Lessons from International Experience
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Policy and Management Requirements

for Privitization

Dennis A. Rondinelli

Governments throughout the
world, especially in developing
nations and In the former socialist
countries of Eastern Europe, have
been trying to implement
privatization policies for more than
- @ decade. The economic and
flnanclal problems that arose with
the worldwide recession of the late
1970s, the debt crises faced by
many African and Latin American
countries during the early 1980s,
and the shift to market economies
in Asla, Latin America, and East-
ern Europe during the early 1990s
stimulated governments to
privatize thelr inefticient, state-
owned enterprises (SOEs) and
refocused attention on the crucial
role of the private sector In eco-
nomic growth and development.

privatization had its roots in the
period of deregulation in the -
United States and Canada in the late
. 19705 and in the movement toward di-
vestment of public transport and utility
companies in Britain, France, and Ger-
many in the early 1980s. The reorienta-
tion of the World Bank, the Interna-
tional Monetary Fund, and other inter-
national financial institutions toward
macroeconomic adjustment, economic
stabilization, and market-oriented de-
velopment policies and the succession
of political leaders with conservative
ideologies in aid-giving, Western indus-
trial countries during the early 1980s
also brought political pressures on de-
veloping countries to adopt market-ori-
ented economic reforms.

The privatization movement devel-
oped such a momentum in the early
1990s that, even in countries that have
not sold SOEs on a large scale, govern-
ments are experimenting with a variety
of arrangements for eliciting broader
participation of the private sector in
providing goods and services that had
previously been offered only by public

_ agenci~s.! The World Bank reports that

T he current surge in international
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during the 1980s alone, more than 70
countries experimented with some
form of privatization, and nearly 7,000
known privatizations of SOEs took
place.?

The Chalienges of Privatization
The process of privatization in most
countries has occurred far more slowly
than most economic reformers had an-
ticipated, however, and the vast major-
ity of sales of state enterprises have
taken place in Europe. The World Bank
estimates that during the 1980s, about
70 percent of the sales of state enter-
prises occurred in more developed
countries, primarily in Germany. Latin
America and Eastern Europe accounted
for 12 percent each, Africa for 5 per-
cent, Asia for 2 percent, and the Middle
East and North Africa for about 1 per-
cent. Although the pace of
privatization has increased during the
early 1990s, the value of state enter-
prise sales has been substantially
higher in Western industrial countries
than in developing and emerging mar-
ket countries. The World Bank reports
that in the three years from 1990 to
1992, privatizations worth more than
$§73.4 billion took place in industrial
countries and ownership transfers
worth about $48 billion took place in
developing countries.* Moreover, sub-

stantial progress on the divestment of
large numbers of SOEs has been lim.-
ited to a few countries in Europe and
Latin America. The success of
privatization in Central and Eastern
Europe has been achieved largely
through auctioning smaller enterprises
that required little capital investment
and through liquidation. Joint ventures
and acquisitions by foreign investors
were the primary means of privatizing
the more profitable and promising large
SOEs. Weaker and more problematic
SOEs have been difficult to liquidate or
divest, especially those that employ
large numbers of surplus workers. En.
ticing the private sector to participate
in providing goods and services that
have long been the province of govern-
ment agencies has also been slow even
in the rapidly growing economies of
East and Southeast Asija.¢

Despite formidable challenges to
privatization in some countries and its
slow pace in others, international expe-
rience suggests that private enterprises
and nongovernment organizations are
now playing more important roles in
providing goods and services previously
provided only by SOEs or government
agencies. At the same time, it should
be apparent that although the private
sector offers advantages in providing
many goods and services and in financ-
ing, operating, and managing some
types of infrastructure, it cannot sim-
ply displace government, and it cannot
profitably or efficiently provide all of
the functions of public agencies.
Privatization tends to be niore success-
ful where markets are already operating
efficiently or could be made to do so
with effective policy reforms. It is
likely to remain slow in countries that
lack strong capital markets, where the
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private sector cannot easily gain access
to credit, where there is strong political
opposition by government officials, la-
bor unions, or other vested interests,
and where government limits eligible
buyers of SOEs.

But even where conditions for
privatization are favorable, govern.
ments and the private sector face seri-
ous management challenges in imple-
menting privatization policies. Two
challenges are particularly important:
first, establishing and managing the ap-
propriate economic policy environment
for privatization; and second, establish-
ing and managing privatization proce-
dures to ensure the successful transi-
tion of SOEs to private ownership and
operation.

