of privatization to redesign the regulatory
policies.

10/ These are clearly stated in C. Wylsteke "Methcds and
implementation”, World Bank, cp. cit., vol. I, (Washington, D.C., 1988,
technical paper No 88) pp. 57-58 and detailed in E. Berg and M. Shirley,
"Divestiture in developing countries", World Bank (Washington, D.C., 1985,
Discussion paper No 11).
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34. Moreover, despite the desirability of a wider spread of share ownership,
public offerings are a near impossibiiity where financial markets are absent
or weak. As a result privatization might lead to private mnopolies and
thereby defeat its very purpose.

35. whichever modality is chosen in the final analysis, emphasis mast be
placed on simplicity, flexibility, speed, and transparency.

36. There will always be constraints to privatizatian. One is the absence of
financial markets as mentioned earlier. In this case the modalities and
alternatives of privatization will take different forms, such as sales of
assets to employees as opposed to pricing and issuing of shares in the stock
market for public purchase.

37. A secord constraint is the employment effect of privatization. It is
comonly assumed that privatization will generate employment losses especially
in those SOEs that are overstaffed. Two qualifications are in order in this
respect. For one, the job losses in question are a short-term phenomenon;
when long-term indirect employment creation that results from privatization is
taken into accaunt there may ococur an overall employrment expansion in the
econamies. 11/ The second gmlification is that under the current structural
adjustment programmes, which call for SOE restructuring, employment trimming
will take place in any case even when SOEs continue under public ownership.
The issue should in fact be addressed not as a consequence of privatization,
but as employment consequences of SOEs restructuring irrespective of
ownership. 12/ Nonetheless, it is an extremely sensitive issue and conducive
to political opposition to privatization.

38. A third constraint to privatization is the excessive indebtedness of
SOEs. When the debt larden is well above the value of the assets of an SOE,
no kncwn method would actually acoomplish privatization, unless the
govermments review and resolve the debt problem irrespective of privatization.

39. Finally, the desirable level of private ownership suggests wide
variations in govermment policies. Whether privatization is to be full or
partial will depend upon policy decisions constrained by the socio-economic
set—up of each coumtry. The avoidance of concentrated ownership, restrictions
on foreign ownership, avoidance of private monopolies would all willy-nilly
require different policy measures and privatization techniques.

11/ This point is dealt with in detail in Section V.C.2 where direct and
indirect employment effects are discussed.

12/ See The World Bank, op. c¢cit., vol I, p. 4.
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IIO. METHINS OF PRIVATTZRATTON

A. Introduction

40. Implicit in the discussion so far has been the concern with whether or
not fre~ market forces are operating in a given country. Privatization is the
transter of ownership and control of an enterprise or activity from the public
to the private sector. The emphasis is on activities and not just on public
enterprises, and the inclusion of control as well as ownership clearly signals
the recognition of the question at issue.

41. While one can accept the principle that the goal of privatization is the
promotion of free market forces, ane may not accept, in zll cases, that the
first best policy to achieve this abjective is the sale of public
enterprises. Much depends on the stage of development of the couitry in
question as well as the conditions of the industries involved. Nevertheless,
a generic plan of action can be developed which would be applicable by and
large in all cases. Granted, variations will have to be introduced into the
generic model, but these variations should not alter drastically the logical
steps discussed here. 13/

42. Once a govermment makes a broad policy decision to adopt privatization as
its platform, efforts must first be concemtrated on developing an agreement
among the key support constituents on the rationale, abjectives ard basic
elements of the programme. The support must be enlisted of opposition
parties, labour unions ard potential national investors via negotiations,
public forums etc. where they must be made fully aware of the benefits of
privatization.

13/ The sequence of events that should precede actual privatization have
already been put forward in several publications. Three are worth the
mention: The World Bank, op. cit., Technical Paper No 89, pp. 4 ff.; Touche
Ross, Transforming State-cwned Enterprises (no date); Gordon O.F. Johnson,
Country Privatization Strateqy Guidelines (Washington, D.C., USAID, 1989).
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Stage 1I. _legislation/organisation
43. The present jurisprudence must be quickly reviewed and the existing legal
impediments to privatization must be eliminated. An organization entrusted
with the power to privatize must be set up. Its mandate cannot be less than
to overview the privatization process, and prepare and implement all the
technical criteria. Such organization should be headed either by a minister
or by an individual to be made responsible to the Cabinet. Its basic specific
functions should be to:

- Conduct studies related to selecting the enterprises;

- Value the assets of the enterprises;

- Prioritize the SOEs to be privatized;

- Prepareprnposalswithraspecttolegalarﬂfinamialrequiramts.
Stage I11. Discussion at the Cabinet level
44. Upon recommendations of the organization in charge of privatization the
Cabinet should review the candidate enterprises and select those tha: meet the
crucial criteria of:

- Overall policy concordance;

- Profitability of the SOE;

- Management skills of the SOE;

- Potential benefits to consumers;

- The need to restructire the SOE before its privatization and the
financial requirements:

- Employment implications and employment alternzatives.

45. The final selections by the Cabinet should then be referred to the
privatization organization for an in-depth review and for the preparation of
the modus operandj of the privatization process.

v inal choi
46. Upon the recommendation of the privatization organization the Cabinet

should declare its option for each SOE, and determine the methods of
privatization.
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Stage VI. Implementation

47. The privatization organization then should prepare detailed business
plarsarﬂprospecus&ardenterintoregdtiatiaswithﬂxepotamialned
owners of the SOEs.

I. atory framework ic poli

48. The activities at this stage should actually be carried out concomi tantly
withStageVIardstmldbeﬂeirherettzesmsibilityofﬂeqwermﬂmam
the legislative body. Among the activities of this stage are:

- Review and redefining o property rights;
- Regulatory framework for the countrol of private "natural monopolies”;

- Investment areas open to foreign capital and profit repatriation
mechanisms and guarantees;

- Redesigning of incentives to efficiency and productivity;

- Safequards against re-nationalization.

C. Privatization alt i

1. Divestiture

49. Divestiture can include the outright or partial sale of State holdings to
private sector interests or the liquidation of the assets of some public
enterprise. The pure sale of share interests in the type of activity normally
is defined as privatization in the sense that what was formerly public now
becomes part of the private sector portfolio. Liquidation is also
privatization, for although in the process of liquidation no new private
entity resuits, the assets themselves hecome part of the stock of private
assets.

50. Wwhile divestiture policy may have short-term goals like budget relief,
the fact that the plan for privatization is executed in a concentrated and
programmatic way indicates something more than an incremental policy
responding to an ongoing evaluation of individual State-owned firms.

51. Partial divestiture may respond to a very different philosophy and to
very different abjectives. Why does a goverrment sell off some shares in
public entertrises but not all? Frequently, small sell-offs to muitiple

L )
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shareholders respond to a desire to promote capitalist values in the "little
man" - very often the trade union or cooperative sectors. On the other hand,
a small sell-off to a single shareholder might have a very different
motivation, such as bringing in an important client or supplier or creating
profit-oriented pressures within the board of directors.

52. In the first case (bringing clients and suppliers) private sector
participation could simply ensure greater control over the whole production
chain, and may actually reduce the free play of market forces. By such a
process, the public enterprise would firm up its implicit comtracts and
amplify its vertical integration. In the second case (bringing
profit-oriented pressures into the boardroom) market forces are strengthened,
at least as long as peace is maintained among the partners.

53. Likewise, asset liquidation may have different effec:s on the workings of
the national market, depending on the particular situation at hand.

Logically, the State would sell off a hopelessly unprofitable enterprise that
nobody wants to touch. The product would be produced and sold at market
values and supplied according to how mich the consumer wants to buy. Resource
allocation is improved, and th~ taxpayers probably get a break. A second
scenario might yield a 4. _.erent result, however, depending on the market
structure of the product. Assume, for instance, that the State liquidates its
interest in the market to a sole private supplier who can now proceed as he
likes. Such a possibility should not be set aside as the exception that
proves the rule. In many modernizing coumtries, particularly with small local
markets and imperfect competition, it is cormon for an industry to be
dominated by a duopoly or an oligopoly in which the State plays a leading role
in price setting and market division.

54. The sale of equity can be via offers for sale or by tender. In the
former method shares are offered at a set price; in the second bids are
invited for shares above a given minimm price. Subseguent values of the
shares are determined through trade in the capital mai kets. Because of the
difficulty of correctly establishing the market value of a public enterprise
in the absence of relevant information, both methods can give rise to
problems. Underpricing of offers could lead to oversubscription which calls
for some rationing scheme. A price significantly below the subsequent market
price would give the lucky applicants the opportunity to raalize substantial
capital gains after the privatization. This problem, however, can be
ciramwvented by selling the shares in lots to let the market determine the
trading price before the majority of the shares are placed. Should
oversukscription be the case in tender offers, excess demand can ke rationed
by allocating the shares to the highest bidders, and the share price becomes
the striking price. Undersubscription sets the value of the share at the
minimum price, and the underwriters take up the remaining shares.
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55. Other arrangements of divestiture can take the form of worker
participation and equity for debt swaps especially where damestic capital
markets are not sufficiently developed. 1n the case of worker participation,
workers of the public enterprise would receive shares in the enterprise with
the understanding that they wc.ild repay the goverrment or relinquish a claim
against it over a specified neriod. In this case the government. would
continue to bear part of the operating risk even after privatization, for in
case of failure the government will not have received full payment.

56. The debt/equity swap involves the sale by a foreign creditor of the
enterprise’s debt to a third party who is interested in acguiring an equity
portfolio. The swap usually is made at a discoumt in the secondary market.
All parties involved kenefit therefrom. The bank participating in the
arrangement reduces its portfolio of troublesame loans; the debtor goverrment
converts the debt into damestic currency to be used in private investment; the
external debt is reduced without spending scarce foreign exchange; and the
investor benefits from the reduced effective exchange rate. Thereby the
privatization process is eased significantly. 14/

2. Oontracting

57. Contracting out or the granting of operating concessions may be
considered to be one of the more feasible options for privatizing the
econamies of the developing world. Here, the State retains its authority over
a sector or industry, and may retain ownership of capital assets, but the
contractual relationship with a private operator injects into the relation
elements of profit maxinizing and cost minimizing, at least when the
Govermment seeks these goals. This option is even more feasible when private
ocampanies prefer to act as contractors or concessioners. They avoid certain
risks, may make no capital investments, and can nevertheless profit from tiieir
expertise if the comtract itself gives premiums of this type.

. e, |

58. Some multinational corporations have discovered the advantages of
contracting long ago, particularly in developing countries. An well-known
internaticnal hotel chain does not own hotels; it merely runs them,
standardizes them, advises on their design and construction, and incorporates
them into its world-wide reservation system. Other companies, whose
camparative advantige is technological know-how, have favoured technical
assistance contracts over direct investment, because the contract enables them
to profit from their knowledge without suffering much capital risk in the 4
process.

14/ Such swaps have been made quite frequently especially in Latin
America,

"
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59. Govermments increasingly favour contracting out for different reasons.
The riskiness of asset ownership is hardly a consideration for them, due to
their wide diversification. On the other hand, since the private sector has a
camparative advantage in managerial skills and perhaps in technological
knowledge, Goverrment can reduce the costs typical of its own management
difficuities. Contracts also have the virtue of being renegotiable, which
reduces the custs of errors in decision making. Furthermore, legal
restrictions may require (or be deemed to require) government direction in a
given sector, such as health, education or public utilities.

3. Attrition

60. The least noticeable form of privatization is one in which the Government
simply changes its way of initiating new projects and allows the private
sector to invest in areas that were formerly exclusive to the State. By a
process of attrition over time, the State is expected to control fewer and
fewer transactions.

61. This type of privatization should be expected to occur naturally in
countries undergoing industrialization, because the very process of economic
development should create new private actors capable of engaging in activities
in which in an earlier stage they could not. Privatization by this sort of
attrition depends largely on the lobbying ckills of the private sector

itself. It is likely that the Govermment will fail to notice the new
capabilities of the private sector until the private sector begins to toot its
horn.

€2. It is difficult to conceptualize the measurement of privatization by
stealth or attrition. We would have to have same way of deciding which
private investment would have been governmental under a former economic
regime. It would be easier to depend on aggregate statistics that would show,
netting out divestiture, whether the public or the private sector was growing
in importance in the mational product.

4. Coapetition

63. The previous discussion make it clear that promoting competition is at
the heart of the privatization debate. Those who resist privatization in
general do not question its objective - creasting free markets and efficient
production - but question whether divestiture of public enterprises is the
only way of attaining the dbjective. In some cases the goal may be to improve
management of public enterprises or to increase the competitiveness of the
markets in which they operate. Thus, if privatization policy is to be judged
by the direction of such policy, it sesms reasonable to examine this sort of
shift.
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1. Somwe special iscues

64. The preceding discussion has the implicit assumption that privatization
takes place in a mixed econamy where, however meek it might be, there is in
fact a private sector and, however weak it might be, there is a functioning
capital market. Privatization in these economies is essentially a matter of
redefining the boundaries of private and public sectnrs.

65. Privatization in centrally plammed econowies, or command economies as
they are sometimes called, acguires new dimensions. Market economies rely on
institutions a:d rules that have been established over a century or more.
Pruperty and contract laws; acocounting and bankruptcy rules; tax codes; labour '
laws; bank ari financial market supervision are the most cbvious ones. Thus,
there already exists a legal and institutional market economy framework in the
so-called mixed economies. Privatization in such economies, therefore, does
not reyuire the creation of a new legal-institutional framework. In contrast,
in (ex-)centrally plamned economies such z framework will Have to be put in
place prior to or, at least, conmomitantly with privatizatior Consequently,
a rapid privatization is bound to he an exception rather than the rule. A
single decision of ™let us privatize" will not ensure the transformation of a
socialist economy to a capitalist one.

