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Preface

In the past several years, interest in privatization —which means con-
tracting with or selling to private parties the functions or firms previ-
ously controlled or owned by governments — has been growing in both
developed and developing countrics. There are many reasons for this,
but the most important have to do with a combination of growing pres-
sures on public budgets and mounting evidence that the competitive
discipline of private markets increases efficiency, producing greater qual-
ity at a lower cost. Even the socialist countries have thus been affected
by the movement, and pressures for privatization have surfaced in almost
all of the Eastern Bloc countries.

Privatization has also become a policy “growth area” because of
the form it has taken —in distinct contrast to past government efforts
to “denationalize” public enterprises. A major impulse to nationalize
private firms has come from the belief—whether mistaken or not—
that the existence of large private firms concentrate power and wealth
in the hands of the few and thus obstruct the commitments of many
countries to equaliry. Where this perception has been strong, as in Brit-
ain for instance, denarionalization was simply seen as a step backward,
toward reconcentration of wealth. On the other hand, privatization,
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at least as it has occurred in many countries, has changed the percep-
tions of many people toward private ownership by consciously
implementing the sale of firms to large numbers of individual share-
holders.

The broadening of private ownership has important political impli-
cations, and also accords in a significant and interesting way with the
International Center for Economic Growth’s (ICEG) special interest
in human development. In Britain, where the movement has been par-
ticularly strong, this aspect of privatization has stimulated a “people’s
capitalism,” which has produced strong political constituencies for pri-
vate ownership even among Labor Party voters.

While it is obviously impossible to know whether interest in privati-
zation will continue, it is nevertheless a subject of great current inter-
est in many places. This book, edited by Steve H. Hanke, is the result
of a conference on privatization sponsored by the United States Agency
for International Development held in Washington, D.C. in February
1986. The conference, as the papers in this volume show, considered
a broad series of issues related to privatization and explored practical
approaches drawn from real country experiences with it.

This book is meant to be a “how-tc” manual on techniques of
privatization. It is our first publication on this important subject, which
will be an ongoing concern for the Center as it explores new develop-
ment strategies.

NICOLAS ARDITO BARLETTA

Director
International Center for Economic Growth

Panama City
October, 1987
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Privatization in the
Developing World



1 Steve H, Hank

Introduction

In developed and developing countries alike, privatization is one of the
most revolutionary innovations in the recent history of economic pol
icy. Margaret Thatcher has made it a central part of her economic policy
in Great Britain; last November the French embarked on a prograrr
to sell off sixty-five state-owned companies and banks; and majoi
privatization programs are underway in developing countries every-
where. Even the “People’s Republics” of Africa— countries such as
Angola, Benin, the Congo, and Tanzania— have begun turning to
private-sector management of inefficient state-owned firms.

The popularity of privatization has different origins, reflecting
different hopes that its proponents have for it. Many proponents empha-
size efficiency. They see privatization as a means to increase output,
improve quality, and reduce unit costs. Others hope it will curb the
growth of public spending and raise cash to reduce government debt,
Others like its general emphasis on private initiative and private mar-
kets as the most successful route to economic growth and human
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development. Finally, a large group sees in privatization a way to
broaden the base of ownership and participation in a society—
encouraging larger numbers to feel they have a stake in the system,

Privatization is the transfer of assets and service functions from
public to private hands. It includes, therefore, activities that range from
selling state-owned enterprises to contracting out public services with
private contractors. In a country like the United States, where few eco-
nomic sectors —with the important exception of land, minerals, energy,
and timber resources —are owned by the government, privatization has
tended to be limited to contracting out public services. In developed
countries such as Britain and France, however, as well as in most
developing countries, the government owns a large fraction of the
nation’s industrial enterprises; and in most of the world, therefore, large
opportunities for privatization exist in outright sale of publicly owned
and operated firms. Such sales have in fact characterized much of the
move toward privatization in many places.

The issues related to privatization are many. Besides broad issues
of economics, privatization raises issues of finance (what financial
strategy should be adopted to accomplish a particular privatization
objective?), property rights and law (is the legal structure, especially
as it relates to property rights, adequate to support successful privati-
zation?), tax structure {does the tax system encourage private equity
ownership?), and especially politics. In some ways, of course, the last
of these issues is the most important, since political facturs will ulti-
mately determine whether a venture in privatization can be tried. There-
fore, a critical part of any privatization strategy requires thinking
through a plan that will mobilize coalitions in favor of privatization
to overcome expected opposition from interest groups.

This book is meant to be a “handbook” on privatization. The
papers in it were presented at a major conference on privatization, which
took place in February 1986 in Washington, D. C. The conference,
which was sponsored by the U. S. Agenc, for International Develop-
ment (AID) and organized by the Sequoia Institute, was noteworthy
for several reasons. First, the more than 500 participants that attended
from all over the world represented a wide and rare spectrum of profes-
sions, viewpoints, and countries. Rarely have such a diverse group of
scholars, politicians, public-sector bureaucrats, and private investors
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joined in such an effort. The conference was also interesting as its cen-
tral purpose represented an implicit critique of some of AID’s own past
policies, and it spoke with the increasing voice of recognition that good
economic policies are more important than any form of aid in encourag-
ing economic and social development.

The papers in this volume are organized to address practical prob-
lems t:cing countries which are pursuing, or would like to pursue,
priv- _ation strategies. The first section looks at the foundations—
the - .oad issues of economics, law, and politics—which must be cen-
tral to any privatization effort. The second addresses the crucial issue
of planning. The third examines privatization in the context of develop-
ment and explores opportunities for privatization in developing coun-
tries. And the fourth then considers four specific case studies, taken
from both developed and developing countries.

The authors present wide-ranging discussions of both theoreti-
cal and practical aspects of privatization. In the face of overwhelming
evidence »f failure in traditional development strategies, privatization
offers an important opportunity to move in new directions. In the chap-
ters that follow, the authors explore the challenge of privatization—
both the opportunities and the pitfalls associated with it.
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A Global Overview

of Privatization

Worldwide interest in reducing the role of the public sector in national
economies is a phenomenon of the past four to six years. The grow-
ing movement to privatize industries, services, and agencies and the
changed conception of government’s role are products of pragmatism:
the state-owned sector is not working, and enormous subsidies to main-
tain money-losing enterprises and services only get bigger. The con-
viction is growing that private entrepreneurs can manage industries more
effectively and operate services more efficiently and at lower cost to
the public than can the government. Evidence supporting private enter-
prise over public ownership has emerged in areas of every continent.
This paper summarizes some of the current endeavors and successes
of different regions.
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Europe

Much has been said of the shining example of privatization provided
by the Thatcher government in Great Britain. Mortivated by the desire
to promote public share ownership in divested szate enterprises and
to introduce competition and market discipline into fields that had been
monopolized by the government, Thatcher’s administration believes
privatization will bring both greater efficiency and widespread con-
sumer henefits. Tlie program has resulted in more than 850,000 ten-
ants becoming owners of houses formerly owned by local government
authorities; majority private control of British Telecommunications
achieved through share offering in a flotation surpassed in size only
by the sale of Rritish Gas Corporation two years later; and disposal
of a variety of other enrerprises ranging trom road haulage to hotels
to an automobile plant. The new shareholders of British Telecom real-
ized an immediate profit on thejr holdings, and telephone service has
improved substantially under private management. Complete privati-
zation, combiaed with reduction of the government’s shzre in other
enterprises, netted nearly $30 billion within the eighieen months fol-
lowing divestinent.

During 1985 and 1986, Rolls Royce, British Gas Corporation, Brit-
ish Airways, ard several atrports were privatized. London’s “big bang”
no-holds-barred competition in financial markets broke up the nation’s
securities monopoly, and has thus been termed “stocks for the masses.”
Even electrical power, long considered a natural monopoly, is under
consideration for privatization. The {983 £nergy Act permits private
firms to commission and run their own power stations, and several cons-
panies are interested in doing so. All in all, government tax incentives,
employee stock ownership plans, and continued, highly successful
privatization have more than trebled the number of British stockholders
since the Tory victory in 1983.

Privatization is on the agenda of other European countries, though
not everywhere to the degree envisaged in Britain. In Isaly, efforts are
being made to overcome the multibillion-dollar arnual losses of the
government-owned holding companies IR, which owns Alfa Romeo,
through the auctioning of parts of IR!, In addition, in June 1985 the
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Italian government held a stock sale of Sirti, a profitable telecommu-
nications company that then netted more than $500 million in less than
a year; the government also sold 20 percent equity in Italy’s state air-
line. Like Great Britain, Italy has opened up its financial market: Con-
sob, the Italian stock exchange, demands rhar listed companies sell a
minimum of 25 percent of their shares to the public as a condition of
being quoted on the stock exchange.

To reduce its losses, Spain’s Narional Industrial Institute has been
ordered to reduce sharply the number of companies it controls. The
governmert plans to privatize national energy holdings and is luring
foreign interests from the United States, Japan, and the vest of Europe.
In 1985, West Germany stated plans for initial privatization activities.
Deregulation and the arrival of international iavestment banks have
opened up the bond market, though foreign investors are not entirely
assimilated.

French privatization was launched in November 1986, only eight
months after the election of a conservative parliament. Projects have
included a public offering of 50 percent of Saint Gobain, a state-owned
glass and special materials group. It’s interesting to note that when trad-
ing opened a month after the offering, shares were placed 18 percent
above offer price. Premier Jacques Chirac’s early move to repiace the
chiefs of more than a dozen rtate-owned banks and companies wih
private enterprise sympathizers drew sharp criticism, but the cour-
try’s denationalization program is gaining momentum as several inter-
ests are targeted: the state insurance company (Assurances Générales
de France); CGCT (Compagnie Générale de Constructions Télé-
phoniques), a state-owned deficit-running telecommunications com-
pany that supplies 16 percent of public sector and 25 percent of private
telecommunications equipment. Chirac also plans to sell French
interests in television,

Turkey has extensive plans for privatization and the necessary legis-
lation in place to dispose of a number of state enterprises, but results
thus far are limited to the sale of toll-collection rights for a Bosporus
bridge and the Keban Dam. Currently for sale are state-owned cement
and fertilizer companies, among others. For some time Canada has
been in the process of reducing the government’s stake in some of its
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Crown Corporations by selling them to the private sector; in particu-
lar, the conglomerate Canada Development Corporation is now almost
entirely in private hands. In the past year, completed sales include
Canadair Limited (the state aircraft maker), some mines, two trans-
port development companies, and an airline.