Managing the Economic

Policy Environment

In former socialist and many develop-

ing countries, the first and most impor-

tant challenge is that of establishing an
appropriate set of economic policies for
privatization and private enterprise de-
velopment and managing the economic
reforms necessary to support an emerg-
ing private sector. Experience suggests
that neither domestic nor foreign in-
vestors will participate heavily in
privatization in countries where eco-
nomic and political risks are high and
economic uncertainty threatens the
ability of privatized companies to sur-
vive and expand. Experience has shown
that managers of the privatization pro-

Cess must create an economic policy

environment conducive to the growth

of a sound market economy.¢ The ele-
ments of economic reform that are nec-
essary to support privatization and pri-
vate enterprise development include:

* Structural adjustment policies~in-
cluding policies to create market -
mechanisms that allocate eco-
nomic resources and set prices for
both production input and con-
sumer goods; financial liberaliza.
tion; and the reduction of price con-
trols, .

* Economic stabilization policies-in-

- cluding balance of payments defi-
cit reduction, debt rescheduling,
control of the money supply, re-
duction of subsidies, and wage re-
straints to prevent high levels of
inflation. - :

* Tradeand investment reform poli-
cies-including programs for export
promotion, foreign direct invest-
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ment, exchange rate adjustments,
andreduction of investment restric-
tions and trade barriers.

Political reforms-including appro-
priate degrees of democratization,
decentralization of decision-mak-
ing powers, and deregulation of in-
dustry andservices to allow private
enterprises to operate efficiently
and effectively without undue gov-
emment intervention and control.
Private sector development pro-
grams-including incentives and
support for the development of
small and medium-sized enter-
prises, the restructuring of large

. companies, and the attraction of

investmentsin domesticindustries
by multinational corporations. The
management of an economic envi-
ronment conducive to privatization
entails selection of appropriate poli-
cies, proper sequencing of policy re-
forms, and effective implementation
of policies after they are enacted.

Redefinition of the roles of govern-
ment and public employees. The
transition from a socialist to a mar-
keteconomyor from agovernment-
controlled indastry to a private in-
dustry also requires a redefirition
of the roles of govemnment and pub-
lic administration. The U.S. Na-
tional Academy of. Public Admin-
istration insists that if privatization
is to succeed, a fundamental dis-
tinction must be made between
“government as a financier, autho-
rizer, and overseer of services and
government as a producer or pro-
vider of services.” The academy
emphasizes that privatization
should encompass a broad set of

, arrangements under which govern-
ment “remains involved as the fin- -
ancier or authorizerof services but-

relies on the private sector or the
market fortheactual provision and
delivery.?

In Chile, the govenment has-

been particularly successful in cre-
ating and managing an economic
environment conducive to
privatization.* Beginning in the

~ early 1970s, the government

adoptedstabilization and structural
adjustment policies that combined
fiscal and monetary controls, ex-
change rate restrictions, wage ad-
justments, and budget deficit re-
ductions with comprehensive tax
reforms and controls on the ability
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of the central bank to lend o state
enterprises. Chile liberalized its for.
eign trade policies to stimulate ex.
ports. The government transferred
more than 500 state enterprises to
private ownership and liquidated
_those that were not viable as pri-
vate enterprises.

To promote private enterprise,
the government of Chile extended
nondiscriminatory treatment to all
productive sectors, adopted poli-
cies to promote savings and invest-
ment, andsubstantially reduced the
size, debt, and expenditures of the
public sector. Social policies were
enacted, also, to reduce extreme
poverty and expand access to edu-
cation and health services so poor
people could take advantage of em-
ployment opportunities as the
economy grew. Nearly all of the
600 enterprises that had been un-
der state control in 1973 had been
privatized or liquidated by 1990,
The government was relieved of
paying subsidies to unprofitable
SOEs and received more than $2.5
billion in revenues from divesti-
tures. The economy grew substan-
tially during the 1980s and early
1990s. The transition in 1990 from’
amilitary to acivilian government
and the democratization of Chile’s
political system took place in an
environment of economic stability
and growth that allowed the pri-
vate sector to expand and develop.