66. Major challenges and dangers face the (ex-)centrally planned economies.
A recent article summarizes them as follows: 15/

- BExactly how can a central planning apparatus be dismantled with a
minimal disruption?

- In what sequence should price controls be abandoned to avoid serious
inequity and possible violence?

- How should a nation go about privatizing an economy comprised
entirely of State enterprises and State-owned assets?

- Which comes first, privatization of capital markets?

- Is political and public support best gained by selling or giving
away enterprises, and to whom - managers, workers, or the public?

- How much, if any, should foreigners be allowed to buy?
- What are the appropriate monetary and fiscal policies during this
extended period?

15/ See E.S. Savas, "The Rocky Road from Socialism", Privatization
Review (Spring 1990) p. 18 ff.
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67. Should these challenges be met, then specific factors affecting
privatization will surface. These are sui generis.

Problem of ownershi

68. In centrallv planned econamies the control of the companies is in the
hands of managers anxd workers who own them in all but legal name. To be able
to sell the companies the State has first of all to seize the control back
which is tantamount to renationalization, an impossible task. Hence,
privatization efforts require that existing managers, not the State, formulate
the plans to privatize.

Identification of assets

69. Property rights are so blurred that it is impossible to distinguish the
companies fram the entanglement of suppliers, local govermment services, and
enterprise supplied amenities. It is difficult to know when the enterprise or
the Government begins or stops.

Irrational organization

70. The companies are too vertically integrated to be economically viable;
they rely extensively on a single monopoly supplier for most inputs; and they
are so concentrated in one spot that any factory closure is bound to devastate
the local economy.

Government bureaucracy

71. The Governmment bureaucracy has been so stretched that the execution of
privatization plans hinges upon the creation of new agencies from scratch.
These are short of staff who, in addition, are reluctant to approve any deals
for fear of being politically charged.

Valuation of assets

72. With no real asset valuations, cash-flow analysis or marketing plan,
nobody has an idea of the worth of a business. The lack of real accounting
means that none, least of all the managers or bureaucrats who run the
businesses, knows for certain which firms add or subtract value.

Financial markets

73. Even the most daring privatization attempt will not be able to create a
gernuine market economy unless an efficient financial industry is also at
hand. Private banks and stock exchanges are basically missing in these
countries, so are the skills to run them.
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3. Seguencing of actions

74. The special characteristics of the (ex-)centrally planned econamies are
bouna to affect the determination of sequencing the actions to be taken in the
transition to a market economy. In othar words, should privatization precede
or follow the economic reforms to transition? There could be no single
formula for this, nor is there a consensus of opinion. The pros and cons of
each sequence is worth a brief discussion. 16/

75. The economic reforms to the transition to a market economy entail, among
others, the free determination of prices by market forces, currency
convertibility, liberalization of trade for a campetitive production and
exchenge of goods, and acceptance of foreign capital. Should these take place
before or after the State enterprises are privatized or restructured?

76. If privatizatior. precedes the freeing of prices, then in the absence of
market determined prices it becomes impossible to ascertain the enterprises
that are worth saving. On the other hand, if prices are freed while State
monopolies are not dismantled, then excessive profits contimue to reward
existing inefficiencies.

77. If trade barriers are lowered prior to privatization, then sudden
inmtroduction of free trade will have the advantage of forcing the State
monopolies to be competitive in world prices and would help correct the price
distortions of central plamning. But, given the inefficiencies of State
enterprises, they may not be able to face this sudden foreign competition, the
market may be bombarded with foreign goods, and the result may very well be a
general collapse of output and employment.

78. To have financial reform precede privatization and estabiish efficient
banks and capital markets is desirable, so that capital can be allocated to
the right enterprises, rather than to the wrong businesses which has often
been the case in centrally plamned economies. On the other hand, it appears
rather difficult to create an efficient banking system, when the existing
banks hold a large amount of bad loans which are unidentifiable, since it is
impossible to know for sure the gemiinely profitable enterprises.

79. Moreover, privatization creates opposition to the reforms. This comes
from all interested parties who stand to lose fram the process, such as the
bureaucrats, and workers and managers of the enterprises. Sudden
privatization may arrest this opposition and private owners can proceed faster
and more efficiently in the revival of the economies. Yet, sudden
privatization is not without inequities, causing certain groups to enrich
themselves at the expense of others, and even the State. These inequities
undermine public support for economic reform.

16/ This question was recently discussed in detail in David Manassian,
"A survey of business in Easter Europe", The Economist (21 September 1991).
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80. In brief, there is no simple and ready-made formula for privatizing the
ex-planned economies. In fact, each country appears to have chosen a
different modality. These will be taken up subsequently when the experiences
of selected countries are discussed.

E. Fimal remarks

81. The intellectual basis for identifying Goverrment intervention with
limits on the free market is, in many cases, weak. But the subtleties of
collective joods mrovision, extermalities, transaction costs, praoblems of
equity and income distribution, oligopoly and monopoly behaviour will be
injected into what is essentially a political and ideological discussion
carried out before an uncomprehending public. And when the discussion is
taken up by lobbying groups, nct to speak of labour federations or political
parties, the debate seems like a battle for the heart more than the mind.

82. Whatever the debate, the reality should be examined. If we were to
describe a country as having done nothing in the area of privatization, we
would be in grave error not to take into account the conditions in which
economic transactions are carried out, both in the private ard the public
sector. There is evidence in some countries that the restructuring of the
public emnterprises will result in their greater subjection to market forces.

In the private sector there would appear to be less movement toward the market

at the level of Government intervention and regqulation, although the

maturatin of the econamic system in general provides natural forces in favour

of "“more perfect" market conditions.

IV. TECHNIQUES OF PRIVATIZATION: CASE STUDIES

A. Intyoduction

83. To give an inventory of all the privatization efforts throughout the
world in a report whose scope is limited is quite infeasible. 17/ This
section examines the privatization efforts in only selected countries of
different socio-political envirorment. The case studies it contains analyze

the experiences with different modalities of privatization. They also reflect

the different stages of economic development as well as the diversity in the
political systems.

84. Among the developed countries, Great Britain hLas been the leader of
privatization if not the originator. Its experience is certainly worth
dwelling upon. Chile, Mexico, and Honduras in Latin America reflect two
diverse politicai systems as well as levels of development. Their relative

success, or failure, merits an appraisal. Malaysia among the so-called nevly

industrialized countries, and Hungary, Poland, and Czechoslovakia among the

17/ For extensive inventory see World Bank, op. cit..
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ex—centrally planned ecoramies constitute fascinating examples of
privatization. The re-unification of Eastern Germany with West Germany gives
rise to sui generis problems, which may not be altogether relevant for the
developing or socialist countries. However, the modality of privatization in
East Germany is worth the review from a theoretical point of view. One
country in Africa, Togo, has made serious attempts towards privatization and

85. The analysis of this section is not based on field work, but rather on
already published sources which are irdicated clearly wherever appropriate.
Nor does it represent an exhaustive assessment of each transaction that has
taken place. Rather, it conveys a global view of the privatization
experiences in these countries, underlines the salient features, and draws
conclusions for policy implications.

B. Great Britain 18/

86. Britain’s privatization program began in 1979 when its nationalized
industries acocounted for 10.5 per cent of the GDP, 8.1 per cent of employment,
and 15.2 per cemnt of gross domestic capital formation. Their profitability
had been significam.ly below their private sector counterparts even when
substantial subsidies they had been granted are not accounted for. The low
rates of return and large financial deficits which have characterized them
were largely the result of policies that led to overinvestment and internal
inefficiencies. Public interest was the primary objective of their existence
ard managers and ministers alike were made its pramoters and custodians. This
internalization of public interest did not lead to an efficient performance.
Lack of clarity in corporate abjectives, overlapping responsibilities, and
excessive political intervention in operational decisions resulted in
detrimental effects on pricing, investment, and intemal efficiency. There
was a great deal of dissatisfaction with their performance which pressed for
the advancement of privatization policies.

Y

87. The privatization programme accelerated sharply in 1983. By 1987 the
annual proceeds from asset sales were approaching L. 5 billion. Before 1984,
the privatized firms 'were in reasonably competitive industries. Thereafter
requlated private enterprise came to be regarded as superior to
nationalization even in natural monopolies, and privatization policies
aocquired unlinmited scope in their application to State ownership of industry.

18/ This section is based on the following works: David Clementi,
"Prlvatlzatlon m mdtstrlahzed countries: the expenence of the United

Bank (Manila, Ptuhmm, 1985), Cmto el
Privatization in Britain, weidenfeld and Nicolson (Inndon 1987); ard

John Vickers and George Yarrow, Privatization: An Economic Analysis, The MIT
Press, (Camridge, Mass, 1988).
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88. Overall, the principal objectives of the programme were:

(a) To stimlate competition and improve efficiency:

(b) To reduce the public sector borrowing reguirement;

(c) To reduce Government involvement in enterprise decision making;

(d) To ease problems of public sector pay determination;

(e) To widen share ownership;

(f) To enoourage employee share ownership; and

(g) To gain political advantage.

89. Major pieces of legislation were enacted to remove barriers to
campetition. The introduction of competitive tendering in contracting out for
the provision of public services (trash collection, catering, cleaning,
construction, maintenance work etc.) broke down the \uasi-monopoly enjoyed by
public employees in their internal supply. The transfer of the enterprise to
the private sector reduced the public sector horrowing requirement and the
sale of assets meant that the Goverrment could abtain finance without having
to issue debt. Privatization freed the management fram political
interference. It also provided an excellent vehicle to enhance
"property-owning democracy” by offering shares to the general public at a
discount with additional bomuses for the small shareholder. The sale of
public sector housing also was a significant element of promoting private
property ownership.

90. The sale of public enterprises has been the prime method of
privatization, although comtracting out has also been used, especially in the
provision of public services by local Goverrments. Shares of companies to be
privatized were offered for sale at a pre-determined price set by the
Goverrment and were put up for bids above a minimum price also determined by
the Govermment. The combination of an offer for sale and a tender offer was
also used. In same cases the sale was done in two or more stages to arrive at
a more accurate market price for the shares. To spread the ownership of
shares and enhance "property-owning democracy" sales to the public was made in
installments and incentives were provided to encourage the shareholders to
hold on to the shares over a long period of time. These oonsisted of
mechanisms like free bormus shares or free tax free vouchers to customer
shareholders to set against phone and gas bills.

91. The econamic and political success of British privatization programme has
been extolled widely. The major acclaim is the expansion in share ownership.
Underpricing, especially in offer sales, cambined with price incentives, gave
rise to substantial capital gains, minimized the risk of capital losses, while
the incentives encouraged long-term ownership of assets. Despite the quick
sale for profit by same of the purchasers of the shares, the number of
shareholders increased significantly. It was also a political success since

. e, |
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it averted the hostility of the individual investor/voters. Also, it raised
considerable revenue for the Govermment. Moreover, State involvement in
industrial decisions was reduced.

92. However, the programme has been, and is being, criticized for being weak
in other respects which have reduced its efficiency. The criticism is not so
much the failure of the programme, but that it ocould have achieved more with
efficiency had some of its measures not been flawad. One criticism is that
underpricing of shares has not been without cost, for the Goverrment has not
been able to collect as much reverme as it would have done had pricing been
done correctly; revesue was forgone to the amount of the difference between
the offer price and the subsequent market price. There is also the added cost
in that to raise this difference in taxes would have cost mwe L for L when
ane accounts for the welfare losses generated by the distortion in resource
allocation extra taxation causes. The argument is thus made that the sale of
a given amount of shares at higher prices would have all the resource
allocation efficiency advantages of lusp sum taxation p.us the virtue of being
fairer. 19/

93. This argument first ignores the inequitable implications of a lump sum
tax. Secondly, although the initial effect of the sale of shares on wealth
distribution may have been inequitable, the free trade of the shares on the
stock exchange would have changed the distrilution 1n any case. It should be
added, however, that subsequent privatization procedures are aiming at
eliminating the flaw mentioned above. For example, the upcoming sale of half
of the Goverrment’s remaining 48 per cent stake in British Telecom is to be
made at a price close to the arrrent market price which will be determined
shortly after the institutional buyers submit their bids. The discount to
individual investors is to be minimal. 20/

94. The second more serious criticism to the privatization programme in
Britain is that it has not devised adequate measures of competition and
regulation for the industries concerned. Rather, for reasons of political
expediency, the programme wes carried out hastily to widen share ownership and
raise short-term revenues to the Government. Obstacles to competition have
not been removed, and barriers to entry have not been forcefully dealt with.
This criticism applies to the second phase of the programmes when enterprises
with monopoly power were privatized. Without sufficiently effective
competition and/or regulation, substitution of a private fim for a public
leads precisely to a situation where gains in economic efficiency camnot be
expected. The failure to inmtroduce such policy measures before privatizing
such industries will undermine the success of any privatization vrogramme. 21/

19/ Vickers and Yarrow, ¢p. cit., p. 180.

20/ See "Grumbling and Rumbling”, The Economist, p. 102
(16 November 1991).