Privatization in Britain and elsewhere has not been without its
critics. The British government has been accused of selling national
assets simply as a means of increasing revenues to avoid the politically
unpleasant necessity of raising tax rates. The parliamentary opposi-
tion has vowed to reverse privatization if it should come to power; but
as the election of June 1987 shows, the political constituency that
benefits from privatization continues to grow, and it will be increasingly
difficult and costly to revert to government ownership.

The Less-Developed Countries

{ncreasing interest in privatization in the LDCs is reflected in the growing
number of requests for advice and assistance received over the past three
years by the missions of the United States Agency for International
Development in establishing privatization plans. !ndicarive of LDC con-
cern are the figures that emerged from a cable sent by the U.S. Depart-
ment of the Tieasury to all embassies and missions in April 1985 seeking
information on the status of privatization efforts at each post. All but
four of the nearly sixty replies received indicated that divestment and
privatization of state-owned industries and services was of concern to
their governments. The reason for interest most often cited was the
untenable financial pressures exerted by continued subsidies. It was
evident from the replies that one of the major obstacles to more rapid
privatization was simply a lack of knowledge about how to go about
the process.

All too often, governments see divestment as the simple process
of announcing a willingness to sell and finding a suitable buyer at a
price the government is willing to accept. One of the more difficult tasks
facing the missions is to convince LDC governments that privatization
can often be a slow, frus:rating activity.
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Hand in hand with privatization go assistance in developing cap-
ital markets, provision of credit facilities, and reform of macroeconomic
policies so that the private sector can expand. Governments must be
made aware that little will be gained from privatization if industries
are protected from market forces. In some countries the private sector
is not sufficiently developed to provide the domestic financing neces-
sary to buy state-owned firms. And there may be resistance to ailow-
ing sales to private foreign investors where rhis is seen as leading toward
loss of national control over industrial development. Governments need
to be assured that this need not be the case. Examples of successful
joint ventures can be cited to allay these fears. Following are examples
of some of the projects that have been undertaken.

Asia

With some exceptions, privatization in the developing world has been
hampered by the lack of capital markets, especially legal ones, and by
severely limited credit facilities available to the private sector. Privati-
zation cannot take place unless there is enough capital in private hands
to provide potential buyers for state divestiture. Substantial progress
has been made in Southeast Asia in developing sophisticated financial
institutions; consequently, privatization has made correspondingly
greater progress there than in the rest of the developing world. A sec-
ond major difficulty faced by many countries is that there is no real
knowledge of the extent of the public sector: commitments have been
made by numerous ministries, without central coordination, and as
a result the government may find itself with a financial interest in enter-
prises over which it has exercised no control.

In Southeast Asia, Malaysia has shown an especially strong interest
In privatization, in part because of rhe examples furnished by Singa-
pore and Hong Kong, ard in part bec 1ase of the Prime Minister’s inter-
est. The government sold a minority interest in Malaysian Airlines
System and cxpects to relinquish majority control by 1988. After
revamping the fleet of the Malaysian International Shipping Company,
the government partially privatized it in late 1986, and facilities at Port
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Klang have also been sold to the private sector. Maintenance of the
Malaysian national air force is privatized. Much more ambitious is the
proposed divestment of the national telecommunications system, using
the British example. In this case as in others where international busi-
ness is developing rapidly, the government is faced with the prospect
of investing heavily in the modernization of the national communica-
tions system or having business bypass it for more efficient private sys-
tems. Privatization is the logical alternative.

Thailand plans to privatize its telecommunications system as well
as its railroads and municipal transport systems, but these plans have
not yet come to fruition. The government has resolved to curtail its
involvement in the oil sector as well. Formation of a privatization plan
is now under consideration. The Philippines government has launched
a program to sell 36 companies owned by the National Development
Corporation, including refining and marketing companies, that were
taken over to prevent their collapse when they failed under private man-
agement. President Aquino completely dismantled the energy minis-
try during her early months in power, indicating her dedication to
limited state control.

Among the less-developed nations in the area, Bangladesh has
taken a major step toward returning to private ownership the jute mills,
which were nationalized more than a decade ago. More than 400 public
sector assets have been divested, including newspapers, a fishing fleet,
chemical- and food-processing plants, and 8 percent of the government-
owned steel and engineering corporation. Four of the six nationalized
commercial banks were sold to the private sector. Since 1982 the country
has begun deregulation of investment. Since the 1970s the number of
state-owned enterprises (SOEs) has dropped from 90 percent of indus-
trial assets to 40 percent. Food subsidies dropped from 12.5t0 8.5 per-
cent of the national budget between 1978 and 1985; during the same
period agricultural subsidies dropped from 10 to 2.4 percent.

Inthe Far East, Japan has reduced its comparatively small public
sector with the partial sale of Nippon Telegraph & Telephone, and
it plans to sell the national airline, railways, and rhe tobacco monop-
oly. The government expects that competition will make these firms
more efficient and profitable. Finally, under the guise of improving
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socialism, the People’s Republic of China has initiated widespread
reforms in agriculture and industry aimed at improving individual incen-
tive and industrial productivity.

Latin America

Privatization has had a somewhat checkered history in Latin America.
In Chile, the military government has long been committed to privati-
zation: more than a decade ago the bulk of state-owned firms was sold
to the private sector, and the public school system was privatized. The
results were not always good; many firms failed and had to be rescued
by the government. The experiment has served to strengthen the pri-
vate sector, however, and hus led to the establishment of private pen-
sion funds alongside the existing state fund.

In Mexico, President de la Madrid’s government announced the
divestment of 236 state-cwned companies early in his term, but thus
far fewer than fifty have been put up for sale (although these include
important hotels and auto-making firms). Questions have been raised
about the seriousness of the government’s intent, since sale of some
obvious candidates has been refused based on the familiar argument
of strategic importance to national security. A major move was the intro-
duction of debt-free equity in the summer of 1986, equity with about
$700 million already approved and $500 million in processing. The
program is considered a resounding success.

In Argentina, the civilian government is developing plans for
privatization, but they are at an initial stage. The YPF would like to
transfer some producing oil fields but the terms are still undecided,
and some chemical assets have been put up for sale. In late 1986 Presi-
dent Radl Alfonsin launched a program of improvement that includes
reducing his central administration, and he developed 2 holding com-
pany to run state enterprises by more market-oriented principles in tariffs
and employment. The law requires special congressional authoriza-
tion for the sale of major state companies (including YPF), but not
for the sale of a number of mixed capital enterprises.

Honduras, Belize, and Jamaica have all tackled privatization
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aggressively during the past two years. A variety of divestitures and
leasing arrangements have been developed across a wide range of indus-
tries and service sectors.

Africa

Privatization on the African continent has been progressing more slowly
in part because of financial constraints, a lack of how-to knowledge,
and political hesitation by governments. In only three cities of sub-
Saharan Africa— Abidjan, Nairobi, and Harare —can there be said to
exist a fledgling capital market. The pressure on governments to reduce
the burden of subsidies is growing; in some cases African governments
have been refused loans from commercial banks because their portfo-
lios are entirely committed to servicing the debt and operating subsi-
dies of the public sector.

In West Africa, Togo has made the most energetic efforts toward
privatization. Run by a military dictatorship, the country is extremely
stable politically though it is one of the world’s poorest nations. It has
no stock exchange, so SOE sales are conducted through government
negotiations. Buyers were first offered leasing deals. which require less
capital outlay than outright purchase; then sales of assets became pos-
sible. Under the direction of the minister of state enterprises, all of the
country’s fifty-eight public sector enterprises are up for disposal. The
first project was the sale of the state steel company, then the state oil
refining and storage unit was leased to a private U.S. firm. The gov-
ernment has contracted European managers for some enterprises.
Currently tor sale are a recording studio, a trucking firm, and a salt-
producing company.

Some question the wisdom of selling the state assets of develop-
ing countries to foreign investors, but a good sign for Togo’s economy
is the fight of capital from neighboring countries increasingly directed
into Lome, the nation’s capital. Privatization is only one elecment of
a national economic policy that is beginning <o pay dividends: Loine
is the site of West Africa’s first private offshore bank, which will finance
regional projects. And in January 1987, for the first time in several years,
the Togo government was not forced to reschedule debts.
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Kenya’s Task Force on Privatization has for the past three years been
examining the disposal of some of the country’s more than 400 enter-
prises in which the government has an interest. Progress has been delayed
because of political reservations about selling enterprises to the only
available buyers — particular ethnic groups or foreign multinationals.

More promising prospects for Africa’s immediate future appear
to lie in leasing and management contracting of state-owned firms,
which would avoid political accusarions of loss of control. Leasing hotel
operations has become common, as in the cases of Niger and Tanzania.

Conclusion

The developing world is rapidly becoming more sophisticated in the
uses of privatization, finding ways to alleviate the political concerns
that incvitably go with reducing the role of the state in the econcmy.
Organized labor’s concerns that privatization will mean loss of jobs
are being met, and there is a wider public acceptance of the advan-
tages of divestmenr. While the process is slow and often frustrating,
itis becoming clear that in many countries the private sector can replace
ineflicient, money-losing state enterprises with more modern indus-
trial plants that will better serve the needs of the consumer as well as
relieve financial pressures on the government.
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The Promise of Privatization

Every so often I come across a list of ideas that someone believes are
changing the world. My list would certainly include privatization. The
idea of turning over government-owned enterprises to the private sec-
tor is sweeping —and changing— the developing world.