Managing the
Privatization Process
The second challenge that faces gov-
emments in privatizing public func-
tions or enterprises is to effectively
manage procedures for transferring
SOESs to private ownership and for elic-
iting the participation of the private
sector in providing “public” goods, ser-
vices, and infrastructure. Managing the
privatization process is complicated,
but interational experience has
yielded a set of important management
principles:®
* Clearly identify the objectives of
privatization. Setting realistic pri-
orities and goals is essential to de-
veloping appropriate processes and
procedures for privatization. Ob-
jectives may include increasing ef-
ficiency, reducing debt, promoting
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competition, raising revenues, and
budgetary relief. Governments that
do not develop strong priorities or
setrealistic goals cannot effectively
select appropriate methods of
privatization. Germany's objectives
were perhaps more clearly stated
than any other country’s: to trans-
ferownership of East German SOEs
as quickly as possible: while ensur-
ing that the new owners restruc-
tured the companies into viable
production and employment units.
These clear, simple objectives al-
lowed the German government to
transferalarge number of East Ger-
man SOEs successfully in a rela-
tively short period of time.

Create an effective privatization
agency. Privatization is a compli-
cated process whose successful
implementation-with minimum
bureaucratic delay-requires an
agency ororganizz:ion that has the
necessary resources, authority, and
skilled personnel. The World Bank
suggests that the most effective
means to manage the privatization
- process is to centralize responsi-
bilities for policy makingina single
ministry or agency. At the same
time, responsibilities for imple-
mentation should be decentralized
to banks, financial institutions,
management consulting firms, or
the managers of state enterprises
themselves, with appropriate su-
pervision provided by the national
privatization agency. Most govern-
ments-such as those in the Czech
and Slovak republics-have created
Ministries of Privatization to take
temporary ownership of joint stock
companies until they could be sold
or liquidated and to oversee the
process of SOE restructuring. Hun-
gary established a state property
agency to manage the privatization
process and a state asset manage-
ment company to oversee the re-
structuring of firms in which the
state would retain a majority or
minority stake. Germany created
an autonomous agency-the
Treuhandanstalt-that was given
responsibility for privatization and
control of SOEs until they were
restructured. Other governments
havegiven the responsibility to the
ministry of finance or industry.'°

» Select appropriate methods of

privatization. Various means are
available to privatize state-owned
enterprises or elicit the participa-
tion of the private sector in provid-
ing public services. These include:
restitution of nationalized property;
auctions of small companies; di-
rect sales andstock offerings; liqui-
dation; employee or management
buyouts; free or subsidized distri-
bution of shares; management, ser-
vice, orleasing contracts; joint ven-
tures; build-operate-transfer agree-
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“But even where condi-

tions for privatization
are favorable, govern-
ments and the private
sector face serious
management chal-

lenges in implementing

privatization policies.”

-ments; and public-private partner-

ships. Each of these methods has
different characteristics, require-
ments, advantages, and weak-
nesses.! ‘

Experience with privatization over
the past decade has clearly shown
that no single method is the most
appropriate for divesting all SOEs
or eliciting the participation of the
private sectorin all functions. Gov-
emments must choose the meth-
ods that are most appropriate for
achieving their objectives. In mak-
ing the selection, they must con-
sider the conditions of, and trends
in, thesectorsorindustriesin which
SOEs operate and the current orga-
nizational forms, financial condi.-
tions, records of performance, man-
agement capabilities, and assets of
the SOEs that are to be privatized.
They also must understand the
characteristics of the public ser-
vices in which the private sector
will participate.

Develop clear and transparent pro-
cedures. The World Bank’s review

of privatizationin developing coun-
tries ccncludes that “transparency
must obtain in every Privatization,
transaction; this is a major lesson
of experience.”!? The World Bank’s
report suggests that transparency
can be achieved by utilizing “clear
and simple selection criteria for
evaluating bids; clearly defined
competitive bidding procedures;
disclosure of purchase price and
buyer; well-defined institutional re-
sponsibilities; and adequate moni-
toring and supervision of the pro-
gram.” Lack of transparency in regu-
lations and procedures has made
privatization more difficult in
China and many Eastern European
countries and opened opportuni-
ties for widespread corruption in
some African, Latin American, and
Southeast Asian countries. Non-
transparent procedures undermine
effective business transactions and
increase the perceived risks to po-
tential investors and participants,
Develop and apply appropriate as-
sessment and valuation methods.
Before offering SOEs for sale or elic-
iting the participation of the pri-
vate sector in economic activities,
the government must realistically