21/ Detailed plans for the upcoming sale cf British Rail are expected to
contain measures to restrain monopoly abuses. See "How to sell the railways",
The Economist (30 November 1991).
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C. Quile 22/

95. Privatization in Chile is not new; it has preceded the privatizations in
Great Britain who is regarded as the pioneer in this field. The growth of the
oublic sector in Chile began with the economic difficulties provoked by the
Great Degfression. These led to the establishment of OORFO (Corporacion de
Fomento) in 1939 whose involvement expanded into a myriad of entities for the
sake of national industrialization and import substitution. From 1938 to 1973
State enterprises were set up in technology industries; joint ventires were
entered into; financing private sector industrial projects became a Goverrment
prerogative; land was transferred from land-owners to co-operatives;
Goverrment acquired ownership in the largest copper mines which finally led to
their nationalization; key local industries (primarily, but not exclusively,
the banking institutions) were nationalized; companies and their assets were
simply confiscated under one pretext or ancther. By 1973 Chile had rouohly
500 SOEs. They contributed 85 per cent of the production value in mining,

40 per cent of industry, 100 per cent of utilities, 70 per cent of transport,
70 per cent of commmications, and 85 per cent of financial services. Their
operational deficits added significantly to a fiscal deficit of 24.7 per cent
of GDP in that year. 23/

96. The consequence of this vast public participation in the economy has been
the initiation of an extensive scope of privatization in 1973 following the
demise of the socialist/marxist oriented Goverrment. The economic policy
switched to a market oriented one with emphasis on financial and trade
liberalization. The understanding was that the retrenchment in the public
sector and the increase in its efficiency would cure the economic problems
facing the country.

97. The privatization process that began in Chile in 1973 had the abjectives
of denationalization, reducing the mamting deficits, and thereby arresting
the runaway inflation that dominated the econamic scene at the time.
Subsequently, the objectives were broadened to include "popular capitalism”,
i.e. assuring broader participation in the ownership of national assets. The
process can be hroken down into five distinct phases.

98. In the first phase (1974-75), those companies that were confiscated by
the Goverrment were transferred back to their previous owners, and those that
were set up by the Goverrment were auctioned off. Most of the transactions,
therefore, did not involve financial transfers.

22/ This section is based on "Techniques of privatization of 3tate-owned
enterprises”, op. cit., The World Bank, and "Privatization in Latin America",
Latin Finance, Supplement (March 1991).

23/ See latin Finance, op. cit., p. 47.
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99. The second phase (1975-83) was guided once again by the concern to limit
fiscal deficits. Public enterprises were contimued to be sold through public
auctions. This phase of privatization was characterized by financing private
sector acquisitions of the divested enterprises through the Goverrnment.

Direct negotiations were entered into with the most qualified bidder after the
auction, and a direct loan was made to the purchaser after the appropriate
down payment was made. The transactions involved large domestic and foreign
corporations and employee co-operatives; no individual investors were involved
in this stage of privatization. Simltaneously, part was vested in peasants
originally assigned to such land through commmal co-operatives, and part was
sold through public auctians.

100. The primary cbjective of the third phase (1985-86) was to reprivatize the
companies that had been privatized during the previous phases, with a view to
reducing the fiscal deficit, widen the capital markets, and encouraging a more
competitive and efficient national industry. c¢Chile went through a sewvere
econamic crisis during 1982-83. Its economy was particularly affected by the
fall in its terms of trade, the rise in interest rates, and the abrupt cut off
in the flow of external credit. The banking industry was particularly
affected and the Government was compelled to bail out many institutions. The
privatization process resumed once the emergency was over. This was the phase
of "popular capitalisa™, when small equity shares were sold on credit to
individuals, to employees, to civil servants, to pension furds, as well as to
large investors.

101. In the fourth phase (1986-1990) the Chilean Goverrment began the
divestiture of the large industrial corporations and uvtilities, the cbjectives
being essentially the same as in the third phase, i.e. widespread equity
ownership and the possibility of placing public enterprises more appropriately
in private hands.

102. The fifth phase (1990~ ) is one of standstill. There is a group of State
enterprises (notably in mining-trading, railways, and the postal services) for
which the necessary consensus for privatization has not been reached. There

is also a great mmber of enterprises for which the Goverrment has not come up
with clear intentions for privatization, primarily because of the fear that

once the enterprises are in the hands of the private sector the implementation
of radical technological changes could lead to massive lay-offs or subsidies

may be required to ensure minimm profitability. The argument is also made

that the functions performed by these enterprises belong to the sphere of the
public sector amd are best entrusted to it. It appears that the standstill is
due more to lack of political will and ideologically motivated concerns than
to any other argument, considering that the privatization achieved so far has
yielded benefits both to the Government and to the economy as a whole.

103. The basic method of privatization has been the sale or transfer of shares
through a wide variety of mechanisms. One mechanism has been public auctions
cambined with negotiations. Most qualified bidders at public auctions have
entered into direct negotiations where an agreement was reached on the actual
sale price of the shares and on the terms of payment. A second mechanism was
the sale of shares to employees, for which special legislation was enacted.
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Thirdly, especially at the beginning, initial offerings were restricted to
30 per cent of the shares in view of a nascent stock exchange activity.
Fourthly, most State enterprises were first transformed into corporations
before their shares were sold, and only small percentages of shares were put
on sale anmually in order to create a market for them. Fifthly, shares were
made available to pension funds which have becxme the most important element
in private sector savings. Sixthly, new shares were issued for sale to the
public to fund specific projects of State enterprises. Finally, payment of
Govermment cebt was made with a mix of shares in privatized companies.

104. Since OORFO was the enmtrepreneurial arm of the Goverrment, the
organization to see through the process of privatization was set up within

it. The central Govermment set the goals of the divestiture programme. These
were sumitted to OORFO’s Council which made the final decisions on
privatization. The Privatization Committee, the administrative arm of QORFO,
supervised the implementation of the proposals approved by the Council. Once
an enteryrise was identified for privatization, the Council and the
Privatization Comittee determined the percentage of its equity to be divested
and what form the process should take. The Normalization Unit rationalized
all Goverrment-owned assets, restructired enterprises, screened prospective
buyers, negotiated sales, and collected all payments by purchasers.

105. On the whole, Chile has been successful with privatization. Its
experience has shown that if an adequate institutional framework is set up,
special incentives are instituted for small investors and workers, legislation
is enacted to quide the participation of large domestic and foreign investors,
and pitfails of previous attempts are awoided, a viable and efficient private
sector can be created. It also cautions against privatization on an extensive
scale where capital markets are weak, and suggests extending the procedure
over a period to enable the develomment of such markets. Moreover, ownership
concentration can be avoided if a careful amd conscious policy of widespread
ownership poiicy, imvolving incentives and financial assistance, is
implemented, even at the cost of potential revenue to the Goverrment. Perhaps
the greatest lesson to be drawn frum Chile’s case is that privatization should
follow stabilization and liberalization, if bankruptcy and reprivatization are
to be avoided.

D. MNexico 24/

106. Mexico has pursued a large-scale privatization programme since 1983 after
a long period of economic development policy built on State ownership of key
industries embracing the view that the State alone can defend national
resources and the well-being of its people against the exploitation of

outsiders and entreprencurs.

24/ This section is based on the following works: "Privatization in
latin America", latin Finance, Supplement, March 1991; José Angel Gurria,
"what Eastern Burope can Learn from Mexico", International Economy,

May/June 1991; Guillermo Barves, lessons from Bank Privatization in Mexico,
Washington, D.C.: World Bank 1992; Juan Ricardo Pérrez Escamilia Costas, La
Privatizacion en México, 1982-)988, Instituto Tecnoldgico Autdnoma de Méxioo,
1988; and Ben Ross Schneider, "Party for Sale: Privatization and State
Strength in Brazil and Mexico”, Jourmal of Interamerican Studies and World
Affairs, Winter 1986-89.

-




-

r—

77

prc

4

- 35 -

107. The year 1970 saw the substantial increase in the State’s role in the
econamy: hundreds of new State firms were created, spending rose, regulation
became extensive, and land was expropriated. The oil discoveries in the late
seventies appeared to promise a solution to the country’s problems, but the
prospect of sudden wealth further precipitated them. Growth surged, but so
did debt and the parastatal sector which includes not anly the business
enterprises ut also trusts, decentralized entities and specific committees
and commissions. 25/ The mismanagement of the econamy resulted in
hyperinflation, loss of confidence in the country, and a critical
deterioration in standards of living. The economic crisis of 1981-82
precipitated the nationalization of the banking sector in 1982. That year saw
the simltaneous crises in oil, debt, inflation, growth, and Govermment
relations with the private sector. As confidence plunged, private funds fled
the country.

108. Privatization was not central to the econamic plan of the administration
in office, yet a modest programme was adopted in 1983 and expanded in 1985.
The programme began slowly, but turned into a vast, top-priority project in
1987-1988. Only 23 firms were divested in 1983-84, but by mid-1988 765 were
slated for privatization; in 1989 and 1990 a total of 353 entities were
privatized or authorized for privatization; only 225 enterprises out of the
1,155 existing in 1982 were in public ownership by 1990; and by 1992 all the
nationalized banks were sold to the private sector.

109. The term privatization, as it applies in Mexico, has a wider commotation
than is usually wderstood. It is referred to as disincorporation
(desincorporacién) and includes not only the sale of companies, commissions,
trusts, etc., but also their liquidation, extinction, merger and transfer to
State and local Goverrments.

110. The abjectives of the privatization programme were:

(a) To raise economic efficiency and productivity by responding better
to market forces and raising the quality of the services:

(b) To reorient the State’s priorities towards urgent soc:al services
rather than using scarce resources in competition with private
investment;

(c) To prevent the bleeding of the public coffers by reducing subsidies
and eliminating enterprises that are not going concerns;

(d) To maximize Goverrment’s revenues by selling the right firms at the
right time to the right buyer. (The gain of administrative
expertise from the sale of smaller concerns at the initial stage
enabled the sale of larger concermns at a higher price at a later

stage. )

25/ Zetween 1977 and 1980, 90 per cent of the public financial deficit
oxsisted of the deficit of the parastatals. In 1989 subsidies to these
entities representad almost 9 per cent of GNP, and parastatal debt reached
80 per cent of the public debt.
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111. The basic method of sale has not been open public offerings in the stock
market, since capital markets were not sufficiently developed to channel the
sale of shares efficiently. Rather companies have been sold via closed bids
where the Federal Government has the ultimate authority to decide. The
quidelines of disincorporation are defined by the Privatization Cammission
that corsists of representatives of several ministries. The Government sector
that wishes to divest of an entity submits a proposal to the Secretary of
Programning and Budgeting. The decision of the Secretary is sulmitted to the
First Executive. Upon approval of the Presidential decree by the
Intersectoral Commission of Financing and Spending, the Unit of
Disincorporation of Parastatal Entities, which is attached to the Ministry of
Finance, appoints a bank to perform the valuation of the entity and solicits
the public to sulmit bids. The banks prepare the prospectus, the
technical-financial valuation to determine the minimm reference price, bring
administrators together with potential buyers, and sutmit the bids for
Government’s consideration. The Privatization Commission approves the sale
upon recammerdation by the Unit attached to the Ministry of Finance.

112. To oversee the process of the sale of the banks = Bank Privatization
Comittee was formed by Presidential decree. Its functions were to establish
criteria and general policies for the process and formulate the specific
strategy for the sale of each bank. The Camittee consisted of Government
officials from all areas related to financial activity. The bank
privatization process consisted of qualifying and selecting the bidders,
preparing the sale prospectis, and announcing the auction and its rules. Only
Mexican citizers, the Federal Goserrment, Mexican development banks, and the
Bank Fund for Savings Protection were allowed to invest in "A"™ stocks. Other
Mexican entities ani financial institutions not controlled by foreign
intzrests were allowed to invest in "B" shares. Foreign non-public
institaitions could invest in "C" shares up to 30 per cent of the bank’s
capital. The auction oconsisted of closed bids. The Bank Privatization
Comrittee reviewed the bids and selected the wimner based on the highest price
offered, prmvided that this price was higher than the previously determined
valuation. The final sale was decided by the Financing and Spending
Comrission of the Federal Goverrment.

1i3. On the whole, Mexico has succeeded in privatizing mmerous public sector
entities. By the numbers, it is a world leader. The Government has ended up
in vacating totally the industries of telecommmications, autamobiles,
pharmaceuticals, soft drinks, textiles, homes appliahces, paper, china,
aviation, cement and construction materials. Privatization has been partial
in steel, sugar, and metallurgical products. The most significant sale has
been that of Teléfonos de México (TEIMEX). Labour has had a very flexible
attitude in this sale in that all workers voted in favour of privatization in
return for job preservation. However, labour has not always succeeded in this
endeavour. In two cases at least, the Govermment has successfully used
privatization to resolve intractable labour disputes by declaring loss making
companies bankiupt and subject to liquidation; this automatically canceled the
existing labhour contracts. The Mexican experience also shaws, as in the case
of Chile, that a viable and efficient private sector can lead the way to
development if privatization follows stabilizarion and liberalization.

_— . e .
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E. Honduras 26/

114. Like most countries in latin America, the reigning economic policy in
Honduras in the sixties and the seventies was one of the State assuming the
responsibility of development through its own enterprises. This was combined
with a policy of import substitution which protected the damestic producticn
by public and private companies through exorbitant tariffs and subsidies at
the cost of the consumer who paid high prices for low quality domestic goods.
The Central American Common Market merely intensified these conditions.
OONADI (Corporacion Nacional de Desarrollo Industriai) came to embrace a
variety of industrial and commercial emterprises that included a gamit of
activities from hotels to steel mills, from laboratories to shipyards, from
furniture and dairy products to sugar mills. Only a few of these enterprises

- were profitable, while the vast majority were loss makers. OONADI, together
with other State sponsored institutions in finance, trade, and agriculture,

- became insolvent. Substantial disbursements had to be made merely to keep it

afloat. Actioa had to be taken.