This publication is the result of an international conference on
privatization sponsored by the United States Agency for International
Development {USAID), held in Washington, D.C., in February 1986.
The conference was significant in three respecrs. First, it drew nearly
five hundred delegates from forty-six countries. Never before had so
many decision-makers and technical authorities from SO many coun-
tries been brought rogether in one place to discuss, to deliberate, and
finally, to act on privatization. Second, the conference was a dramatic
celebration of change. Secretary of State George P. Shultz underlined
this point when he told delegates that the conference symbolized a “revo-
lution in economic thinking. It bas been an unusual revolution,” the
Secretary explaine, “in that it is a return to principles we once adhered
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to, but from which we had strayed. They are principles of individual
freedom and private enterprise that have changed the world more in
200 years than all the changes in the preceding 2,000 years.” Finally,
the conference was more than an intellectual exercise. Agendas promot-
ing privatization were set that are now being carried out around the
world.

Privatization has finally come into the development mainstream
as aresult of a gradual but profound shift in attitudes worldwide con-
cerning the beneficial role of the free market and the private sector.
This shift is based on the experience of the Third World itself. Develop-
ing countries thut rely on .aarket forces as an engine for their economic
systems have, by and large, grown morze rapidly than those with econ-
omies that are planned, directed, and controlled by the state. Market
economies have greater diversity and resilience than controlled econ-
omies. Many countries have found that state-owned enterprises have
failed to generate high rates of economic growth that are critical to
development. Third World leaders have, in large measure, accepted the
evidence of this experience and are beginning to draw on its lessons
to chart new paths toward greater economic performance for their own
countries,

Privatization is at the core of this continuing dialogue. Privatiza-
tion increases the quality of goods and services available in the mar-
ket while keeping it responsive to consumer needs and demands. It
allows governments to reduce their deficits by ending the costly subsi-
dies they pay to keep inefficient parastatals afloat. Through the free
market’s allocation of resources, privatization over the long term cre-
ates more jobs and opportunities for all. Privatization leads to open,
competitive economies that produce higher incomes and more perma-
nent jobs. In short, privatization can be the right step at the right time
to liberate the cconomies of developing countries from the slow growth
or stagnation that has plagued so many of them for so long.

We can draw some broad conclusicns from privatization efforts
to date. First, privatization moves forward more rapidly when leaders
of developing nations make highly visible political commitments te
economic reform. Second, privatization does not come easily. Dives-
titure of state enterprises may run counter to the interests of powerful
elements within a society; many state-owned enterprises are not eco-
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nomically or financially viable enough to attract investors; and a fear
of foreign investors often permeates governments and parastatals, ren-
dering some elements of privatization suspect. Third, there 1s no sin-
gle model for achieving success. Privatization can range from outright
sale to a private-scctor buyer to the transfer of shares to employees.
Although there is no ideal model that fits all situations, the prospects
for privatization are greatzst in countrics that have financial mechan-
isms thet facilitate privatization,

Fourth, even highly developed nations are still experimenting with
privatization. Britain is in the midst of a full-scale privatization pro-
gram. Forty percent of its state sector has been handed over to private
enterprise in the past eight years. Yet debate about privatization con-
tinues, not just in Britain, but in Italy, Spain, and elsewhere in Europe.
Nor is the United Srates a fully divested nation, though it is getting
there. Public land is being auctioned. loan portfolios are being bro-
ken up, cven our post offices are being placed in the hands of the pri-
vate secror. Debates surround our government’s divestiture as well.
Finally, privatization is more than a matter of converting factories or
public services to the private seceor. It also means frecing the market
of impediments, such as price controls on farmers or interest rate ceil-
ings on lenders and borrowers. All too often, thes  controls have resulted
in poverty and the diversion of resources away from private enterprise —
factors which have radically limited economic growth in developing
nations. In other words, privarization cannot be carried out in a vacuum.
Macroeconomic policies such as extending credit to private borrowers,
developing capital market structures, and reducing government regu-
lation are essential to successful privatization.

The United States Apency for International Development has taken
a leading role in responding to this worldwide interest in privatization,
We have made privatization a significant component of our Private
Enterprise Iuitiative, whose goal is to build a favorable climate for free
enterprise in the developing world. A significant financial and tech-
nological commitment has been made to help developing countries
privatize their economies. USAID will continue to promote macroeco-
nomic reforms that eacourage growth based on market forces. We will
conrinue to make privatization a major element of our policy dialogue
with host country governments. The United States will continue to work


http:eicourd.ge

20 M. PETER MCPHERSON

with the international financial community to view privatization as a
worthwide investment for future economic growth. As a result of the
conference, USAID has directed Agency missions in forty countries
to carry out an average of two privatization activities annually. Work-
ing with the Departments of Treasury and State, USAID will continue
to encourage multilateral development banks to act more decisively
in private-sector lending, privatization, and divestiture.

The development approaches of the past, based on large govern-
meni bureaucracies and centralized, government-controlled economies,
have been discredited by their failure. Privatization is forging economic
success and stabiiity. Privatization works because it focuses on the
entreprencur, encourages individual initiative, and promotes market-
oriented policies. More and more developing countries are discover-
ing that privatization produces growth Jor their cconomies and greater
opportunities for a broader spectrum of their people.



Part 11

The Foundations of Privatization
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The Role of Divestiture in
Economic Growth

Privatization is a response to the rapid growth of government in the
last twenty years. International Monetary Fund (IMF) figures show that
from 1960 to 1980 the public expenditures of most countries rose hy
2 to 3 percent a year in real terms, especially from 1960 to 1975. In
the early 1970s, thirteen countries were spending close to 30 percent
of their GNP in the public sector; by the end of the decade about forty
countries—almost half th= ninety countries for which the IMF keeps
statistics—were spending more than a third of their GNP in the public
sector. A kind of quiet revolution occurred in the 1970s, shifting
resources into the public sector. In less-developed countries (LDCs),
the growth of the public sector was characterized by growth of the
parastatal sector, the state-owned enterprises (SOEs). The numbers are
revealing:
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* In Mexico, 150 SOEs existed at the beginning of the 1960s;
by 1980 that figure had reached at least 400, and there is now
talk of 600 SOEs;

* InBrazil, there were 150 SOEs at the beginning of the 1960s;
by the beginning of the 19805 there were 600 to 700; and

* InTanzania, there were fifty SOEs in the mid-1960s; by the late
1970s there were 400,

State-owned enterprises now account for 10 to 20 percent of GNP
in much of the less-developed world. They dominate manufacturing
in a great number of countries, In Turkey, for example, 50 percent of
value added is generated by state-owned manufacturing enterprises.
The figurc is 80 percent in Egypt, and in very few poorer countries
isitless than 30 or 40 percent. The same is true of capital investment,
SOEs are now responsible for between 20 and 60 percent of total invest-
mernit spending in the less-developed world. This trend cuts across ideol-
ogies and types of cconomic systems. Whether in Kenya, the Ivory
Coast, or Brazil, the samne propensitics exist for expansion of the state
sector. This is true of the statist, socialist economies as well; virtually
all countries saw an expansion of the public sector and SOEs in the
1960s and 1970,

This increase in the size of the state has become a great problem,
especially for a certain grou p of economies for which there are not many
souices of growth. Theorists and politicians claimed SOEs were the
leading edge of modernization, especially in manufacturing. SOEs were
to generate resources for investment and take control away from for-
eign interests, which were resented in much of the world. The percep-
tion now, of course, is that these SOEs on which so much hope was
placed have failed. SOEs are scen more as budget drains than gener-
ators of new resources. Governnients everywhere are searching for new
ways to mobilize resources and use the resources they have more cffec-
tively, and this has fucled the shift to the private sector.

The push for privatization comes in different forms in different
parts of the world. In the industrial countries, it has come mainly
through divestiture—through privatization of ownership and sale of
equity. In the socialist and centrally planned economies, it has come—to
the extent that it has come at all — in the individualization of economic
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activity. The most striking example, of course, is China, but the trend
can also be seen in Hungary and other centrally planned economies.

In the LDCs, there is a mixture of approaches. Some divestiture
has been accomplished in the fashion of the industrial countries. Sin-
gapore Airlines sold a substantial share of its equity on private markets.
Malaysia is privatizing a major port facility. And the telecommunica-
tiors systems of several Sourheast Asian countries are being privatized
by sale of stock to the public. But in most of the less-developed world,
divestiture remains a rarc event. There are extremely few cases of privati-
zation of the kind that can be found in the industrialized countries —
the sale of equity. What is more coramon is reprivavization, particu-
larly in the two champion performers, Bangladesh and Chile. A simi-
lar phenomenon can be found in both these cases: when a traumatic
war in Bangladesh split the country, those who owned enterprises in
what is now Bangladesh fled, leaving the state to take control of those
enterprises; in Chile a spasm of political revolution resulted in roughly
500 enterprises being taken over in one form or another during the
three-year period of Allende’s rulz in the early 1970s.

Problems of Frivatization

A few years ago [ did a study that tried to determine exactly what was
happening with divestiture of SOEs around the world. After looking
through all the literature and talking to anybody who knew anything,
we found only thirty actual divestitures in Africa, about 165 in Latin
America, and around 250 in Asia in the last decade. If Bangladesh and
Chile are eliminated from these figures, we find only 100 or so divesti-
tures around the world. The question thus arises: Why has there been
so little divestiture in the LDCs compared with the industrialized coun-
tries? Afeer all, if you pick up any newspaper in Western Europe you
will find two or three articles about the sale of state enterprises by Italy,
Sweden, Gerinany, Japan, and, of course, the champion industrial
privatizer, the United Kingdom Yer little of the same has occurred in
the LDCs.

['think this is in part because of the novelty of the phenomenon.
But there are other factors at work, of which [ will mention three. First,
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the motivation for divestiture is very different in industrial countries
compared with most LDCs. In the industrialized countries, privatiza-
tion involves a scarch for more dynamic management. There are other
motives, but the basic thrust is to invigorate the management of impor-
rant companies —many of which are vital to the health of the naions’
economies —so that they may perform better. A few LDCs want to stim-
ulate better management through privatizing, but the main objective
is to get rid of losers. These governments are burdened with a whole
array of state enterprises that obviously do not function well and are
drains on budget and credit resources. Privatization —or more prop-
erly, divestiture —is seen as a way to reduce these fiscal and monetary
burdens.