. assess the structural characteris-

tics of the industry in which the
public nterprise operates as well
as its competitive position, market
prospects, operating-costs, and as-
set utilization. A realistic basis
for valuation of state cnterprises is
essential toprivatization. Privatiza-
tion agencies must choose the ap-
propriate method: discounted cash
flow, liquidation value, rerlace-
ment value, accounting or book
value, technical value of assets, or
comparative value based on simi-
lar companies in the industry. The
mostefficientand effective method
usually is to allow the market to
determine the price through auc-
tions, share offerings, or competi-
tivebids. Often, privatization agen-
cies set values on SOEs unrealisti-
cally-based on the presumed book
value or technical value of assets-
without considering that private
investors usually assess value on
the basis of expected future cash
flows generated by an investment
or by estimated “market entry”
value,
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* Allow for restructuring, liquida-
tion, or bankruptcy of SOEs that
cannot be sold. Governments in_
Indonesia, Russia, China, and Bo-
livia quickiy discovered that they
must reform or restructure SOEs
before private investors are willing
topurchase shares or take over their
operations. This may require orga-
nizational and managerial changes,
restructuring debt or eliminating
liabilities, and developing new
markets with as little additional
investment as possible. In Poland,
Russia, Peru, Bolivia, and most Af-
rican countries, many SOEs are in-
solvent or unprofitable, or lack ad-
equate liquidity to interest private
investors. These SOEs must be liq-
uidated or allowed to go into bank-
ruptcy. In Hungary, Poland and the
Czech Republic, bankruptcy laws
were essential to allow unprofit-
able SOEs to go out of business and
divide assets among those with
claims against the companies, to
restructure money-losing SOEs
with assets worth more than liqui-
dation value, and to allow creditors
to collect at least some portion of
the debts owed by SOEs,
Establisbandimplementequitab]e
bidding and contracting proce-
dures. Special care must be taken
in managing the bidding process so
that potential investors, contrac-
tors, and participants understand it
and the public perceives it as being
fairand open, A well-managed pro-
cess involves the development of
clear, open, and equitable criteria
for qualifying participants, for
evaluating bids, and-in the case of
divestment-for dealing with exist-
ing Babilities. The bidding process
also should specify the form and
means of payment and require-
ments for future investment plans,
technology transfer, maintenance
of employment, and the criteria
and time schedule for evaluating
tenders. Unless the government
Pays adequate attention to ensur-
ing a fair bidding process,
privatization will be subject to
charges of corruption, favoritism,
or unfaimness.

One of the more successful
privatizations that has taken place
in developing countries involved
the transfer of ownership of the
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National Commercial Bank in Ja-
maica through share offerings.!* A
carefully prepared program for of-
fering shares in the country’s larg-
ost bank led to an extensive mar-
keting campaign to demystify the
stock market foraverage Jamaicans.
These citizens had no experience
with investing. The program in-
cluded strong restrictions on the
percentage of shares thatany single
investor could obtain, conditions
to ensure small purchasers access
toasubstantial portion of the stock,

“

“Experience with
privatization over the
past decade has
clearly shown that no
single method is the
most appropriate for

.divesting all SOEs or

eliciting the participa-
tion of the private sec-
tor in all functions.”

creation of a network to facilitate
the collection of share applications
and distribution of stock certifi-
cates in a country whose postal
System wac unreliable, and conver-
sion of the government’s retained
stock in the bank to nonvoting sta-
tus. Rothschild advisers to the Ja-
maican government also helped de-
velop an employee share scheme,
special financing foremployee share
purchases, and a pricing schedule
that would allow widespread par-
ticipation. The carefully craftedpro-

" cedures for bidding allowed 30,000

Jamaicans-a 170 percent oversub-
scription-to purchase, within two

-weeks, the 51 percent of the bank

that was being offered to the pub-
lic.

Enact appropriate legal and insti-
tutional reforms. If privatization is
tosucceed, macroeconomic refarme

must be accompanied by institu.
tional development policies, in.
cluding programs to foster and sup-
port the creation or strengthening
of an effective system of Property
rights, financial institutions, labor
markets, andlegal institutiong that
can legitimize: business transac-
tions and adjudicate or resolye con-
flictseffectively, and marketing and
distribution channels, Changes of-
ten must be made in labor laws,
credit regulations, and wage and
price controls before private inves-
tors are willing or able to partici-
pate effectively in privatization,
Governmentsalsomustremove the
unnecessary restrictions and regu-
lations that inhibit private compa-
nies from operating effectively and
provide or encourage low.cost
credit programs that allow
privatized companies to expand.