115. The objectives of privatization were, consequently, to:

(a) Save fiscal support furnds by minimizing the drain on fiscal
resources the State-owned enterprises were giving rise to;

(b} Reduce, if not stop, an ever increasing fiscal deficit; and

{c) Reduce foreign carrency cbligations (about 40 per cent of the debt
was attributable to CONADI).

? - 116. The legislation that enabled the privatization process was enacted in
\\‘ 1985. This set the stage to develop a comprehensive privatization progremme
which subsequently led to technical assistance by USAID/Honduras to plan its
implementation, since there was a dire need for qualified staff at all lewels
\ of the process. Many seminars and conferences were held to explain the
benefits expected from privatization in an effort to overcome the opposition
of special interest groups.

117. The basic rathod of privatization is the sale of the enterprises. This
is to be done through a closed bid auction open to the public; should there be
no bidders, then direct negotiation is resorted to.

| 118. The organizational framework of the process consists of a Privatization
Comission, a Valuation Commission, and a Technicai Working Group. The
Privatization Commission is formed by two reprecentatives each from the
private sector, public sector, and labour. Its function ir to oversee the

26/ This section draws from the World Bank op. cit., Latin Firense,
op, cit., and F M. Andlc, "The case for pr1vat12at1m- some methodological
issues", Privat & ] >
J.N. Goodnch eds Quormn Books (New York, 1990)
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process. The Valuation Commission is a fiscal commission comprised of
representatives of the Ministry of Finance, the Central Bank, the private
saector, and the Accountant General’s Office. The valuation reports of each
State-owned enterprise are first reviewed by the respective board and
subsequently appraised by the Valuation Commission to determine the selling
price. The Technical Working Group has the task of assuring that the
enterprise is free of any liabilities and cleared of any legal and financial
obstacles. It appraises and evaluates the assets, recommends a divestiture
strategy, and the appropriate sale price. Its report forms the Transfer Plan
which is submitted to the management of the enterprise to be privatized for
its approval. It then is reviewed and approved by the Valuation Commission.
The tinal authorization to divest, to set the strategy and the sale price
rests with the Board of Directors of the Enterprise. The decision is then
made public.

119. Aithough the magnitudes involved may be small by international standards,
the results of the process have been significant for Honduras. Foreign debt
was reduced, new investments were generated, and new permanent jobs were
created, and this considering that the country lacks an enviromment for
privatization and a capital market through which to execute the transactions.
Twelve enterprises were privatized from 1985 till the end 1990. Since the
process began with the privatization of relatively easier cases, it is quite
likely that the subsequent results will be slower in following, because the
remaining cases are more camplex and involve difficult legal and financial
issues.

F. Malaysia 27/

120. Malaysia’s efforts to privatize derive directly fram the dismal
performance of its SOEs which proliferated after the adoption of the New
Economic Policy in the early seventies. The disappointing results and huge
losses led to the reassessment of the role of the SOEs in the economy in the
early eighties. Some were shut down. New capital was to be injected into the
remainder to meet their equity needs, cut down their debt/equity ratio, and
reduce State ownership.

122. The overall objectives of privatization were stated to be:

(a) To relieve the financial and administrative burden of the Government
and reduce the size of the public sector;

() To promote competition, improve efficiency, and increase the
productivity of the SOEs;

(c) To stimulate private entrepreneurship and investment and thereby
accelerate the growth rate of the economy;

(d) To comply with the obiectives of the NEP in increasing the
entrepreneurship of etymic Malays (Bumiputera).

27/ This section is based on The World Bank, op. cit..




et U3

- 39 -

122. Basically, four methods have been utilized: sale of shares and issue of
new equity; contracting out; leasing; and sale of assets. A cambination of
outright sale, leasing, and contracting out has also been used. However,
Malaysia ha- incorporated variations into these methods to accommodate issues
arising from the ethnic camposition of its population and from its concern
with the employment consequences of privatization. These are spelled out in
+the Govermment’s "Guidelines of Privatization". The worker protection clauses
prevent their displacement and call for their absorption into private firms
under terms no less favorable than those they enjoyed while working in the
public enterprise. The ownership restructuring clauses distribute the shares
among Bumiputera (30 per cent), other Malaysians (40 per cent), and foreign
interests (30 per cent).

123. When shares wore offered to the public, these were initially limited to
Malaysian citizens with special quotas for goverrment-approved Bumiputera
institutions and for employees, purchase limits per shareholders, and special
shares for the Government. In one case this gave the Govermment the right to
a voice in general meetings and to appoint a certain mumber of the campany
directors, as well as chairmen and managing directors. Subsequently, recourse
was allowed to offerings to international investment institutions; or, foreign
investors were allowed to acquire shares in the secondary market after the
campanies were listed on the Kuala Lumpur stock exchange. In a third case, a
State-owned nataral mornopoly was substituted by a private one with the newly
formed private company initially acquiring 51 per cent ownership and the State
possessing 49 per cent; immovable assets and land and building were leased
fram the State; and a management contract was agreed upon. Subsequently,
shares were offered to the public with a special quota for employees.

124. The organization in charge of privatization is the Privatization
Comittee which has the responsibility to plan, monitor, co-ordinate, and
evaluate the programme. There is also a Privatization Secretariat under the
Director of the Privatization Task Force. The Secretariat sets up technical
cammittees that conduct privatization studies and prepare and analyze
reports. These are appraised by the Privatization Coomittee. The final
approval rests with the Cabinet.

125. The result has been, especially at the initial stage, a slow process
towards privatization despite the Goverrment’s political commitment to that
end. This slow process has stemmed from various causes. One factor was the
existing weaknesses in the organizational arrangements, which, although
seemingly structured and systematic, have yet to function effectively.
Secondly, despite the Govermment’s commitment, there has been no total
divestiture; the State has retained in all cases a substantial share in the
companies, and, particularly in one (airline), it has maintained the deciding
vote in major decisions. Thus, the divested enterprise, in this particular
case, has been unable to restructire itself. It may have become less
dependent on the Goverrment for its financial needs, but it has not been able
to cast off the political interference in its operations. Thirdly, personnel
policy principles that guarantee the impossibility of restructuring the labour
force of the enterprise have closed the door on any steps in that area to
assure, if not increase, the efficiency of the operations. This is a major
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constraint on the privatization programme. An added dimension is the
preoccupation with ethnic balance in the husiness sector. Divestiture as an
instrument of ownership restructuring is a very noble abjective. Yet the
means through which Bumiputera participation in economic activity is to be
achieved was conceived as purchases of company stock through public sector
foundations. The unintended result has been an increase in State
participation in the econamy rather than a cutback, and a decline in the share
ownership of foreign capital, which the Govermment is attempting to restore.
In addition, despite the objective of promoting competition, as specified in
the Guidelines, Goverrment interference in decision making of the divested
enterprise has actually implied no significant change in operations and no
increase in campetition. Finally, it makes little sense to substitute a
private monopoly for a public monopoly, unless the legal framework is changed
and a regulatory framework is provided for the new company’s operations. This
has not been taken inmto account in earlier attempts, but has been set up for
at least a later one which involved the privatization of telecommmications.

G. Czechoslovakia 28/

126. It is futile to enter into the objectives of privatization in a
pre—centrally planned economy when it is undergoing an almost 360 degree
transformation into a market oriented one. The economy will have to change
from one where almost everything was owned by the State at one dominated by
private ownership. Privatization as such is the fundamental element of this
reform. It is ideology par excellence. What is interesting, therefore, is to
examine how the trarnsformation process is visualized and being implemented
when the institutions conducive to a smooth passage to a western style
democracy with private ownership and a market oriented economy have been
absent for decades and are now being built from scratch. Czechoslovakia has
responded to this challenge by introducing wide ranging economic reform
proposals which contain anti-inflationary economic stabilization policies,
liberalization of a wide range of domestic and import prices and of current
account transactions, encouragement of private foreign direct investment,
making the SOEs financially responsible and their managers accountable for the
results, and protecting those that stand to lose from the entire adjustment
process. 29/

28/ This section is based on Milan Jurceka "Public finance in the
process of the transformation of the Czechoslovak economy", prepared for the
47th Congress of the International Institute of Public Finance, 1991; David
Manasian, "Don’t give up now: a survey of business in Eastern Europe®, The
Eoonomist (21 September 1991); Dusan Tréska (Project Director of the Voucher
Privatization, Fed. Min. of Finance, Prague), "Why and how to privatize in
post—oamumst oourxtnS' the case of (‘_.ed\oslovakla", no date; UNIDO

C : 3 = eneration, Vienna, 1992; and
Martm Kupka "'I‘ransfomatlon of Ownersmp in Czed\oslovakla" Soviet Studies,
Vol. 44, No 2, 1992,

29/ These are embodied in the "Economic Reform Scenario" adopted in
October 1990.
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127. Prodded by this need to confront the econamic objectives of price
stability and growth while accamplishing a democratic organization for its
society, Czechoslovakia has adopted a combination of methods in its approach
to the task of privatization. On the other hand it resorts to the direct sale
of public enterprises to interested buyers, including foreigners, through
public auctions; on the other hand by novel means it tries to assure that at
least part of the ownership will remain, at least initially, with the people.
This part of the programme aims to make stockholders out of citizens and
inject into them a sense cf involvement. in the country’s affairs. It carries
no pecuniary benefit to the Govermment.

128. Many small enterprises (hotels, restaurants, shops, workshops, and small
manufacturing units of local importance) have already been sold directly at
auction to private investors in 1991. It is now the turn of big companies,
whose numbers, by one estimate, exceed 4,000. The guidelines to their
privatization are laid down in the Transformation Law of 26 Felwuary 1991,
which entered into effect on 1 July 199i. The law defines three methods:

(a) Standard sale: the direct sale of the enterprise or its assets to
domestic or foreign investors;

(b) Sale by investment vouchers;
{c) Joint ventures.

129. A privatization project has to be prepared for each enterprise. This is
entrusted to the enterprise itself upon its designation by the ministry to
which it is attached. The relevant information on the financial status of the
enterprise and of its value is campiled into a prospectus which is made
available to investors. Upon authorization by the Ministry of Privatization
to implement the procedure, the enterprise is transferred from the ministry to
which it was attached to the National Property Fund who then undertakes the
sale.

130. About half of the roughly 2,000 enterprises to be privatized in the first
of the two "waves" in early 1992 will be sold by investment vouchers. This
requires first vhe incorporation of the enterprise so that the assets can be
held in shares. Not eligible for privatization via vouchers are enterprises,
specifically excluded in special lists, that are stated to be of public
interest. These are the utilities and providers of vital public services,
such as the majority of hospitals. Moreover, only part of the enterprise may
be sold via vouchers, if property restitution comes into play or if the State
decides to sell part of it for cash. Usually restitution has priority.

131. The vouchers are contained in a coupon book that contains an acoount of
1,000 points. The book can be purchased for 1,000 crowns (non-refundable), or
rcughly US$ 20, to cover the cost of the operation. All individuals will
begin with the same rumber of vouchers. The points are for use in the
purchase of the shares of the companies of investors’ choosing when
information on voucher privatization and the specifiz plans are made public.
The vouchers are rot traded, but the shares will be as soon as they are
received. (A stock market is expected to function 'y mid 1992.)
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132. The individuals can apply for any number of shares in any enterprise to
be privatized. The price of each share and the number of shares each
prospective buyer will aoquire is expressed in points. If in the first round
the sale via vouchers is undersubscribed, the price remains s is. If the
sale is oversubscribed, the orders are canceled while the investor
registration of points remains effective for the subsequent rounds. The price
is readjusted in several subsequent rounds until the correct price is found
for the points initially registered and all shares are dispensed. In other
words, the ™value" of the enterprise is determined in points by the private
investors’ demand for the shares of the enterprises.

133. Individuals can aoquire shares also indirectly through Govermment

approved investment privatization funds which are corporations whose assets
oconsist of shares purchased with investment vouchers. The individual would
deposit his points with the Fund and his share would be the proportion his

134. One advantage of the scheme is that it is relatively simple to administer
and fast. Given that traditional sales methods can take an extremely long
time, privatization may never get cff the ground. The expectation is that
managers and workers will bid for the shares of their own firm and that their
management will give it at least a chance to function efficiently amd
ocontribute to the recovery of the economy, samething that leaving the firms in
State hands has not accomplished. A second advantage is that it is a fair
method of asset disposal and share ownership pramotion. Each member of the
society will be owning as much of the company after privatization as he/she
did before under public ownership. The only difference is that there is the
freedom to vary one’s share of the company. Also, there is no need to worry
about asset valuation, pricing, uderwriting. Price initially is expressed as
investment points; and the market will determine the price of the share when
trading begins. The disadvantage is that the scheme does not raise reverue;
nor does it introduce new capital or expertise into the econony.