The second difference has to do with the availability of modali-
ties of privatization or divestiture. In the industrial countries, the ques-
tion of selling stock is essentially financial: once the political decision
is made, the rest can proceed smoothly. The process involves finding
the right merchant bankers, getting the right valuation of assets, then
finding a good price and putting the company up for sale, usually in
a well-developed capital market. Divestitures can even take the form
of widespread managetnent buyouts of SOEs. In the LDCs, this road
is not as readily available, for well-known reasons. The matter of who
buys state assets is largely irrelevant in industrialized countries; in the
LDCs it is of overwhelming importance. LDCs have thin capital markets
with few potential buyers for state enterprises. In many countries,
foreigners are not regarded as acceptable buyers for political and social
reasons. Some countries have ethnic restrictions as well, and there is
great reluctance to undertake privatization or divestiture programs
because “undesirables” may buy the companies.

The third factor—not unrelated, of course — is that the economic
policy environment in the two sets of countries is very different. In the
industrialized conntries, a state enterprise that migrates into the private
sector finds a well-structured legal system, a reasonably competitive
market without excessive controls over prices and inputs, and a rela-
tively open international trading structure. The typical LDC, in con-
trast, has a legal structure intolerant of private activity, labor laws that
are extremely restrictive in terms of who can be hired and fired, total
or nearly total protectionism in the industrial sector, subsidized access
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to credit resources, and a government that fixes wage and price levels.
This economic structure is a different kind of animal from that of indus-
trial countries, and it creates special problems.

Further Difficulties

Let us further explore difficulties of divestiture in the less-developed
world. The first I have already mentioned: most governments are
primarily anxious to get rid of losers— firms that are not making any
profits, may never be able to make profits, and are drains on public
resources and management skills. Second, there is the limited number
of capital-bearing buyers. Third, in small economies, many govern-
ments sce little advantage in transferring a public sector monopoly to
the private sector, where it could become a private secror monopoly.
In fact, this is the case for the manufacturing sector in most of the small
economies of the worid.

Fourth, itis important to note that the domes- ‘¢ political constit-
uency for privatization — and especially for divestiture —is small in many
LDGs. If you look at who is for and against divestiture, you will find
that mtellectuals in virtually all of the developing world are against
it. They see it as selling off national assets to the power brokers, which
they think is a terrible idea. The military is often opposed io privati-
zation in places like Turkey, Brazil, and Argentina, where it initiated
many of the SOEs. In come countries, half of the industrial sector is
run by the ministry of defense, which will certainly be against privati-
zation. Labor, whether formally or informally organized, is against
it mainly because overmanning is a problem inherent in all state sec-
tors, and reduction in staff is a consequence of divestiture. Bureaucrats
are against it, again for obvious reasons: they don’t want to see their
particular interests shrink away. In short, one must look hard and long
to find a constituency for a divestiture program. And that’s part of the
problem, because so far the major forces for privatization have been
oursiders —the World Bank and the IMF,

Finally, it is only fair to mention that the political risks to any
leadership that heads down this road are extremely high. The process
of divestiture involves an admission of national guilt, as it were: the



28 ELLIOT BERG

great number of white elephants constituting huge deficits means that
terrible mistakes were made. Divestiture i a very tough political action
to tzke, and very few governments have shown themselves willing to
take it. A story illustrates just how difficult this can be. A methanol/gaso-
hol plant built in Kenya cost a billion Kenyan shillings. It never oper-
ated, and the best offer for the plant was 5 million shillings. To accept
such a price for this huge picce of machinery and publicly admit that
it was a gross failure would have been extrernely difficult. And the gov-
ernment, of course, never did.

Despite the difficulties, privatizations are occurring, In addition,
there are many internal divestitures taking place: firms or enterprises
are shedding activities that are the least profitable (or the most money-
losing). For example, the Ivory Coast had twelve rice mills in the state
sector that were not particularly viable, Of these, half were closed and
half were leased to private companies. In Panama, several noaviable
sugar complexes were closed. And in other countries, many airlines —
which are big money-losers—have abandoned domestic routes or
released aircraft to international carriers, Pruning costs has reduced
the burdens of the enterprises.

This type of internal divestiture removes state-owned monopo-
lies from the market, creating the potential for private initiative. Some
enterprises are simply closing their doors and wasting away. Budget
resources and access to credit at central or commercial banks are cur,
and people are laid off graduaily over a year or two. Under the pres-
sure of fiscal and monetary austerity, governments are forced to make
decisions about which enterprises will survive, and many of them are
closing. In Turkey, for example, one of the granddaddies of all SOEs
has been greatiy pruned simply by credit neglect and deregulation. The
Meat and Fish Corporation, which only six or seven years ago employed
perhaps 250,000 people, has now shrunk to about 100,000. There is
vibrant competition from private slaughterhouses, which was never
the case until now.

Finally, there is “back-door privatizing.” In Madagascar, for exam-
ple, there appears to be little private scctor development. But when you
begin talking to people, you find that decentralized, unpublicized shift-
ing of emphasis from the state to the private sector is taking place. Hotels
are being leased to private management. Returning to one hotel where
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I'had been before, I was astonished to see how much the service had
improved. | asked what had happened and was told that it had been
leased to a Mauritian family at a flat rate. The change was amazing,
but not a word was spoken about privatization.

The Importance of Kncwledge

First, even the most casual survey suggests that for successful privati-
zation, much more must be known about individual enterprises than
is typically known. Any divestiture program based on a vague under-
standing of the enterprises in question will surely run into serious prob-
lems. Often, failing enterprises won't have annual accounts for the
previous three or four years. Authoritative studies of SOEs that we con-
sider to be nonviable are needed to convince people of the desirability
of a particular action. These studies should define and classify the enter-
prise. If an enterprise will never succeed, it should be liquidated. En-
terprises that the government considers strategic, or those that the
government will not even consider turning over to the private sector
should be rehabilitated. There are some enterprises for which partial
privatization may be right, and for these, 30 percent of the equity might
be sold. For others, total privatization may be the answer. Very few
such studies exist, and we often enter into divestiment negotiations not
knowing enough about the nature of the enterprises and their potential.

Second, we need more openness in negotiations despite its disad-
vantages; there is great risk with closed-door dealing. In many coun-
trics, the people sitting around the table at a divestiture or privatization
discussion may also be actors in the purchase. A minister of finance
may have an interest with others in buying the enterprise in question.
There is always the danger of such things happening. Finally, the
benefits of divestiture must be stressed. Much discussion of divesti-
ture and of privatization in general tends to be negative, with great
emphasis on reduction in employment and the scaling down or liqui-
dation of national assets. There is little public discussion of the benefits
of better resource use, reduction of pressures on the budget, and the
reallocation of labor—and management in particular—to more produc-
tive tasks.
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So far I have discussed the privatization of ownership, but that
isonly one form of privatization. I think it is probably the least amenable
to rapid change, for the reasons given above. In many circumstances
itmay be as important to change the regulatory environment. Clearly,
in the case of an urban bus system, where passenger lines are heavily
subsidized by the state, a change 1o privite ownership 1s not going to
matter much so long as the rate structure is rigidly controlled. Deregu-
lation is necessary to allow effective competition. Another possibility,
one that may not be so casy for some of us to swallow, is that divesti-
ture may not be a desirable solution for certain enterprises. The com-
pany may have a heritage of poor decisions, or there may have been
technological changes in the world economy such that divestiture may
not be viable. In those cases, the discussion should be focused on
whether or not 1o liquidate.

What, then, are the most promising scctors to approach for quick
resiles? First, there is the privatizaion of management. We know that
leasing provides a politically acceptable foot in the door; this is prob-
ably the best way to begin, si, ce by various arrangements on the leas-
ing side the degree of write-down of asscts can be conurolled. We found
relatively few examples of leasing, but the approach has a lot going
for it. With the use of contracting out, it clearly has immense poten-
tial. Road maintenance is a critical sector in many countries, and urban
services —waste collection and so on—is another area with tremen-
dous potential. Not much has been done in this area, although Caracas
now has its strects cleaned by a private com pany. Finally, there is general
deregulation of the cconomy. Even in economies that are at early stages
of development, a great deal can be done in transportation, agricul-
tural marketing, education and health, and animal services, In key sec-
tors of the poorest countries, where the state now has a monopeoly on
the delivery of services to producers, there is immense potential for
privatization.

In short, while privatizations of ownership have been few so far,
privatization of management as well as load shedding via deregula-
tion or contracting out are promising and suitable for economies at
all stages of development. It may be more promising to pursue deregn-
lation and the privatization of management. The forces of austerity
in LDCs are working toward deregulation, and we should promote these
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avenues of privatization. For the past twenty-five years, the tremendous
energies of individuals and small groups have been neglected or sup-
pressed by the size of the state; there is great potential waiting to be
unlocked. Deregulation and privatization are the keys to renewing eco-
nomic growth in the world.
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The Political Obstacles

to Privatization

Privatization in industrialized countries is far more extensive than is
generally realized. While much international attention has been focused
on the transfer of major national enterprises such as the British and
Japanese national railways, the actual number of these examples is
rather small. On the other hand, tens of thousands of less dramatic,
smaller-scale cases of privatization exist at the state and local levels in
the United States, Grear Britain, West Germany, and Japan.

In this paper, 1 concentrate on various forms of privatization of
public service delivery systems rather than the large-scale divestiture
of state-owned enterprises (SOEs). I believe the former are the best initial
prospects for privatization and for demonstrating that privatization can
provide meaningful improvements in 1 country’s economy. Privatiza-
tion of services may set a precedent for looking at the phenomenon
itself, and for making it more politically acceptable for larger-scale enter-
prises that may be more difficult to tackle.
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Numerous obstacles rerain to the spread of privatization. Among
them are simple misconceptions, which those who tavor maintaining
the status quo promote as if they were truths.

Misconceptions about Privatization

“There won't be enough suppliers to permit competition.” The impli-
cation of this claim is that only one of a handful of firms will actually
be qualified or willing to enter a field, leading to a monopolistic or
oligopolistic situation that will harm consumers; hence the status quo
of state provision should be maintained.