Strengthen private sector manage-
ment capacity. One of the most
effective means that governments
in the United States, Canada, and
Western Europe have used to
strengthen the management capac-
ity of private organizations to pro-
vide public services has been to
offer them contracting opportuni-
ties. Contracting can be most effec-
tive in situations in which efficien-
cies in service provision arise from
economies of scale, greater produc-
tivity can be obtained from hiring
skilled labor or specialized profes-
sionals, and contractors can use
part-time labor or less labor-inten-
sive methods of operation than the
government uses. Contracting can
be effective if private companies
are freed from the severe labor and
wage restrictions that tonstrain
many government operations and
have the flexibility to seek mini-
mum cost approaches to service
delivery. :

Provide, at least initially, assur-
ances to protect current employ-
ees. Vociferous employee opposi-
tion can easily undermine
Privatization. Protecting workers

- whose operations are privatized or

whose agencies contract with the
private sector can help reduce ini-
tial opposition, Options include al-
lowing employees of public corpo-
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rations or agencies to form their
own companies to coatract for ser-
vice provision or acquire public
assets, establishingemployee share
ownership plans, and requiring pri-
vate companies thattake overstate
enterprises to give preference in
rehiring to laid-off SOE employees.
Phased-in privatization by geo-
graphical district or stages could
reduce opposition. The hostility of
publicemployee groups may be con-
tained by ensuring that fair wages
and working conditions are pro-
vided by private companies that
take over from public agencies or
win contracts to provide public ser-
vices. Some governments retain
“golden shares” in SOEs that can
beusedtosell ordistribute stock to
workers. Others help groups of
employees form their own compa-
nies to provide services directly to
the public or privatized enterprises.
* Allay fears that the poorest groups
will be excluded from privatized
services. In countries with large
poorpopulations, governments may
have to offer privatized companies
assistance or subsidies for provid-
ing services to the poor. Regulated
utility ortransportation companies,
for example, can be allowed to
charge high enough rates to indus-
tries orricher customers to provide
“cross subsidies” for their poorest
customers. These partial subsidies
may be a better alternative for gov-
emments than continuing to un-
derwrite the costs of inefficient and
ineffective public enterprises or
agencies. Voucher schemes that al-
low low-income groups topurchase
services directly from the private
sector sre another means of over-
coming, exclusion problems and
expanding the market for services.

Reorienting Government's Role
All of these management principles im-
ply a reorientation of the role of gov-
emment in the economy. In a market-
oriented system, government cannot
operate effectively using only direc-
tives and commands; effectiveness de-
pends more on negotiation, persuasion,
participatory decision-making, and co-
ordination. Government officials must
develop the capacity to manage con-
tractual relationships. In a market
economy, government takes more re-
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sponsibility for enforcing regulations
that protect the collective welfare, en-
sure open competition, and promote
the advantages of market discipline
without constraining the market with
unnecessary or unrealistic controls.
Public officials and employees must be
trained in “adaptive management,” in
negotiation and interaction, in effective
regulation, ard in understanding how
private companies operate,!*

Finally, in some countries it may be
necessary for government not only to
manage the privatization process, but
also to provide incentives and support
to the private sector to participate in
privatization. In Poland, for example,
the government is allocating substan-
tial amounts of money to cleaning up

.the bad debts of banks to make them

attractive to private investors. The gov-
emment of Bulgaria is attempting to
buy the bad debts of SOEs before offer-
ing them for sale, thereby reducing the
debt burden on new owners. The suc-
cess of Germany’s privatization pro-
gram can be attributed not only to its
effective management of economic
policy and of the privatization process
but also to the large amount of re-
sources the German government offers
investors in East German SOEs.' In
many cases, the government relieved
the SOEs of a substantial portion of
their existing debts, took over many of
the costs of dealing with environmen-
tal damages caused by the SOEs, and
subsidized more than 50 percent of the
costs of the investment in SOEs
through grants, tax benefit packages,
investment allowances, and special
loans. The German federal and state
governments also offered investors sup-
port in the form of local infrastructure
or preferential financing and help in
creating training courses for employees
and with research and development.
Without these incentives, Germany
could not have been as successful as it
was in privatizing East German SOEs
so rapidly.

One of the strongest lessons of inter-
national experience with privatization
is that managing the economic policy
environment and the privatization pro-
cess effectively is crucial to establish-
ing a business climate in which domes-
tic and international investors can have
sufficient confidence to take the risks
associated with assuming ownership of
state enterprises. An economic policy

environment conducive to Creating and
sustaining effective markets and an ef-
ficient set of procedures and Organiza.
tions for transforming state enterprises
are necessary, if not sufficient, condi.
tions for developing private enterprise,
especially in former socialist or govern.
ment-controlled economies, w
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