135. It will be interesting to abserve the outcome of the venture.

Certainly, the performance of the Czechoslovak economy after the scheme is
carried through will be a test case to study and derive lessons from.
Preliminary indicators for 1992 suggest that the decline in GDP will be halted
towards the end of the year and there will be a modest uptarn in its growth
thereafter. The country has enjoyed, at least partly due to privatization, a
not negligible inflow of foreign investment (UsS$1.7 billion by

September 1992). The problems, however, are far from being over. The split
of the country into two separate republics is bound to have adverse
repercussions which may be more serious in Slovakia.
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H. Foland 30/

136. Privatization efforts were initiated in Polard in 1989. The first
version of the privatization law presented to the Parliament in Autumn 1989
had a general approach that resembled the British model. It envisaged the
transformation of all SOEs imto joint stock companies with all shares owned
first by the Treasury followed by the public sale of shares with a
pre-determined mmber being rese.ved for the workers.

137. This initial approach was revised subsequently due partly to worker
pressure and partly to the lack of damestic capital and valuation problems.
In July 1990 the Polish Parliament enacted a new privatization law that
provided a general and very flexible framework allowing for different methods
of privatization and different forms of ownership. These were: the free
distriluation through vouchers, the sale of shares, individual and commmal
property, and employee ownership. the process was to be overseen by the
specially set up Ministry of Ownership Transformation (MOT). In addition, a
stock exchange and a securities commission were to be established to
facilitate the transition from the command to the market economy and establish
the necessary foundations for a well-functioning private sector.

138. Early in 1991 the Goverrment made public its programme (Program
Prywatyzacji) containing two hasic tenets: Privatization of half of the
present State-owned sector within three years, and achieving the same
ownership structure as in Western Furope within five years. This resolute
stand stems, at least partly, from the fact that until the end of 1990 the
procedure was based on voluntary application. As a result, only a small
fraction of the Polish economy was privatized ard neither was the MOT fully
functioning nor had the State-owned enterprises (SOEs) taken firm decisions
about entering a particular privatization track.

139. The privatization process in Poland can be grouped under two headings:
privatization of the SOEs, and privatization of small enterprises. The first
turned out to be a most complicated process. There were same 8,000 SOEs, 500
of which were very large enterprises each often employing 10,000 workars or
more. The original approach was to offer shares to the general public on the

3_/ 'I!us sectlon 1s based on the followmg works: Jeffrey D. Sachs,
: ‘ , Belsinki,

wOrld Instltute for Develo;mmt E‘oommc Rseamh Sept 1991; I Grosfeld and
P. Hare, Privatization in Hungary, Poland and Czechoslovakia, London: London
School of Economics, 1991; Jerzy Gajdka, Privatization in Poland, College
Park, MD: CIBER, Univ. of Maryland, 1992; and Marek Kozak, "Country Paper:
Poland", Paper presented in the Seminar on Industrial Restructuring within the
Context of Macroeconomic Stabilization and Property Rights Reform in Eastern
European Countries and the Russian Federation, Vienna, 20~30 October, 1992.
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open market. This, however, was fraught with the danger that the commmnist
"namenclature”, whose living standard was relatively higher, could acquire the
majority of the SOEs in the free market. Also, there was an acute shortage of
private capital in the country. Moreover, even if the "nomenclature™ could
have been barred fram acquiring the majority of the shares, the process could
last several decades. The process was also quickly marred by valuation
problems which proved to be insuperable. Hence, the method of allocating free
vouchers exchangeable for the shares of the enterprises found many supporters.

140. The result was a compramise. CQurrently the privatization of the SOEs
occurs by offering third parties shares in a company that evolves from the
transformation of a SOE (owned by the State Treasury). This is called capital
privatization and consists of two stages. First, the SOE is transformed into
a company still owned by the State (the process is called commercialization);
second, the shares are offered to third parties. In turn, the shares owned by
the State Treasury are sold to private buyers in either an auction, or through
public offerings, or through invited negotiations.

141. Vouchers are to be distributed free of charge in equal amoumts to all
Polish citizens resident in the country. They can be used to acquire shares
issued as a result of commercialization. They can also be used to acguire
title to participation in "mitual investment funds" which have at their
disposal shares resultine from commercialization. The vouchers can also be
used to acquire enterprises or integrated parts of the assets of SOEs.

142. Small emterprises, such as shops, restaurants, apartments etc., were
first transferred to local authorities that became responsible for their
privatization. The transfer of property rights to private hands was rapidly
initiated and yielded remarkable results. Small-scale enterprises

mushroomed. While in 1988 there were same 650,000 unincorporated enterprises
in Poland, their mmber is estimated to have jumped to 1,400,000 at the end of
1991.

143. Privatization opened Poland to foreign investment that can now
participate in privatization in a mumber of ways. Foreigners can purchase
shares from the State Treasury by means of joint ventures with Polish
partners, or can establish a wholly owned company. No permission is needed
from the Goverrment in establishing a joint venture (unless activities are in
a restricted area), and profits earned from investments in Poland can be
repatriated without restrictions. At the end of 1991, some 2,000 private
companies were operative in Poland, 75 per cent of which were joint ventures.

144. Poland’s approach to privatization, sometimes called the "big bang"
approach, is yet to be fully appreciated. It is certainly moving ahead much
faster than in Hungary or Czechoslovakia. The Government still maintains its
goal of privatizing 50 per cent of the State-owned sector by the end of 1993.
The mass privatization project is far from over as yet, and the major portion
of GDP is still produced by the public sector. However, some preliminary data
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are worth considering. The private sector’s share in industrial output almost
tripled from 8.9 per cent in 1989 to 22.5 per cent in 1991. The share of
construction rose from 29 per cent to 43.9 per cent and retail trade from 4.8
to 70 per cent during the same period. 31/

145. It would be naive to conclude, however, that privatization, as successful
as it appears, will be without problems. The economy is still at the
transition stage, and a variety of solutions are still needed within the
Polish socio-econamic framework. 32/

I. Eastern Geymeny 33/

146. The demise of the German Democratic Republic in 1990 and its unification
with the Federal Republic of Germany extended overnight all Federal market and

political institutions to this ex-centrally plamed econcmy. All Federal |
legislation became effective immediately, and reform of the monetary system ) |
unified the two currencies. The privatization of the entire econamy began. |

147. The process is carried out by Treuhand, the State agency that was set up
during the last administration preceding the unification. It is the legal
owner of most of the previously State-owned properties. Its function is to
privatize and reorganize these properties by means of sales in the market.
The agency keeps a large catalogue, also available on computer disc, of firms
that are being offered. Public utilities are excluded; they have been handed
over to the mmicipalities. Most of the forests have also been retwrned to
local comwnities, though the agency still holds privatizable land.

148. The sales of the companies to be privatized are not made via formal
bidding procedures; rather they rely on the offers made by potential 1
purchasers. The highest bidder does not always walk away with the prize; ﬁ

f

rather the Treuhand seeks the best overall package for the firm concerned,
including investment pledges and job guarantees. The enterprises are sold as
a whole after they are divided into competitively sized sellable units; they
are not restructured into corporations whose shares become tradeable in the
stock market. The number of firms involved is simply too large for their '
reorganization prior to their privatization. The restructuring process is

left to the private purchaser. 1

3l/ See J. Gajdka, op. cit., p. 16. 1
32/ For the elucidation of such solutions see Marek Kozak, op. ¢it.. .

33/ This section draws basically from Hans Werner Sinn, "Privatization
in East Germany", paper prepared for the 47th Congress of the Intermational
Institute of Public Finance (1991); OBCD, OECD Economic Surveys, Germany,
Paris (1991); and "Privatizing East Germany", The Economist
(14 September 1991).
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149. Apart from selling a iarge number of small businesses (shops, mowvie
houses, restawrants, etc.) mostly to easter Germans, the process has been
rather slaw for very many reasons. For one, about 30 per cent of the ascets
has to be retwuned to their mevious owners. 34/ This is an enormous ardi time
consuming task, given the difficulty of establishing unambiguously to whom the
properties ;elong, since in many cases land registration is absent, and
preperties were reorganized frequently in previous years and may have had
different cwners at different times. The possibility that potentiai owmers
oould stop all legal transactions has increased the risk to potential
investors in addition to reducing their incentive to undertake any effort. It
has also mede the hanks wwilling to accept the properties as oollateral for
credit. 35/

150. Secondly, the policy to sell entire companies, as mentioned above, limits
the mmber of potential purchasers and slows dowa. the privatization process.
This mumber is further restricted by the fact that the assets oouid not be
used as oollateral because of the difficulties in confirming the legal
property rights, and because of th: lack of equity in the hards of eastern
Germans that would have qualified them for lcans.

151. Thirdly, the size of the privatization itself carries dramatic
macroeconamic implications which deter the implementation of the process. The
receipts fron the sale of existing assets compete with the new private
investment and ordinary govermment budget deficit for domestic private savings
ard capital imports and lead to an increase in the interest rate and a decline
in the capital value of the assets to be privatized. This gives the Treuhand
a strong incentive to slow down the process.

152. Finally, it should be emphasized that the privatization process is not
being implemented in a vacuum, but similtaneously with the provisions of the
German unification policy. One component of the latter was the currency
conversion at par which has led to a dramatic increase in wages. The
introduction of the West German collective bargaining system has also led to a
high technology, high wage policy which has been used to compensate for the
differences in the two regions of the unified coutry. Both factors have
contriluted to a dramatic increase in wage costs to levels far above the
opportunity cost of labour and a severe reduction in the market value of the
assets to be privatized which may have discouraged their sale by the
Treuhand. It is quite likely, however, that had they keen sold, the new
owners would have restructured the production process and turned them into
profitable enterprises.

34/ See D. Cornelsen, "Privatization: The example of East Germany",
unpublished manuscript, Deutsches Institut fir Wirtschaftsforschung (Berlin,
1991).

35/ The "Obstacle Removal Law" of March 1991 goes some ways into
improving the situation in that it favours the investor over the previous
owner and protects him from future compensation claims by the latter. See
Simm, op. cit., p. 6.
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153. Thus, if privatization has not ied to expected resuits within the
foreseen horizon, has caused production costs and the unemployment rate to
soar, and did not yield the expected revene fram the sales, the blame to a
large extent lies with the elements of the unification policy, and their
impact on the economy. Obviously in Eastern Germany’s case additional
measures are needed for wholesale privatization to succeed within the
particulars of the country. 36/

J. Bmgary 31/

154. Hungary already has experimented with market type policies and management
since 1968, thus its situation is not without peculiarities. Qurently,
measures have been taken to restore financial efuililrium and enhance econmmic
campetitiveness. Reforms of financial institutions were introduced relatively
early. A two-tier barking system was set up in 1987 which sibsequently
developed into a full fledged banking system. Corporate borxis were issued in
1983 and several new investment funds were set up by mid eigitties to provide
capital to newly created small and medium size enterprises. The 1989 Company
Act opened the way for the issue and trade of shares whicn almost immediately
established an equity market. With the enactment in 1990 of the Securities
Law the Budapest Stock BExchange reopened formaliy. Prices, imports and
foreign exchange have bequn to be liberalized. Qurrently, there is a broad
consensus among the parties that economic recovery will not materialize unless
privatization takes place.

155. The final objective of privatization is to create a market economy and
strengthen the institutional framework of political democracy. There is a
broad consensus that economic growth will not materialize unless a highly
efficient and flexible enterprise sector is created. This will be conducive
to open up export market-., ease the debt problem, speed up structural
adjustment, and reduce the role of the Goverrment in the economy. Yet a
comprehensive reprivatization is not being considered. State property will
not be freely distributed nor will the 1947 land tenure system be restored.
It is argued that such distributions cannot muster together the new
technology, know-how and management necessary for the efficient operation of
the enterprises. Instead there is to be a limited amount of State divestiture
by converting Goverrment securities inmto private equity and the economy is to
be opened up to new ventures. Thus, there is no specific privatization
strategy, nor is a time frame specified.

36/ For a recent analysis in this respect see George Akerlof, Andrew
Rose, Janet Yellen and Helga Hessenius, "East Germany in from the Cold",

Brookings Papers on Economic Activity (January 1991).

37/ This section draws from L. Bolmas "Privatization in Hungary", paper
presented at the Conference on Privatization in Eastern Burope,
7-8 November 1990, Ljubljana; Konstantine Gatsios, Privatization in Hungary:
Past, Present and Future, London, Center for Economic Policy Research, 1992
(Discussion Paper No 642); and Yudith Kiss, "Privatization in Hungary - Two
Years later", Soviet Studies, Vol. 44, No. 6, 1992.
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- 156. The organization in charge of privatization is the State Property Agency
(SFA) which has taken over the richts of the State exercised previously by the
sectoral ministries. When the SPA assumes direct ownership control of a SOE,
it initiates, governs ard assists all phases of privatization. Hhowever, most
of the privatization is spontaneous, initiated by the SOEs themselves. It is
believed that the enterprises should rely an their own initiative to transform
and develop. Moreover, SPA is a tninly staffed agency who is not equipped to
handle the work of a vast mumber of cases. It does not have a leading rcle in
corporate restructuring, rather provides quidance, control and some
assistance. But it does have the mandate to reclassify these self-managed
SOEs if they fail to take into account the interest of the State. It should
be added that in all cases of spontaneous privatization the role of outsiders
to make a bid for the enterprises is not denied.

157. The SPA is aided by advisers who act on behalf of SPA and orchestrate the
- whole process of privatization. Most companies are privatized by a
combination of private placemant and public offering, with their securities
everrtually listed in the stock exchange and with part of the shares reserved
for foreign investors. The aim here is to gain access to new capital and
expand activities; the generation of revenue for the State is not an immediate
goal. Those companies that are not prof:table but that can be revitalized by
cutback in output, labour force and by a comprehensive restructuring will be
infused new capital especially from foreign investors in the form of joint
ventures.