The first problem with this view is the assumption t!.at a perma-
nent public monopoly is better than a temporary private monopoly.
Numerous studies of how bureaucracies actually perform dispel the
naive notion that civii servants are any more altruistic or enlightened,
on the average, than entreprencurs. And because a public monopoly
is generally permanent, consumers have no hope of an alternative if
its service is costly or of low quality. Turning the service over to one
or a few private firms under conditions that pernit competition at least
offers consumers the chance of improvements, as new suppliers are ulti-
mately attracted by the monopoly profits being earned by the initial
entrant,

But the reality is likely to be even better for consumers. In virtu-
ally every field of public service, many possible suppliers exist. For
example:

* The employees of a public service agency can form a company
and bid for the contract to provide the service;

® Administrators frustrated by bureaucratic constraints will often
be motivated to form companies to do the same work more
efficiently;

* Firms in related fields may be attracted by the chance to diver-
sify into a new area;

* Many labor-intensive public services are ideal start-up busi-
nesses for lone entrepreneurs, of which there will always be
a good supply if che opportunity to make money is present (gar-
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bage collection, jitneys, landscape maintenance, and janitorial
services are a few examples).

“Many public services are natural monopolies, so they should be
operated by the public sector.” There are two relevant questions to ask
about this assertion. Firsz, are the services in question really natural
monopolies? And second, even if they are, is public ownership best?

All'too often, existing providers of a service claim that their field
is naturally monopolistic or oligopolistic in order to prevent the intro-
duction of competition. For decades this claim supported public utility—
type regulation of airlines, railroads, bus lines, trucking, and taxicab
service in the United States. But within the past decade significant
deregulation has occurred in all of these areas, leading to expanded
service and lower average prices for the grear majority of consumers.
Even such traditional public utilities as telecommunications are being
opened up to competition, and studies of even limited competition
among both electricity firms and cable TV firms show lower costs and
greater responsiveness to consumers. We should be very suspicious of
claims that a given public scrvice represents a natural monopoly, and
we certainly should not protect any provider against entry by other
would-be providers.

Even where there is a political consensus that a utility should be
provided through a monopoly, it is not at all clear that state owner-
ship is the preferred form. American telephone service has generally
been acknowledged to be among the cheapest and best in the world.
Yet it has always been provided by private--though regulated — fran-
chised monopolizs. Most U.S. electricity and most French water supply
systems are also provided by private enterprise. I contend that the pos-
sibility of competition in the private sector is a better protection for
consumers than rhe guaranteed monopoly of a public sector bureau-
cracy, given what we have learned about the relative performance of
the public sector versus the private sector in terms of both cost and
responsiveness.

“The service must be provided by the state to ensure that the poor
will have access to it.” This widely believed proposition is a major rea-
son why so many public services are provided by the state and made
available without charge to users, often at heavily subsidized prices.
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Ironically, such policies can actually be harmful to the poor. A heavily
subsidized transit system, for example, does manage to keep its prices
low. But there are numerous other consequences of subsidization: a
lack of cost consciousness by management and employees; continua-
tion of little-used routes and toleration of above-market pay scales and
inefficient work policies, for instance. The result is often a very costly
transit syscem that is not responsive to changing demands for service.
The poor are especially vulnerable because they rely heavily on public
transit. Moreover, although the poor receive the greatest benefit from
subsidized prices, they themsclves pay many of the taxes used to pro-
vide the subsidics through sales or valuc-added raxes, property taxes
(as part of their rent), and corporate taxes (as part of product prices).
There is also the huge wasre involved in subsidizing the majority of
riders, who are not poor and who could readily afford to pay market
rates.

A far more efficient alternative is to make use of what the U.S.
Department of Transportation calls user-side subsidies, which entails
subsidizing only those users who are o poor to pay market-level prices,
and letting everyone else pay the full rate. The transit system can cthen
be run as a business, presumably by private entrepreneurs interested
in getting the job done in the most efficient way. This mechanism is
usually accomplished through vouchers. The state can issue transit
vouchers, health care vouchers, housing vouchers, or school vouch-
ers, each redeemable only for the designated service, that the service
provider can present for reimbursement by the state. The provision of
vouchers solves the problem of access by the poor, allowing facilities
to open up entire areas to more efficient provision of services by pri-
vate enterprise.

“Public services should be organized for service, not profit.” This
objection is purely emotional or ideological, with little real applica-
tion to reality. Even the most sensitive of services—whether it be the
skill of a surgeon or the compassion of a clergyman— are rewarded
with a regular income. Everyone (other than those who take a vow
of poverty and live as ascetics) engages in a trade or profession in order
to “profit.” What separates productive cconomies from stagnating ones
is the presence or absence of hurman motivation to devote talents most
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effectively toward identifying and meeting the real needs of others. This
is precisely what entreprencurship is designed to do. By ruling some
areas of life off limits to entreprencurship, a society denies itself a vital
source of innovation and creativity. The desire for profit is what moti-
vates entreprencurs to seek out and fill the vast diversity of human needs.
There is no dichotomy between profit and public service.

Each of the foregoing misconceptions can serve the interests of
those opposed to privatization, whether they be a burcaucracy unwilling
to shift its role from service provider to that of contract administrator,
or the franchised monopolist desperately fighting to prevent the intro-
duction of competing firms. In each case, however, both theory and
evidence can be used to discredit these propositions.

Real Barriers to Privatization

While it is important to dispel misconceptions such as those discussed
above, it is also necessary ro recognize that there are a number of very
real barriers to privatization that, unless dealt with, can restrict or pre-
vent services from being shifted from public to private operation. Five
of the barriers discussed below are frequently encountered at the state
and local levels in the United States, and are likely to arise elsewhere
as well. The sixth is more likely to be a problem unique to developing
countries,

Misleading cost accounting. Claims that private enterprise can
deliver a service at less cost are often met with counterclaims by cur-
rent state providers. Unfortunately, the costs of stare service provision
are often greatly undersrated, by any of the following means:

* Quoting price as if it were cost. Some city officials have com-
pared the proposed price to be charged by a would-be private
supplier with the price charged by rhe government agency,
ignoring the fact that the firm must price to cover all of its costs
while the government is generally subsidized.

* Ignoring overhead costs. If a city government got out of the
garbage collection business, for example, a portion of the city’s
general overhead costs would no longer exist. It is necessary
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to include the garbage collection department’s share of city
overhead in order to make a fair comparison. But this is often
not done.

° Ignoring retirement costs, Many U.S. cities operate a retirement
system for all city departments. Generally, these costs do not
show up in each department’s budget, yet they are very real
and large costs of operating that department.

* ignoring capital costs. Most governments do not include the
costs of buying major pieces of equipment (such as vehicles
or heavy machinery) in departmental operating budgets. Herice,
unlike commercial firms, no annual depreciation charges are
made to account for the eventual replacemernit of these assets.

* Inaccurate or incomplete accounting, The lack of audited finan-
cial statements presents a ma jor obstacle to comparin g the costs
of a public enterprise with what the costs would be under pri-
vate enterprises.

Properly accounting for all of these factors will give a realistic pic-
ture of the true costs of public and private provision of the service in
question. One must never rely on the department whose continued
existence is in question to produce such a comparison. It is essential
that a knowledgeable but disinterested external party (a public account-
ing firm, for instance) perform these important cost comparisons.

Fear of job losses and unemployment. One reason privatization
frequently lowers costs is that public sector enterprises tend to be over-
staffed. All too often, agency or department heads see their task as pro-
viding employment rather than delivering the particular service in the
most cost-efticient manner, This naturally leads to protective work pol-
icies such as restrictions on the use of part-time labor and arbitrary
division of work in departments as well as simply hiring more people
than are needed to do the job.

This policy rests on a mistaken notion of the role of work in soci-
ety. It does not serve a country’s economy to waste resources. if ten
people are employed for a task that can be done by six, the other four
are unavailable for productive work elsewhere, and the funds absorbed
in paying them are unavailable to pay them for productive work. If
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people are paid a salary in a public bureaucracy to do work that doesn’t
need to be done, it is depriving the rest of society of the skills and ser-
vices of those people. In the short term, this policy gives those people
jobs, but in the long term it prevents them from doing productive work
in other fields. Employment should not be substituted for cfficiency
as a principal management objective.

Nevertheless, when the transition from public to private is pro-
posed, the fear of creating at least short-term unemployment can pose
a significant political barrier. It is therefore important to develop tech-
niques for dealing with this problem. Among the methods used in
American cities and counties are the following:

* Contractor preference requirements. When a service is frst
being privatized, the state can require that the company or com-
panies taking over give first preference in hiring to the displaced
government workers.

* Phased-in privatization. Another option is to implement privati-
zation gradually, usually on a geographical district basis, Public
employees displaced by the first privatization can be transferred
to other (not yet privatized) disrricts to fill any vacancies aris-
ing from normal attrition (turnover in state and local public
services can range from as little as S percent to as much as 20
percent per year).

* Worker enterpriscs. Government employees in an enterprise
slated for privatization should always be given the option of
forming a company and bidding for the contract in competi-
tion with the other bidders. A variant of this idea is to require
a department to bid against outside firms without requiring
conversion to corporate status. If the department wins the bid-
ding, it continues to perform the function in accordance with
the terms of its bid (which may mean a significant revision of
work policies and fewer total employees). If it loses, the work
goes to the winning outside firm, which may or may not offer
to hire the now displaced workers.

Finally, wherever possible, it is wise to give affected parties a stake
in privatization. The compensation of agency administrators can be
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based on achievement of the maximnm level of performance per unit
of money spent instead of on the size of the agency (as measured in
money and numbers of employees). This gives the administration a
tangible incentive to seek out more cost-effective ways to operate, such
as contracting out. Similarly, when a state agency is denationalized,
the natural fear and opposition of the work force may be overcome
if itis given (or allowed to purchase cheaply) shares of stock in the newly
privatized company. This method has been used with great success in
Britain.