158. The privatization in retail trade and services reverses the trend of the
early sixties when small and medium size enterprises were hureaucratically
centralized into huge inefficient holding companies. This involves the sale
of physical assets in open competitive auctions among potential buyers. It is
assisted by a privatization credit facility offered by the banks. This credit
covers 75 per cent of the total value of the assets acquired amd has a
Ry flexible interest rate equal to 75 per cent of central bank prime lending
' rate. Once the sale receipts are in the hands of the SPA the bank loans
qualify for refinancing by the central bank. SPA has a semi-independent
programme office that assists small scale privatization; this office
h collaborates with local govermments in processing the numerous individual
applications for assets and loans.

159. It is still rather early to assess the results of the privatization
process. There us a consensus that by April 1992 about 10 per cent of the
national assets had been privatized, with the main change in property
structure being enterprise transformations and the creation of new companies.
The effect of privatization on the economy as a whole has been rather varied.
There is a definite positive impact on exports. Hungary has succeeded in
shifting its exports from the former Soviet Union countries to the European
Commumnity. Both foreign and domestic private firms appear to have played an
important role in this development. Hungary, like Czechoslovakia, also has
benefitted from considerable foreign investment (US$ 1.1 billion by
September 1992). Nevertheless, Government’s approach to privatization
continues to be ambivalent.
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K. Togo 38/

160. Togo was ane of the first African States to implement privatization. The
objective was the management of the burdensame and inefficient public sector.
The major expansion of SOEs starting in 1975 was not a satisfactory
development for the Togolese econamy, since most incurred excessive costs and
operzted with large losses that were a heavy drain on the national baxiget.
They also led to increases in the domestic and fareign a=bt service.
Privatization #as embraced as a means to reduce the financial burden on the
State.

161. Three main methods have been utilized. One was the sale of assets
following the liquidation of enterprises. The second was the lease of
industrial facilities to the private sector with the SOE retaining ownership.
And the third was the generation of new private investment with SOES opening
their share capital to private investors and the Govermment maintaining
minority shareholding. The prerequisite of this last modality was either the
settlement by the State of the enterprises’ debt or its conversion to equity.
New shares were then issued to qualified investors. Foreign investment wes
welocome.

162. The organization in charge of privatization is the Ministry of State
Enterprises who formulate quidelines, classify the SOEs according to whether
they are to be retained, liquidated or privatized/restructured, and gather and
disseminate information to be distributed to local and foreign banks, chambers
of industry and commerce, foreign trade offices and embassies, verify the
elenents specified with 1espect to investor qualifications, and consider the
proposals.

163. The results have been rather slow in realization and successful only to a
mixed extend. Durirng the first four years since the decision to privatize,
only eleven SOEs have beer privatized by one method or another. Although
there has not been an evaluation of the economic efficiency of the
privatization process, it appears that the enterprises sold will be operating
efficiently and increasing production both for the domestic and the export
market at a campetitive edge. The lease arrangement has led both to loss of
direct employment and in one case to monopoly with prices unchanged, the
practice thus benefiting the company financially. The Goverrment may not have
taken the time to establish a policy and regulatory framework within which the
privatization programme could be implemented and may have followed a pragmatic
approach of implementing a rapid lease arrangement beneficial to the private
company as a means of giving momentum to the privatization process.

38/ This section draws from World Bank, op. cit., Vol. II.
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V. HOONOMIC IKPACT OF PRIVATTZATION
A. Introduction

164. As stated in earlier sections, privatization is basically a political
decisicn. Once it is made, a series of legal ard financial actions ensue
naturally from this political decision. HNonetheless, the question must be
raised, free from political and legal considerations and ideological stands,
whether or not privatization is justifiable on purely cost/bemnefit grounds.
Granted, eificiency is a purely econcmic argumerntt; but the issue here is the
development of a technique which would allow a cost/benefit analysis where the
econamic and social berefits and costs of privatization can be measured with
same degree of reliability.

165. Evaluation procedures and cost/benefit analyses to agwa.se a project
fram the viewpoint of a set of objectives and to arrive at a single social
internal rate of retwrm or a net present value are fairlv well-established in
econamic literature. 39/ These types of analyses, however, refer to a set of
circumstances which are samewhat different from those surrounding the
assessment of the impact of privatization.

166. Project evaluation at the initial stage would entail a process of ranking
a set of possible proiects fram the highest to in terms of net benefits. An
analysis for privatization, however, camnot possibly follow the same
estaplished methodological path, simply because the camparison will have to be
made on the basis of the current level of operation of the existing entity
versus the expected stream of economic magnitudes after the entity (or firm)
is privatized. There is a scarcity of a standard methodology developed for
this purpose. With same modifications, however, the traditional methodologies
of carouting the intermal rates of return, net present values, and
cost/benefit ratios can be successfully applied to the economic evaluation of
a privatization project. 40/

39/ Literature on cost/benefit analysis is very extensive and well known
among the professionals. Only two sources are mentioned here: UNIDO,
"Guidelines for project evaluation" (New York, 1972) and A. Ray, "Cost-benefit
analysis" World Bank (Washington, D.C., 1984).

40/ The cost/benefit methodology explained in the subsequent pages was
first developed by the author of this report for USAID and was applied to a
set of businesses to be privatized in Honduras. It was subsequently published
with some minor revisions. See Fuat Andic, "The case for privatization: some
methodological issues", Dennis J. Gayle and J.N. Goodrich eds, Privatization

and Deregulation in Global Perspective, Quorum Books (New York, 1990). This
section is based on and draws from this article.
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167. In purely economic terms, privatization gives rise to several possible
alterations in the functioning of the production unit. At the cne modest
extreme, it may consist of simply improving or replacing a mechine or a set of
machines that are still physically operational bt econamically dhsolete. As
a result, a bottleneck may be resolved, production increased, quility
improved, production costs decreased, and working conditions amelioruted. A
much more ambitious reform involves management changes and complete
restructuring of an existing unit, with the expectation cf higher profits
through a sizeable increase in production capacity and lower prodction costs
per unit of output.

168. Several overall benefits may be expected from the private sector’s
takeover of the operations of certain public enterprises. The privatization
of previously subsidized inefficient public production units benefits the
taxpayers, since subsidies are lowered, i.e. the net claim on the public
budget of non-financial State-owned enterprises is reduced. The reduction in
subsidies implies that public funds are "liberated® and can be used more
productively elsewhere in the econamy. This may generate additionai
exployment, reduce the current budget deficit, and vaise domestic savings as
well as purlic investment. The conversion of unprofitable State enterprises
into profitable private entities also expands the profit tax base and hence
raises tax collections. Thus, the current revenues of the Goverrment rise and
the deficit declines with possible employment and income generation in the
economy .

169. The increased wage bill and profits generate additional indirect
effects. If the increased wage bill stems from additional employment, the
directly generated jobs, through inter-industry linkages and multiplier
effects, lead to more jobs elsewhere in the econamy. Labour incame rises
further, consumption and savings increase, and direct tax revenue expands.
Similarly, the generation of profits in the econamy can be expected to
indirectly raise comsumption, savings, and public revenue.

170. The following criteria need to be considered in testing with some
accuracy the benefits and costs of privatization at the micro level:

1. o iterion of mrofitabilit

171. In evaluating privatizaticn, it must be determined whether net value
added after privatization is larger, or at least equal to, net value added
before privatization. Net value added is the value of output minus the value
of current material inputs and services purchased fram outside the enterprise
minus investment outlays (i.e. depreciation in a normal year). The criterion
is expressed as:
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P(NVA)p 1

P(NVA)g

where p = Present worth of the net value added expected to be generated
by the unit after privatization.
g = Present worth of the net value added expected if the unit is
not privatized.
NVA = net value (= wages + salaries (WS) + social surplus (SS})

If the result is greater than or equal to one, then the next criterion is to
be considered.

172. Wages and salaries are inputs from the point of view of the enterprise,
but are part of the national income from society’s point of view. The social
surplus consists of taxes to the treasury, net profits (dividends), interest
on borrowed capital, rent, undistributed profits, reserve funds, social
welfare funds of the enterprise, etc.

2. (Criterion of efficiency

173. The question here is: Does the economic intermal rate of return expected
from allocating resources to privatization equal or exceed the rate of return
which reflects the opportunity cost of capital to the econamy? This criterion
can be express’d as:

Accept if TRRgy, > TRR:

Econaomic (social) intermal rate of return to
privatization; and
Critical rate of return reflecting the opportunity cost of
capital to the country.

where IRRep

TR

174. It is also necessary to determine whether privatization will be
financially attractive to purchasers of the firms. To this end, an analysis
has to be made whether the financial returms to prospective buyers are high
enough from a private viewpoint.

175. In addition, post-privatization results need to be compared with
pre-privatization results by asking the following question: Does the expected
net value added gencrated via privatization exceed or at least equal the wages
to be paid to workers? This criterion is expressed as:

Bp = P(m)p > P(')p

where E, = Efficiency criterion; ard
P(W)p = Present value of expected wages after privatization.

n,
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176. Altematively, from the social surplus point of view, the same criterion
can be expressed as follows:

P(m) - P(W) 2 1
ﬁNVAFg - ﬂﬁsg

It states that the post-privatization social surplus should exceed the
pre-privatization social surplus.

177. A third alternative is to compare the pre- and post-privatization
internal rates of rehirn. The intermal rate of return is that discount rate
that reduces the present value of a net inocome stream to zero. The criterion

is expressed as:

where subscripts (g) and (p) refer to pre- and just-privatization,
respectively. The criterion states that the internal rate of return should be
larger following privatization than what it was prior to privatization. In
addition, the must exceed a minimum acceptable level which can be taken
to equal the interest paid on foreign loans.

178. Ep ana cannot possibly be calculated unless a series of assumptions
are made with respect to the units’ futuwre. Needless to mention, such
calculations are as good as their underlying assumptions which need to be made
as realistically as possible and verified against similar units that operate
privately.

179. Although the theory considers that shadow prices of inputs and outputs
reflect scarcities more appropriately and reveal social costs and benefits
more accurately, their application in countries where statistical data are
either non-existent or unreliable may cause insuwrmountable impracticalities.
It is, therefore, best to keep their use to a minimm and hase the evaluation
largely on actual prices, with some adjustments whenever recessary. Ideally,
however, the shadow prices of foreign exchange, labour, and interest rate must
be used and commercial profitability (IRR) should be contrasted with national
or social orofitability (SRR). While the calculation of the former uses
market prices, the latter’s computation should be Lased on shadow prices. 41/

—— e,

41/ This report refrains from discussing the calculation of shadow
prices. They have been extensively computed in the past and the formilae have
been developed. See e.g. UNIDO, op, c¢it., pp. 201 ff.
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180. The measurements discussed in Section V.B. are necessary but insufficient
for an assessment of the primordially important impact (mostly indirect
effects) of privatization on the econamy as a whole. Privatization’s impact
on gross product and employment, on the Govermment budget, on savings and
consumption, and finally on foreign exchange earnings must also be assessed
and quantified as much as possible. No doubt, these calculations too will be
as good as the assumptions underlying them. Hence a single mmerical value
should be less desirable than computing upper axd lower limits under
altemative assumptions. These would then provide the decision makers with
the parameters within vhich they may opt to operate. Below are the
operationally manageable methods of quantifying macroeconomic effects:

1. Effects on value added

(a) Direct value added
NVA, = O, — (MI + D),
NVAG = Qg — (MI + D)g

where NVA = net value added
O = output
MI = material inputs
D = depreciation
Then the direct change in aggregate value added is:

NVA, - NVAG =ANVAq
(b) Indirect value added
The indirect change in aggregate value added is

ANVA; = ANVAG.K
vhere k = the income multiplier of the sector within which the privatized

firm operates; amd (d) and (i) refer to the direct and indirect
effects on NVA.

(c) Total value added
Hence, the total change in net value added is expressed by:

AWA = Onag + Ay
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(d) Rate of arowth
Anp
where NDP = Aggregatenetdamticprodlx:tforthebaseyear.

2. Esployment effects

(a) Direct employment
The total direct employment effect can be expressed as follows:
ARy = (Bp - By) + Bx
where Ep = Privatized employment

= Non-privatized employment
E°d=mploynentinthecentmlccvenm1tresultingfm11bemted

(b) Indirect employment
Thedlargeinirdirectetploymartinﬂleprivatesecborisgivmbythe
following equation:
ARy = (Bp-E) - %
where M, = Employment multiplier of the sector in which the firm operates.
Ihemangeinirﬂirectatploynentarisirgfmndimctjobaeatiminthe
public sector is expressed as:
Ak = B - K
where Mc = Employment multiplier of the public sector.
Total indirect employment is then given by:
Ag; = Oy +
(c) Total employment
The total employment effect is then expressed as follows:
Qe = OFg + DE;
3. wages and salaries

(a) Direct wages and salaries

The change in wages and salaries resulting from privatization is

expressed as:
Ay = Wiy - Wiy

Y
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and central Goverrment wages and salaries resulting fram liberated

DLWy = DEy - e
Total direct wages and salaries are then:

AWy = QS + DSy

(b) Indirect wages and salaries

Additionalwagesardsalariesinﬂ)eecoxmyarethmaxpmssedas:

AWS; = ARy - Wo +D0Fgi - ¥

(c) Total wages and salaries

Total wages and salaries are then equal to:
O = Awsy + AWs;

4. Impact on the badget

181.Thegairstoﬂ1eccvenmentamﬂ1edifferewebewea1ﬂrepaywmsfor
debtserviceplussxtsidi&toﬂlea)terprissphsﬂxeexpectedirxxeasein
tax collections plus reduction in loan expenditures (principal and interest).
This can be expressed as:

Gp=(Tp + Sp+ D) ~ (Sg + )

= Net Government gain with privatization

= Subsidies paid before privatization

= Debt service prior to privatization

= Changes in taxes after privatization

= Subsidies paid after privatization

= Remaining debt service of the Goverrment.

PP EE LS

Information on subsidies and debt service can be obtained from public
documents. The ixmactmtaxoollectionscznbeatimtedas:

ANA . t
Estimated increase in net value added resulting from
privatization
t= Averagetaxnxrdenintheeconauyestimtedastheratio
of total taxes to value added

where QONVA

LN
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5. Impact on savings and consumption

182. This impact can be computed using estimates of marginal propensities to
consume and save for the aggregate econamy. Thus:

Ac=ANWAD
NS = ANA (1-D)

where Qc Change in consumption
0Os Change on savings
ONvA = Change in net value added
b = Marginal propensity to consume
(1-b) = Marginal propensity to save

Theseamglotnlpammetersaﬁdonﬁdiffermtiatebe%ﬂxeprnpersities
amngdifferenttypsofixmeearnersintheprivatemtor; nor do they
distinguish the savings perfarmance of the Goverrment.

6. Balance of payments effects

183. The effects on the balance of payments can be hroken down as follows.
The items indicated with a (+) sign represent favorable repercussion and those
with a (-) sign are negative implications.

(+) reduction in imports

(+) output exported

(+) public foreign debt reduction

(-) private foreign debt service increase, if any

(-) increased imports because of growth

(-) increased imports, if any, because of greater use of imported inputs.

For operational expediency, however, the impact on the balance of payments can
be calculated by means of estimates of aggregate coefficients of propensities
to import and export.

184. The proposed methodology is merely a beginning. Considerable field work
will have to be carried out in future, methodologies will have to be tested,
and wrinkles to be ironed out. 42/

42/ The author has applied the methodology outlined above in one country
where statistical information is rather scarce. Nonetheless, some reasonable
results were obtained in three enterprises selected as a pilot project. The
following magnitudes were estimatec for the four criteria:

Fim P(NVA)o/P(NVA g Ep IRR SRR
A 1.64 1.68 26.2 18.7
B 1.60 3.03 14.6 13.9
o] 1.56 1.89 13.1 4.9

Employment, consumption, savings, and foreign exchange earnings also indicated
positive expectations, For details see, Fuat M. Andic, op, cit., pp. 46-47.
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185. Privatization has been transforming the lives of millions of people both
in the developed and the developing world. The specific features of
privatization, its pace, and the way people share its benefits and costs are
essentially determined by how a country manages its human and material
resources within the recognized property rights and restructured economies.

186. While privatization in the developed countries has remained basically an
internal affair managed by internal resources, in the developing world and in
formerly command econcmies the management of the privatization process has
required foreign expertise and assistance. This requirement stems fram
various reasons. There is hardly a necessity to enter into a detailed
discussion of these reasons, but same major ones should be mentioned, such as
the lack of experience in managing private assets, absence or feebleness of
financial markets, and the need to stabilize the macroeconomic parameters for
a successful privatization process.

187. Various international and bilateral assistance agencies have been rather
active in the developing countries and formerly command econamies. IMF, IBRD,
EBRD, UNDP, UNIDO, AIL are acronyms that immediately come to mirxl. Not all
are able to provide all the financial and technical assistance to all of the
ocountries in the privatization area.

188. It is now quite abvious that the following corditions must hold if
privatization is to succeed:

(a) Intermal and extermal macroeconomic stabilization must be achieved
in a relatively short period;

(b) Oompetitive markets must be established and price reforms must be
carried out;

(c) A mechanism must be put in place to reorient the State away from
direct ownership/control towards a system of regulation that
promotes adjustments and creates an "enabling enviromment" for
private sector growth;

(d) Newly privatized enterprises must be restructured so that they
become efficient and campetitive;

(e) Financial markets must be operative and be conducive to the
development of the private sector;

(f) Finally, a new breed of managers and technicians must be trained for
macro~ and microeconomic management.

W
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183. There could hardly be any disagreement with these requirements. The
international commnity has been in fact providing financial and technical
assistance to fulfill some of these requirements. It is humanly impossible to
present, within the short pages of this report, an inventory of all the areas
where international assistance is provided, or to catalogue all the
international agencies and their spheres of activity that are directly or
indirectly related to the privatization process. At the expense of committing
gross amissions one can mention that both the World Bank 43/ and the IMF have
been tackling the issues of macroeconomic stabilization and price reforms.

AID has been active for some time in the financial sector reform of the
developing countries, and it has intensified such activities especially in
countries (such as Fastern Burope) where privatization and rapid economic
restructiring are of primary concern. It has also been providing technical
expertise in privatization policies (e.g., Honduras) and privatization
practice (e.g., Poland, Hungary). UNDP has become increasingly active in
giving technical assistance to privatization, structiral reforms, and private
sector development.

B. Privatizati 3 ONIDO

190. This section gives weight to UNIDO’s internal capabilities and its
potential to assist the developing and former command economies. In this
ocontext it should be noted that privatization is not end in itself, but a
process to restructire the economies. In that vein macroeconomic reforms and
micro-level enterprise restructuring interact in assuring the efficiency and
campetitiveness of the post-privatization era. 44/ Hence, technical
assistance to be provided by UNIDO must be viewed from a wider perspective
thana privatization per se.

191. Given its in-house expertise, UNIDO can render useful assistance to the
countries where privatization is under way or is likely to take place at two
broad levels: at the macro policy level and the micro enterprise level. In

addition, an area that cuts across both types of assistance is that of human
resource develogment and training. 45/

43/ The World Bank has been rather active in providing technical
assistance and financial loans to some countries where privatization is taking
place. Recently it has created a vice-presidency whose office will deal
exclusively with privatization issues.

44/ Interdependence of macro and micro reforms and UNIDO’s role is ably
discussed in a paper prepared by George B. Assaf of UNIDO’s Regional and
Country Studies Branch and sumitted to the Seminar on Industrial
Restructuring within the Context of Macroeconomic Stabilization and Property
Rights Reform in Eastern European Countries and the Russian Federation,
Viemna, October 1992. The author’s emphasis is, as the title of the Seminar
suggests, on Eastern European and FSU countries.

45/ A similar argument was put forward by the author in his "Issue
Paper: Industrial Restructuring, Privatization, and Property Rights" prepared
for the previously mentioned Seminar.

TR
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At the macro level UNIDO is capable of providing the following services:

(a)

(b)

(c)

(d)

(e)

(£}

(9)

Policy advice on industrial restructuring and strategies for the
pre—privatization (legislation required for privatization
strategies) and post-privatization stages:

Policy advice on the integration of envirommental aspects into
industrial policy in a manner that achieves a suitable balance
between envirommental protection and industrial development;

Assistance in establishing and/or restructuring institutions and
mechanisms for industrial development in the framework of a free
market economy. This includes goverrmental organizations,
ministries, as well as industry associations;

Assistance in setting up information systems, data bases, and
derision support systems suitable for use in a free market economy;

Training programmes - both in the country and abroad — on the above
aspects;

Indepth stidies and industrial sector reviews (these have so far
been prepared for Polard, Czechoslovakia and Hungary):;

Assistance to private sector industrial organizations in developing
meaningful interactions between the private and public sectors for
policy formulation.

192. The following kinds of technical assistance may be provided at the
enterprise level:

(a)

(b)

()

(d)

Assistance to individual enterprises in restructuring their
managerial, accounting, production, and marketing systems (such
assistance is already being rendered to nine enterprises in Poland);

Assistance to enterprises for conversion of production from military
to civilian uses (this is being undertaken for an enterprise in
Poland);

Assistance to enterprises in cleaner production methods, including
prevention of industrial pollution, waste recycling, and energy
conservation as part of their restructuring process;

Organizing and conducting investment fora that would bring together
national and international investors to promote foreign investment
and joint ventures (such fora have beer organized in Czechoslovakia,
Poland, and Yugoslavia).

193. UNIDO’s human resource development programme can cater to the extremely
urgent and critical training requirements. Training workshops, fellowships,
and study tours can be organized and conducted on industrial management,
bookkeeping, accounting, marketing, and export development strategies.
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194. The lists are generic and all-encompassing. Undoubtedly, given its
limited resources, UNIDO cannot cover all areas of expertise with equal
strength and efficiency. It is, therefore, legitimate to ask the gquestions:
where does UNIDO’s strength lie? In which areas can UNIDO provide technical
assistance that no other campeting intermational or bilateral organization
can?

Cc. INIX's specific areas of strength

195. This report suggests four specific areas of technical assistance where,
in view of its past activities, UNIDO has competitive advantage. The
suggestion certainly does not limit UNIDO to only these four areas and does
not imply that it should ignore other specific fields of activity. It merely
highlights the technical assistance areas where UNIDO can excel over other
organizations.

- Assistance to establish the mechanism for strategic management and
industrial development;

- Assistance to solve a host of problems that surge after
privatization and/or transition to a market economy;

- Assistance to train at the managerial and technical level;

- Creating linkages between developed and developing countries for a
better transfer of technology and market awareness; facilitating the
access to information indispensable for efficiency; supply sources;
potential demands; and regional co-operation.

196. These four areas constitute the supply side of technical assistance with
which this chapter is concerned. 46/ Further detailing is in order to
delineate the meaning and boundaries of these overlapping areas.

197. For years UNIDO (and other multi- or bilateral aid agencies) have
assisted the developing countries to prepare normative industrial plans and

46/ 1t is worth noting that there is also a demand for technical
assistance which originates in the countries themselves. During the
previously mentioned Seminar on Industrial Restructuring participants of nine
Eastern European and FSU countries identified the following technical
assistance areas as having primary significance: managerial training
(6 countries); regional co-operation and East-East information exchange
(9 countries); training (4 countries); market identification (5 countries).
Strengthening the private sector organizations ard industrial restructuring
policies were also mentioned. See Final Report, Seminar on Industrial
Restructuring within the Context of Macroeconomic Stabilization and Property
Rights Reform in Eastern European Countries and the Russian Federation,
Vierma, 5 November 1992.
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build institutions (mainly ministries of industry) which tended to be dirigist
and interventionist. The success stories are too few and too far in between.
The more the help to govermments and State-owned enterwrises, the more the
public sector activities stifled the private sector and its development. 1In
fact, the private sector became an appendage to the public sector and was
unable to respond to the rapid changes in the international enviromment.

198. In the early eighties it was realized that this approach to economic
growth and development was neither valid nor useful. The World Bank, mainly,
but also AID, began to consider reorienting assistance in a way that would
give the private sector the prime role of pramoting economic dynamism.

199. UNIDO did begin to develop a new approach - SMID - to respond to this
need. The tenets of SMID, really a common sense approach, can be summarized
thus:

(a) The developing countries lack the capacity to manage their
industrial development;

(b) This capacity is needed in both the public and private sector, and
the right way to build it is through learming-by-doing rather than
through ad hoc short-term training courses or study tours;

(c) The appropriate method and the right policies and strategies for
industrial revitalization, development, and competitiveness cannot
be a "master plan"; rather they can be attained through an effective
dialogue between the public and the private sector in which the
private sector can articulate its requirements to function
efficiently, and the public sector can comit itself to provide the
enabling envirorment and the necessary conditions to satisfy these
requirements within the existing internal and external constraints;

(¢) The proposals resulting from these dialogues are usually
crystallized within "strategic committees" set up in accordance with
the importance of the sub-sectors and are transmitted to decision
makers who are, as a matter of policy, favourably disposed towards
the new dynamic role of the private sector;

(e) The strategy and policy proposals are harmonized by the public
sector via a co-ordination committee of the highest level and
converted into concrete policy actions and strategies.

200. In a nutshell, the SMID approach provides assistance to putting in place
a mechanism to achieve an ongoing process of consultation and dialogue between
the private and the public sector. This process, in fact, is one of the major
outputs in fulfilling the objectives set out. It is not a "ready made"
planning exercise, but rather a flexible approach for industrial development
whose degree of efficiency depends upon the existence of seversl preconditions
and constraints in the recipient country.




201. MID is a common sense approach. It is aurrently being experimented with
in several African countries. Countries in other continents are alsc ripe for
this approach. Eastern BEuropean countries and former members of the Soviet
Union are also in dire need to reshape their industrial policies. SMID, being
a flexible approach, can and should be able to form the basis of future
technical assistance to them. After careful =xamination of the approach and
its application in a mnumber of African countries one can say that UNIDO should
adopt it as a standard operational procedure.

2. P 1 post-privatizati

202. Privatization per se is one component in the chain of industrial
restructuring. Some of the enterprises that are candidates for divestiture
will have to be prepared for privatization. This preparation, called
pre-privatization here, may require renrganization, revitalization, or
rationalization prior to the firms’ transfer to the private sector. Clearly,
UNIDO has the capacity to assist the enterprises in this pre-privatization
process. Moreover, same of the enterprises were originally designed for
military production and will now have to be converted to the manufacture of
civilian goods. Again UNIDO can and should have a primary role in assisting
in this conversion stage.