One example of a public-to-private transition involved the contract-
ing out of data processing services in Orange County, California.
Orange County is the second-largest county in California; a very large
department did all 5f the duta processing for the county government,
A number of firms offered bids for a seven-year contract, and the win-
ning firm’s bid amounted to something like a 25 percent reduction in
the annual cost compared with the county’s estimate. In addition, the
winning firm offered jobs to virtually all of the existing employees.
Clearly, the firm would have a problem if it intended to keep all of the
employees but charge the county only 75 percent of the previous price.
It needed to reduce the Jevel of employment within the first few years
in order to meet the contract and not go broke. The firm succeeded,
using two methods.

One was to offer lateral transfers to other parts of the firm, once
it became familiar with the new cmployees. The firm happened to be
the Computer Sciences Corporation, a fairly large provider of com-
puter services in the United States, so there were mary job openings
throughout the company’s operation, The other method was simply
to take advantage of normal employment turnover, somewhere between
5 and 10 percent per year. For the first several years, vacant positions
were not filled, and work was reorganized and functions absorbed.
Utilizing mainly these two methods, the company was able to cut the
work force by about 20 percent in the first two years of the contract
and succeed in meeting the bid price to the county.

The firm was also successful in motivating the employees to work
for it, first because the firm had a good reputation in the computer field,
and second because the possibility of transfers to other parts of the
company opened up career paths to employees that they would not
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In the United States, private sector firms wishing to enter a par-
ticular field are frequently the ones to take on the task of developing
legislative or administrative provisions to remove barriers to privatiza-
tion. In a number of stares private firms are attempting to get permits
to build and/or operate prisons. Most state laws do not permit the state
to delegate its correctional power to commercial enterprises, but where
such provisions have been modified, companies headed by experienced
correctional people have begun to operate. In some cases they have bid
on and been awarded contracts to operate existing jails or prisons. A
more recent development is the turnkey contract, under which the firm
raises funds, designs, and builds the correctinnal facility, then oper-
ates it under long-term contract.

Although the impetus for removing legal barriers often comes from
private sector entities, enlightened public sector officials in both England
and the United States have sometimes made the removal of legal bar-
riers a priority in the interest of greater cfficiency in government. They
ha:e come to see that making lower-cost, more responsive public ser-
vices possible via privatization and/or deregulation can be a politically
popular move. Although they risk loss of favor with status quo interests
(public employees, franchised private firms), they stand to gain popular-
ity with taxpayers and private enterprise service providers. Deregula-
tion of airlines and trucking was a popular pro-consumer issue for
liberal Democratic senator Edward M. Kennedy in the United States.
Privatization has become a popular pro-taxpayer issue for Prime Min-
ister Margaret Thatcher in Britain. A particularly good tinie to introduce
privatization proposals is during elections.

Regulatory problems. Another potential obstacle to privatization
is an adverse climate of government regulation. Municipal bus systems
in the United States were once almost entircly private enterprises. But
most local governments, operating or the mistaken notion that bus
service is a natural monopoly, imposed stringent price controls and
service requirements on the bus companies. When Americans moved
to the suburbs in massive numbers following World War II, the com-
panies were severely restricted from being able to adapt to the changed
patterns of settlement and tiansportation. It became far raore costly
to serve a dispersed, low-density population, but political pressures from
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riders prevented adequate fare increases, Numerous routes became
unprofitable, br-. political pressures caused them to be maintained. One
after another, the bus companies went bankrupt and were taken over
by the local governments,

Today transit economists are advocading a competitive model {or
urban transit rather than the old public utility model. In this case the
developed world can learn many lessons from the cities of the developing
world, where competition with state-owned transit is commonly per-
mitted (Calcutta, Caracas, Dakar, Manila, and Singapore are a few
examples). In some cases private enterprise provides virtually all bus
and taxi systems, as in Buenos Aires and Hong Kong. But if private
transit entrepreneurs are encouraged to enter the business, it would
be a profound mistake ro resurrect price controls and service require-
ments, since these might lead to yet another wave of bankruptcies. Public
officials need to understand that competition is an alternative to state-
imposed regulation and price controls, and should give the providers
incentives for responsive behavior,

Regulation of prices may well be needed if there s only one sup-
plier in the marketplace, but when there are multiple suppliers, there
is o need for price controls, In fact, in a great many 1.DCs, and in
Britain and the United States as well, private enterprise has been driven
out of certain fields by the existence and persistence of price controls.
Transit is a particularly good . ample: where transit in American cie-
ics used to be provided entirely by private enterprise, price controls have
been exerted as part of their exclusively franchised monopolies. Over
a peried of years, political pressure always led to holding the prices
below levels that were necessary for the companies to survive, so the
companices went pankrupt. State and local governments took over these
companies, and that led 1o subsidized operation, which has now pro-
duced very costly and ineffective transit systems. It would be a great
mistake to privatize but leave price controls intact: it would prescribe
that the same situation happen again.

Likewise, in denationalizing tarpe-scale SOEs that have functioned
as statutory monopolies, it is important that public policy-makers also
open the way for competition. The Thatcher administration has been
criticized for allowing only a single competitor to the newly privatized
British Telecom (and only in a limited segment of BT's business, that
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of commercial long-distance service). Consumers would have been bet-
ter served by complete legalization of entry into al! aspects of the tele-
phone business, as is occurring in the United States.

Inadequate legal structures.  Privatization depends upon the will-
ingness of entreprencurs to risk their own funds toward developing an
encerpsise in the hope that it will meet the needs of enough customers
ta cover the entreprencur’s costs. But the willingness of entrepreneurs
and those who lend them money to take those risks depends very much
on the legal environment in which they seck 10 operate. If the law does
not contain strong protection for private ownership of property and
for the sanctity of contracts, backed by an impartial, smoothly work-
ing judicial system, then entrepreneurship is unlikely to develop and
Aourish. What entrepreneurial energies remain will likely be channeled
into the underground or informal ecenomy instead. In many countries,
both developed (like Italy) and less developed (like Peru), thriving infor-
mal sectors testify to the gross inadequacy of one or more key elements
of the legal system. Itis crucial to institute better access to courts, stron-
ger legal protections, and a tax code that does not penalize investment
and allows people to have a realistic chance of making money from
being entreprenuers and investing in public services. Privatization, in
fact, can provide the impetus for these reforms.

Lack of financing. One of the major barriers to privatization is
the lack of financing by international lending agencies and the inter-
national banks, many of whom, it scems, would rather collect payments
from a government than risk their money on entrepreneurs. In coun-
tries that do not have well-developed financial markets, virtually the
only sources of funding are those agencics. Fortunately, this situation
is changing. Participation of representatives of the World Bank and the
Asian and African development banks in privatization conferences and
other activitics indicates that a significant shift of emphasis on the part
of international lending agencies may be taking place. They have been
hurt badly over the last decade by the extent to which their loans to
SOEs have turned bad or remained unpaid. A serious rethinking about
the different performance incentives of SOEs versus private firms may
be taking place. On average, a good private firm may be a better risk,
due to the nature of the incentives that govern its performance, than

an SOE.
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Conclusion

Despite: a growing body of international evidence that competition and

—-s¥ifepreneurship can gencrally provide public services more respon-
sively and less expensively than can monopoly and burcaucracy, privati-
zation and deregulation are still the exception rather than the rule. What
stands in the way is the politics of contending interests. Defenders of
the status quo can often maintain their positions by relying on mis-
conceptions about public services and privatization as well as on some
very real barriers. Overcoming these obstacles requires a new kind of
leadership: the public official or political candidate who can change
the calculus of interests so that citizens (as both waxpayers and service
users) learn the connection between privatization/deregulation and
lower costs and better service. It requires the ability to understand both
the principles of pood economics and the political reality of achieving
them. It means figuring out the obstacles and their sources, the con-
stituencies in favor and against, and the means o find the way around
obstacles without destroying the principles. As John Redwood said
about the British privatization of public housing, “We did not announce
that we [were] going to sell the public housing. We announced . . . we
were going to confer a right to buy the house you live in” The eco-
nomic substance was the sale. But the political substance was the con-
ferring, rather than the wking away, of a right. It is an important
distinction of which consultants from the development community need
to be aware.
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6 Steve H. Hanke

The Necessity of
Property Rights

Over the past fifty years most governments have assumed a greater role
in the economic affairs of their nations. There has been more empha-
sis on macroeconomic planning and management; public sector bud-
gets have grown in absolute terms and in relation to private sector
activity. This growth has been the result of rapid increases in welfare
programs, military expenditures, and the range and scale of public
infrastrucrure and services. Many countries have increased the scope
of government by embracing the concept of an entrepreneurial state:
a state that is allegedly the engine of growth and development, and
one that attempts to achieve growth by either operating nationalized
industries or intervening heavily in the operation of private firms, Finally,
some countries have adopted socialist and communist economic
systems —usually involuntarily— for ideological reasons.

This trend toward more government involvement in economic
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affairs has begun to be seriously questioned. Indeed, there have been
attempts to rely more heavily on deregulated free markets for the allo-
cation of resources. The superiority of private enterprise 1s not, of
course, a new idea. In 1776, Adam Smith wrote in The Wealth of
Nations that “no two characters seem more inconsistent than these
of trader and sovereign,™ because people are more prodigal with the
wealth of others than with their ¢vn. Public administration is neghi-
gent and wasteful, he said, noting that public lands provided only 28
percent of what comparable private lands did, Consequently, Smith
recommended that the remaining public commons be privatized. If this
were to occur, the new owners would have the incentive to monitor
activities, climmate waste, and maximize the present value of their
asscts. As he pur it: *The attention of the sovereign can be at best a
very general and vague consideration of what is likely to contribute
to the better cultivation of the greater part of his dominions. The atten-
tion of the landlord is particular and minute consideration of what
is likely to be the most advantageous application of every inch of ground
upon his estate™

Property Rights Theory

In tecent years a large corpus of analysis has been developed on the
ceonomics of property rights. This literature shows that alternative
forms of property ownership give rise to different economic incentives
and, subsequently, different economic results. Private enterprises are
owned by individuals who are free, within the limits of the law, to use
and exchange their private property rights in these assets. These rights
give individual owaers “residual claim” on the assets of private enter-
prise. When these assets are used to produce goods and services that
consumers demand at costs lower than ruarket prices, profits arc gener-
ated, and the income and wealth of property owners are increased.
Alternatively, if production costs exceed market prices, losses are
incurred, and the value of a firm, along with the income and wealth
of the owners of the firm's assets, is diminished. Stated differently,
owners of private firms gain from eficient management and bear the
costs of ineificient management, Private owriers ultimately face the “bot-
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tom line;” which measures profits (or losses) that owners claim.

Incentives created by private property rights— by the link between
outcomes from using private assets and the income and wealth of the
owners — have profound consequences, Private owners face incentives
that make it desirable to monitor the behavior of managers and
ewnployees in their enterprises, so that coasumer demands are supplied
in a cost-effective way over time. As a result of being subjected to this
kind of moniroring, private managers are encouraged not to shirk their
responsibilities or to engage in behavior that is inconsistent with max-
imizing the present value of the enterprise (the owners® wealth). In other
words, private property rights create incentives that promote efficient
performance.

By way of contrast, public enterprises are not owned by individ-
uals who have residual claims on the assets of these organizations, The
nominal owners of public enterprises, the taxpayer-owners, cannot buy
or sell these assets, so they do not have strong mcentives to monitor
the behavior of public managers and employees. Taxpayer-owners could
capture some benefits from increased efficiency of public enterprises
through tax reductions. If realized, however, these incremental benefits
would be spread over many taxpayers; an individual’s benefits would
be small. And an individual’s costs of obtaining these benefits —
acquiring information, monitoring public employees, and organizing
an effective political force to modify the behavior of public managers
and employees —would be high. The consequences of public owner-
ship are thus predictable. Public managers and employees allocate
resouices (assets) that do not belong to them. Hence they do not bear
the costs of their decisions; nor do they gain from efficient behavior.
Since the nominal owners of public enterprises, the taxpayers, do not
have strong incentives to monitor the performance of public employces,
the costs of shirking are relatively low. Public employees therefore com-
monly seck job-related perquisites, which increase production costs
and divert attention from serving consumer demands.

Public and private enterprises are similar in that they both must
plan. Public planning is, however, fundamentally different from pri-
vate planning. Public plans are developed by public managers and
employees who neither bear the costs of their mistakes nor legally cap-
ture benefits generated by foresight. Morcover, public plans are devel-
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oped by people who do 1ot have to answer to any owners. As long
as the planning rules and procedures are followed, a public planis con-
sidered a good plan. Private planning is quite a different story. Private
plans attempt to anticipate consumer demands and production costs
correctly, because the present value of the private enterprise depends
on correct anticipation of demands and costs. Needless to say, priv ite
planners ultimately have to answer to the owners of private enterprises,
who keep a watchful eye on the value of the enterprises that they own.

From a theoretical point of view, private enterprise, which is based
on private property rights, tends to be more efficient than public enter-
prise. Considerable empirical evidence exists to support this conclu-
sion. For example, the “burcaucratic rule of two” states that the cost
to public enterprise of producing a quantity and quality of goods and
services will be double that of private enterprise. in other words, as
a rule of thumb the privatization of a public enterprise will cut costs
in half.

Public Enterprises in Europe

Public enterprises in Europe provide considerable evidence to support
modern property rights theory. These enterprises produce everything
from pots and pans to cars and trucks. They even own hotel chains.
As we would expect, these enterprises are quite different from their pri-
vate counterparts. The most striking feature of nationalized enterprises
is their politicization. Governments appoint the boards and top man-
agement and provide subsidies, since most nationalized companics lose
money. Politicians must be consulted and approve major decisions. Gov-
ernment therefore determines pricing, purchasing, plant location and
close-down, diversification, incentive systems, executive compensation,
product development, and financial policies. Labor relations are also
regulated by politicians, and contrary to popular belief they are much
more stormy in nationalized than in private companies. Not surpris-
ingly, the behavior of successful managers of nationalized enterprises
resembles that of politicians rather than of businessmen.

The public ownership of nationalized enterprises and accompany-
ing politicization lead to an interesting set of comparisons between
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nationalized concerns and similar private concerns. Sales per employee
are lower for nationalized firms. Adjusted profits per employee are lower.
Physical production per cmployee is lower. Taxes paid per employee
are lower. Costs per dollar of sales —operating expenses nlus wages — are
higher. Sales per dollar of investment are lower. Profics per dollar of total
assets are lower. Profits per dollar of sales are lower. Sales per employce
grow at a slower rate. And, with the exception of nationalized vil com-
panies, virtually all nationalized companies generate accounting losses,
In short, evidence from Europe’s public enterprises shows that prop-
erty rights arrangements are not neutral, and thac private enterprises
are more efficient than public enterprises. Nationalized industries rep-
resent public liabilities when retained in government portfolios. Once
privatized, these same entities become productive private assets. The
transformation of liabilities into assets represents the power of private
property rights.
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Privatization as Politics

The horrors resulting from government attempts to “manage” econo-
mies, even to the point of assuming the role of producers of goods and
services within economies, are not unique to any country; neither is
the benefit that typically results from reductions of these activities. The
historical record for all countries offers o thorough and systematic les-
son: to the extent that government affords @/l individuals and firms
the opportunity to produce what their counterparts elsewhere in the
world have demonstrated car be privately produced, the result is greater
economic efficiency, growth, and employment. The only thing dimin-
ished by aciing on this lesson is poverty.!

Given the record of private enterprise, it might scem surprising
that “privatization” is an issue at all today. Ore might expect, based
on this record, that political differences would focus on alternative
means for ensuring that all individuals are legally afforded the oppor-
tunities of private enterprise. Of course, the disparity between this lesson
and reality is accounted for by the success of certain private firms and
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individuals in attaining special privileges for themselves which no
market—but any government— can provide. The reality of most Latin
American, African, and other Third World countries is thar a small
portion of their respective populations have far greater economic oppor-
tunities than do the vast majority. As a colleague of Julio Bazan, my
successor as undersecretary for privatizations in the government of Raul
Alfonsin, said, “first we've got to privatize the private sector The
extent to which “private” enterprise has been “publicized” is most exten-
sively detailed by Hernando de Soto's E/ Otro Sendero, which, following
its initial publication in Peru, has rapidly become a best-seller in sev-
eral Latin American countries and will soon be available world-wide. 3

The Other Pail) clearly shows that the countries of Latin America
are less characterized by the separation of political and economic deci-
sion making than by their merger. Mr. de Soto finds that the centralj-
zation of economic and political authority in small elites is common
in governments of both left and right. In most of these countries, the
ideology of political campaigns has less to do with the structure of
decision-making authority —the institutions of cither government or
economy—than with who, among the elite, will have greater “clout”
for some period of time before the next clection or coup detat. The
principal constraint upon the decisions and self-aggrandizement of both
“left” and “right” elite, whether civilian or military, is the risk of revo-
lution, for:

a most significant difference between a revolution and a coup

detat is to be found in their aftermaths. The former always

requires that a broader constituency (a greater proportion of a

country’s population) must be rewarded by the new government.

The latter frequently involves no more than changes at the mar-

gin; recalculations of whom among the elite must be rewarded

how much. “New government” mightbe a less accurate descrip-

tion of the change engendered by many coup detats than would
“new occupants of governmental positions.™

Revolution need not be violent, at least not in the ascendance of revolu-
tionaries to positions of authority. It only requires an intense and dedi-
cated minority (witness Allende in Chile). This fact additionally
constrains the elites of “left” and “right” in their respective countries,
Thus, amidst an abundance of violence and death in Latin America,
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there have been very few violent “revolutions.”

Imagine a “middle” with both “left” and “right” on ore side and
revolution on the other; this it a picture of political reality in most of
Latin America. Thus Mr. de Soto finds a closer parallel between Latin
America today and European mercantilism of the fifteenth through
nincteenth centuries (attacked, incidentally, by both Adam Smith and
Karl Marx) than he does with any of the contemporary systems of either
Eastor West. His characterization of “mercantilism” is reminiscent of
Lord Bauer’s description of “the disastrous politicization of life in the
Third World,” and only raises questions about what their differences
might be:

when social and cconomic life is extensively politicized . . . . Peo-
ple divert their resources and attention from productive cconomic
activity into other areas, such as trying to forecast political
developments, placating or bribing politicians and civil servants,
operating or evading controls. They are induced or foreed into
these activities in order cither to protect themselves from the all
important decisions of the rulers or, where possible, to benefit
from them. This direction of pecple’s activities and resources
must damage the economic performance and development of a
society, since these depend crucially on the deployment of peo-
ple’s human, financial and physical resources, §

Of course, any proposed change of any given status quo will always
yield some who expect to lose more than they will gain from the pro-
posed changes. Itis understandable that most will work in opposition
to such changes. The difference in highly politicized, mercantile soci-
cties is that “some™ includes so many of both elites and non-elites. Such
societies, like those with state-command systems, have a population
predisposed to protection of the status quo before production.

In a mercantile society, therefore, more is required of the pouitics
of privatization in order for it to be successful than is the case in a society
in which there is a clear distinction between economic and political
decision-making, In the highly politicized society, privatization should
be understood as politics, because the merger of cconomic and politi-
cal decision-making requires it. The question “public or private?” is
more difficult to answer in a mercantile society because the question
itself has less meaning.
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In mercantile societies privatization might raean no more than an
expansion of not-so-private enterprise, or an expansion of government
by anather name. This is the best reason I can offer for the perpetua-
tion of unprofitable state-owned enterprises (SOEs) in Argentina. To
the people, privatization is less likely to be scen as a means for eliminat-
ing the enormous subsidies reccived by SOEs than as a means for trans-
ferring the protection of the state to private (in other words,
not-so-private) firms. How clse can the lack of public outcry be
explained in the face of continuing economic travesties?

An Unprotected Public

Protected enterprise, be it private or public, is more costly to the soci-
ety that allows the protection than would otherwise be the case. Per-
haps if the world provided a clear comparison between an unprotected
public enterprise and its protected private counterpart, the public enter-
prise might be found to be more productive and profitable. But if the
world provided only such a choice, I would have accepted neither Presi-
dent Alfonsin’s invitation to serve as his und.rsecretary for privatiza-
tien nor the invitation to write this paper.