203. Wnile UNIDO can be of assistance in designing the privatization policies
and in the actual implementation of the privatization process (which is more
of an accounting and legal work), it can be more effective in the
post-privatization stage. In other words, it can lend its unique expertise in
the internal restructuring of the enterprises after their privatization to
assure that they operate efficiently and in a competitive manner. At this
level the enterprises will required assistance in production management,
training of managerial and technical staff, marketing and export marketing
techniques, aoquisition of new technologies, and a host of other aspects
pertinent to the micro level. UNIDO is uniquely suitable to provide
assistance especially in these post-privatization periods.

3. Training

204. There will be a great need for a different type of training. Through the
SMID approach a new type of capacity will have to be uilt, and both public
and private managers of economic resources will have to learn and adopt
altogether new rules of the game. This is an inalienable component of the
approach and it could certainly be a "patented" activity of UNIDO. Assistance
to train technicians, plant managers etc., has been a major activity of

UNIDO. What is imperative now is to fit these activities into an overall
programme to be linked to post-privatization assistance.

205. New training needs are surfacing in addition to the usual ones UNIDO has
been addressing. These can be grouped as follows:
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(a) BEconomic resourse management. This type of training zims mainly at
making public and private sector decision makers capable of handling
the econcmic resawrces efficiently. It does not consist of
short-term stidy trips or intensive and purely technical and
narrowly focused short courses. It is learning-by-doing. It is
embedded in the SMID approach for sure. But it must be realized
that it is training, and provisions must be inade acocordingly;

(b) Marketing. International trade is bound to expand. Neither the
privatized public enterprises of the developing countries nor the
new enterprises in the ex-command economies have & firm grip on
marketing their goods internationally. Yet, without exports many of
them will perish. They must be trained to function in the
intermational arena. UNCTAD/TTC, for example. has designed
programmes to this end; but UNIDO might want to expand them to
encampass the specific naw needs;

(c) Maintenance training. This is a very specific issue. In many
developing countries, plamt and equipmant waintenance is in a
dismal state. Maintenance is of utmost importance especially in the
former Soviet republics, since it will take a while before they can
renew their capital stock. UNIDO can very quickly develop projects
to assist them in this crucial area. A follow-up of the
Consultation meeting that took place in 1987 on this subject is more
urgent now than ever before.

4. OCosyltations

206. The fourth area concerns the Syster of Consultations Division. The
internationalization of the worid economy is irreversible. There will be
further opening of the markets, faster transfers of technology, upsurge of the
need to know the new markets, identification of appropriate technologies, in
short a need for closer sector contacts aided by an international data bank.
UNIDO has that bank at hand. Through its reqular activities the Division can
open several dimensions to private enterprises, link them to their markets and
sources of supply, and by a perfect catalyst among the private sectors of
different developing countries, especially those that are referming their
econcmies as well restructuring them. Moreover, today the world counts with
many more countries than ever before. These countries will have to realize
that they will have to collaborate and co-operate on a regional basis, not
hecause the govermments dictate so, but because private sectors need to do so.

D. Concluding remarks

207. These four almost exclusive areas can constitute a comprehensive basis of
action for UNIDO. If the strategy is designed well and co~ordinated with,
say, that of the World Bank and with UNDP activities targeted to develop the
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emerging private sector, UNIDO would be embarking upon an effective technical
assistance patn. Moreover, UCDs may assume even rore of an active role in
identifying the demand for technical assistance in the countries where they
are stationed. 47/

208. These suggestions are not comprehensive; nor do they extend to the
totzlity of UNIDO’'s in-house capabilities. Moreover, UNIDO may not wish to
tackle all the areas outlined above. However, the essence of the matter is
that UNIDO can and should play an important role in the privatization efforts
of both the developing and ex-socialist countries. In the final analysis
recrganizing and revitalizing the industrial sector and training in numerous
areas are among UNIDO’s main activities.

VII. ONCLUSIONS AND RECXMMENDATICRS

209. Distiiling the text of the preceding pages irto a single sentence,
privatization can be said to be the return to profitable private motivation of
any activity that had declined through unprofitable State intervention, be it
in the form of State ownership of enterprises, excessive regulation, or
pretending to transfer the means of production to collective ownership.

210. It is of some importance that at the outset privatization in mixed
economies be distinguished from privatization in ex-centrally planned or
command economies. In the former the issue is the realization that the public
interes* cannot be best served by spending much more of GDP? through
politiciandictated monopolies or through excessive regulation rather than
market-leading common sense; that is, it is one of reform. In the latter the
issue is to create the market economies; that it is one of transformation.
Privatization in Eastern Purope and in the Republics that once formed part of
the now defunct Soviet Union is not a matter of option, but the only vehicle
to create capitalism. There it is nct a question of raising Goverrment
revenues, nor is it a matter of waiting for better times. It is a matter of
realizing that without privatization better times will never come.

211. Althowh the weight of this paper is on privatization in mixed or
capitalist econamies and although only three ex-socialist country experiences
~ one being very sui geperis - are discussed, rertain general comments
relevant to them must be made here. For one, there is hardly any experience
in the countries which were members of the ex-Sovizt Union that would give
enough handle to draw conclusions pertinent to them. Yet, it is clear that if
they opt for capitalism they must realize, and sooner the better, that there
would be no capitalism without capi-alists. Capitalists, hosever, need
nuserous ins“itutions, such as financial institutions and well-defined
property rights, and access to savings - demestic or foreign - in order to set
the capitalistic wheels in motion. Privatization in ex-socialist countries
will be a necessary but a very insufficient condition for the required
transformation.

47/ The World Bank has been extending as of late assistance especially
to the foimer Soviet Union countries in setting up a “"foreign assistance
management unit" attached to a particular ministry where the supply of
assistance 1s expected to t2 matched raticnally with its demand.
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212. Several Eastern BEuropean countries have made noticeable advancement
towards privatization with varying degrees of success. In Hungary, for
example, privatization has basically meant selling those assets for which
there would be domestic or foreign buyers. The initial success of the
Hungarian experience should not mislead the proponents of privatization in
ex-socialist countries that this is the easiest way to place all State
enterprises into private hands. In all these countries there are enterprises
that are not sellable. Czechoslovakia’s approach of setting up mutual funds
and making their shares available to the public (through sale or gift) may
very well be a faster way to privatize. None of the ways tried or implemented
in Eastern Burope is an easy and foolproof way. Transition to capitalism is
bound to be painful. Privatization is an inextricable part of this painful
process.

213. In countries with basically "capitalist" economies privatization is a
vehicle for reform. As has been repeated in this report over and over again,
it is a matter of pulling back the frontiers of Goverrment and enlarging the
private ownership and portfolio through divesting the Govermment ownership and
replacing regulations which stifle the private initiative with those which
assist the private sector to flourish.

214. As examples show, the experience has been varied. One quick conclusion
is that the more developed the country, the easier the road to privatization,
simply because the sustaining conditions are there. Financial markets, stock
exchanges, banks, irsurance industry, and well-defined property rights have
already been put in place through a long historical process. They are the
facilitator of the process. In contrast, the experience of developing
countries has been uneven, simply because there such pre-conditions exist in
varying degrees.

215. Privatization is not a panacea for all ills. It is a method. Like the
application of all methods it does require a set of pre-conditions. These are
briefly:

(a) Commitment to privatization by the decision-makers. Yieldiny to
intermational pressures, whatever the reason might be, and using
privatization as a gimmick to secure further lcans or aid or
international political favours, in other words, using privatization
as a lip service for purposes other than what is really meant is
more harmful to the society. In such a case it is better not to
privatize;

(b) The decision to privatize does not mean immediate divestiture. It
does require full understanding of separating ownership from control;

(c) Privatization also requires the highest level of support and
monitoring. A junior ministry or an ad hoc office is not
sufficiently equipped to deal with the complex issues of
privatization. Rather, a cabinet-level authority in decision making
is required;




- 87 -

- (d) Privatization alternatives must be in accordance with the existing
institutions. The absence of such institutions could easily render
futile all the efforts to privatize. Divestiture of SOEs by means
of sales of shares where stock exchanges do not exist is not the
technique to implement privatization. The required institutions
mist be put in place and the necessary legislation enacted prior to
or at least concomitantly with privatization;

(e) Privatization is a process which changes the power relations
reigning in a society and upsets vested interests. In countries
where political democracy is the norm, a misunderstood privatization
decision can easily be lost in the labyrinth of political
bickering. An education campaign is necessary to assure the
agreement of the different segments of the society with the decision
to privatize.

216. These pre—conditions do not stem from abstract deductions, but from

> lessons learnt fram the painful experience of a mummber of countries. 48/ They
must constitute a set of criteria for countries to adhers to when they opt to
privatize.

217. The past experience in market economies leads to the following
recamendations:

(a) Assuming that the commitment to privatize is firm and the different
sements of the society are in agreement with the decision to
privatize, the execution of the procedure must tailor the choice of
instruments to the needs as well as to the prevailling
socio—economic framework. Instruments vary, as was discussed in
Section IV.C.. That an instrument suceeds in one country does not
necessarily mean that it will do so in another. The chosen

N\ \
“‘.‘\\\i instruments must be evaluated and subjected to a critical review
\ prior to their deployment;
R, A (b) Privatization does not operate in a vacuum. It requires a set of

macroeconamic and sectoral policies. Governments must assure that
privatization ccowrs in un economic enviromment in which competitive
forces are allowed to lead to efficient production and hence to
growth;

(c) Concomitantly, Governments must prepare and enact the necessary
legislation;

(d) Several sectoral policies are necessary, but not sufficient. They
muist be complemented with sub-sectoral policies. This means, for
example, that in potentially competitive sub-sectors deregulation
must allow freer entry of domestic and foreign firms (unless
national security is an overriding concern), and trade must be

Case , by P.H. Elicker and Jamal Sagh.u' 'UNIDO, ID/WG.498, 2Juary 1990.
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liberalized to permit imports of cammodities. In subsectors where
natural monopolies cannot be avoided (such as utilities)
deregulation should take the form of transparent regulatory control
to protect the public interest;

(e) Since the very parpose of privatization is to reform the economy by
allowing the private sector to expand and the public sector to
provide an "enabling enviroment", it is desirable that Govermments
use the proceeds obtained from the sale of assets for
infrastructural experditures to provide such an enviroment and for
the reduction of public indebtedness, rather than financing current
experrdi tures.

218. The issues surrounding ex-command econamies are mich more complex and
difficult. Many members of the ex-USSR are likely to choose privatization as
a method of transformation; yet they are the least ready for a quick transfer
of assets from the public to the private sector. In order to make the
transition as efficient and smooth as possible:

(a) They should establish the pre—corditions for privatization as fast
as possible by setting up the financial, regulatory and legal
frameworks;

(b) They will have to distinquish between private trading markets and
private industrial production;

(c) They will have to examine with critical eyes the experiences of
Eastern European countries;

(d) They will have to seek internationally available technical
assistance to design and implement realistic policies and strategies
for transforming their economies in which privatization is but one
component among many.

219. In the previous chapter this report put forward some suggestions for
UNIDO to consider in supplying technical assistance in privatization and
industrial restructuring. These suggestions were based on in-house expertise
of the Organization. Given its past technical assistance experience in many
developing countries and its qualified staff, UNIDO can and should play an
important role in assisting the developing as well as ex-command economies in
their quest of privatization and industrial restructiring. In doing so it may
also consider to fortify its collaboration and co-ordination with other
multilateral and/or bilateral aid agencies, such as the World Bank and USAID.
Both have been active for some time in providing technical assistance and
loans for the structural adjustment of the ecuvmies and for the development
of the private sector.
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- 220. Several areas of supply of technical assisiance were detailed in
Chapter VI:

(2) Assistance to establish the mechanism for Strategic Management of
Industrial Develogmant, sc that the fledgling private sectvor can
have an increasingly important role in shaping policies for
industrial development;

{b) Asaistance to solve a host of problems that surge after
privatization and/or transition to a market economy;

(c) Assistance in training at the managerial and technical level,
especially executives of the privatized industries, and in transfer
of technology;

= (d) Creating linkages between developed and developing countries for
access to technological information arrl market awareness;
- facilitating the access to information indispensable for efficiency;
supply sources; potential demands and wmarkets; and regional
co-operation.

221. These suggestions are not comprehensive; nor do they extend to the
totality of UNIDO’s in-house capabilities. Moreover, UNIDO may not wish to
tackle all the areas outlined above. However, the es < e of the matter is
that UNIDO can and should play an important role in tix privatization efforts
of both the developing amd ex~socialist countries. In the final analysis
reorganizing and revitalizing the indusirial sector and training in mumerous
areas are among UNIDO’s main activities.

\\\_\ VIII. RECENT LITERATURE ON PRIVATTZATION

\ 222. The literature on privatization, divestiture, and regulation has been
growing in leaps and bounds in the past decade. It is physically impossible
to list here all the books, articles, pamphlets, reports, papers, published or
unpublished works. Nor is it possible to trace this literature back in
history. Oonceivably one can go back two centuries to Adam Smith and "The
Wealth of Nations" as the theoretical underpinning of privatization. More
recently in this century Hayek’s seminal work ("The Use of Knowledge in
Society", American Economic Review, Vol. 35, 1945) may very well be taken as
the thecretical pillar of privatization.

223. This chapter cannot travel that far back. It is in fact much less
ambitious than its title suggests, for it includes merely recent works that
appeared since the early eighties. A few exceptions, however, were made and
some earlier works have been included because of their particular importance.
These have been kept to a bare minimm. The quiding principle in selecting
the recent works was their relevarnce to practitioners, without completely
eliminating theoretical writings. The works cited below are not organized
thematically, but alphabetically according to the authors’ last names.
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