Clearly, then, my position is not that climinating government
ownership is a cure-all for the development of economies and socie-
ties. [ would expect a country’s economy to stagnate if all of its enter-
prise was of the protected, not-so-private, character. Indeed, I would
expect the government of such a country to justify its protection of
not-so-private enterprises in terms of saving jobs, even though such
“saving” of jobs is a self-fulfilling proposition that ignores the jobs lost
to producers in other countries. But since such losses, of course, will
occur, the economy will continue to stagnate, and the government will
have arrived at a critical juncture. It either can genuinely privatize its
supposedly private sector, or it can increasingly assume ownership of
the not-so-private enterprises because the cconomy was stagnating, and,
obviously, the jobs still needed to be “saved.”

Looking around the world, the latter option has been the more
frequent choice. Of course, I have to look no further than the end of
my nose, for Argentina is among those countries which have succumbed
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to the worst of protected enterprise — protected public enterprise. Many
state-owned corporations were, in fact, once private businesses which
were failing due, at least in part to the “protection” they received. The
“answer™ in these cases scems to have been that if a little protection
yields bankruptcies, then surely a lot of protection will generate profits.

Since 1943 when Peron came 10 power, Argentina has served as
a textbook example of protectionisni’s negative effects on a political
cconomy. Entire industries —transports, communications, energy —
were “nationalized” with full monopoly status. Many other compa-
nies, in diverse scctors of the economy, were subscquently transferred
to the state. ¥ these companies can be said to save jobs, it is clearly
at the expense of other jobs, for they uniformly fail to generate profits,
and therefore those jobs are “saved” only because all Argentinians
fnance their losses. Other jobs which could have been financed by the
money and credit transferred o public enterprises are thereby sacrificed
in order to perpetuate employment whose cost to all Argentinians far
outweighs any benefit, In short, inefliciency preempts cfhiciency. And
the perpetuation of inefliciency prevents the discovery of efhciency and
the creation of new employment.

Some examples might help. The national railroads lose about $3
million per day; maintenance is very poor and service is disastrous.
The national airline loses $900,000 per day and has twice as many
employees per plane as do private companies. The officials of Gas del
Estado, the state-owned gas distribution company, succeeded in legally
preventing, private enterprise (even cooperatives of users) from install-
ing, financing, and managing their own neeworks even though 25 per-
cent of the country’s gas production is vented due to a lack of facilities.
Yacimientos Petroliferos Fiscales has the dubious distinction of being
the only oil cornpany in the world to lose millions of dollars per day.
Today only 7 percent of Latin America’s telephones are in Argentina,
down from 45 percent in 1945 when the national telephone company’s
monopoly was established. The combined deficit of the state-owned
enterprises in 1985 was equal to 2.7 percent of GNP, or 75 percent
of the total budget deficit. This would have been enough to pay for
more than half the scrvice of the country’s $50 billion external debt.

But the losses in dollars of public enterprise pale in comparison
with the social and economic harm which people must endure as a
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consequence of this ultimate form of their “protection.” When adopt-
ing a monopoly position, public enterprises pose a threat to the sta-
bility, let alone the well-being, of a society; in protecting themselves,
and presumably everyone else, from competition the public is ultimarely
unprotected. But greater than the loss of money is the loss of respect
by citizens for government itself. If democracy requires respect for gov-
ernmental institutions, what are the consequences for government whern:
a monthly “prorection fee™ must be paid to telephone company em-
ployees in order for telephones (installed at fees of $1,000 per home
and 82,000 per business) to work regularly? Monopoly begets cor-
ruption, and it diminishes workers’ prospects for useful employment.
After all, when Argentinians must wait up o twenty-five years to get
atelephone installed, which then does not work properly, demand obvi-
ously far exceeds supply. The response to this perfect opportunity for
expanding employment? The telephone company’s ofhcials oppose let-
ting cooperatives or other private companies install their own networks,

Cases of Privatization

In this light it should be clear that [ am not optimistic about the pros-
pects for privatization in Argentina that could do much more than
expand the population of not-so-private enterprises. Nonetheless, there
has been some privatization in Argentina which may contradict my
skepticism. In 1951, a national enterprise known as Transportes de
Buenos Aires centralized all public and private providers of public trans-
portin the city into a single monopoly. Establishment of this monop-
oly was the culmination of « deprivatization process that had begun
in 1936 in response to the declining utilization by passengers of the
government-owned tramways and underground systems. In spite of this
effort to ensure the profitability of the government systems, by 1959
they were losing $40 million a year, and in 1962, Transportes de Buenos
Aires was dissolved. The system was privatized by sclling the buses to
the employees for a nominal amount.

Today Buenos Aires s served by hundreds of private lines, equipped
with modern coaches, some worth more than $100,000. Although the
fareis only 10 cents, it provides sufficient profit for the owners to replace
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the buses before the mandatory retirement of ten years. The govern-
ment’s losses were turned into gain by the creation of tax-paying, instead
of tax-subsidized, businesses. And the city is no longer burdened by
unsafe and obsolete vehicles devoid of passenger comforts, nor plagued
by continual strikes from underpaid transportation workers, all of which
only produced complaints from the prablic. It took only a few months
after this reprivatization for the improvements o become evident.

A comparable case occurred inair transport. Though fares were
fixed by the government, a privace local airline (Austral) succeeded in
taking away passengers from the naional airline (Acrolineas Argen-
tinas) by the only means it could: providing better service at lower cost.
The government’s response o this benefit to consumers was to pass
alaw prohibiting private companics from carrying more than §0 per-
centof the trafhic, Adding insult to injury, the law forbade private com-
panies from serving neighboring countries, and those routes were
eventually taken over by foreign airlines, resulting in increased employ-
ment for non-Argentires, if they were fortunate enough to be unpro-
tected by their government(s). The insult and the injury were too much
for Austral, and the private airline bordered on bankruptcy. In order
to “save jobs™ that would never have required “saving™ but for its own
actions, the government placed Austral under state administration. Even
then, Austral was losing “only™ $200,000 per month, compared with
manthly {osses of Aerolineas Argentinas in excess of $16 million. This
did not deter the seeretary of transportation from proposing that the
bigger money-loser absorb the other inorder to establish a single state-
owned airline. One of my principal accomplishments while serving as
a minister to President Alfonsin was contributing to the defeat of the
secretary of transportation’s proposal and, with the support of the presi-
dent, obtaining the decision to re-privatize Austral.,

The third notable case of privatization in Argentina is that of
SIAM, anindustrial complex which grew over the years from making
bakery machinery 1o making refrigerators and other household appli-
ances, iron pipe, and even locomotives. After its founding generation
had passed away, it was mismanaged into bankruptcy, with huge tax
and social security debts to the zovernment. Under a special law, the
military government accepted payment of this debt in the form of the
company’s shares. Management authority was accorded to an Air Force
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General. Under his management, obsolescent equipment and prod-
ucts were not addressed by reinvestment, and the corresponding decline
in the company’s quality and service was matched only by its mount-
ing losses. In order to hoost sales revenue, prices were set below their
costs. Of course, this m it that no matter how much the company
sold, it could not have made a profit, and without profits it could not
correct its decline.

In the face of this, Air Force Commodore Mantel argued against
the privatization of SIAM, once claiming publicly that such action was
not needed because the company was making money. And, it appears
that it was, although at additional expense to the Argentine public.
As the general explained it to friends, the company was profiting by:
1) receiving government loans at rates below inflation, 2) delaying the
payment of sales and social security taxes, and, with the money provided
by these two tactics, 3) making loans to banks. The interest earned
from these foans actually exceeded the company’s operating losses.
Whether this case characterizes the not-so-private or not-so-public, it
is clearly a candidate for real privatization, which finally did happen
during my brief tenure with the government. Since privatization, SIAM
has hired more workers, makes a profit—and thercfore pays taxes—
and is already exporting some of its products, instead of costing Argen-
tinians the $1 million per month it had been losing.

Lingering Skepticism

In the face of these successes, why do I remain skeptical about signi-
ficant privatization in Argentina? First, I would be more encouraged
by the privatization of SIAM if it were not for the unique circumstances
wherein a new civilian government, following an extremely unpopu-
lar military regime, had an opportunity to visibly demonstrate its inde-
pendence from military control. There is a general rule that the
beneficiaries of any government program will usually succeed in per-
petuating such a program if its cosis of the program are borne (in the
torm of taxes) by a larger population.© This rule is reflected in the
phrase “cyranny of the minorities”; it allows us to understand how gov-
ernment programs are sustained, even if a majority of citizens do not
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support them. Each beneficiary is more ikely to know what, and how
much, he or she is receiving from a program than is a taxpayer to know
first of the program, its benefits, and beneficiaries, and second how
much of total taxes paid are expended for that program,

Furthcrmore, even with complete knowledge, the greater the num-
ber of taxpayers financing a program, the less stake cach of them has
in working against the program. Beneficiaries of the prograin, or course,
will be intense in lobbying for not only its continuation but its growth
wirmoney, if not beneficiaries). Finally, to the extent that each taxpayer
is abencficiary of one or more programs, there is always the risk of
eventually losing one’s own benefits by actively opposing programs
providing benefits 1o others. The possibility of such retaliation heightens
the reluctance of taxpaying beneficiaries 1o cngage i assertive action
agamst programs from which they do not, themselves, benefit.

Now transportation and, especially, urban transportation con-
founds the operation of the gencral rule by bringing taxpayer-passenger
beneficiaries together in close contact with one anciher, and requir-
ing no more of their time than they are already spending in transit for
exchanging their views about a very visible shared experience. In short,
government transport, unlike any other government program, virtu-
ally creates a public forum for the climination of government trans-
port. In the Austral airline case, Tam concerned about the decree that
is planned, upon its reprivatization, whereby all growth in local trafic
would go to the private line. This would not concern me so much if
there were twe or more private lines with equal opportunity in the mar-
ket place. In present circumstances, however, the possibility of a not-
so-private Austral must be envisioned. For this to be a significant case
of privatization —one that counteracts the mercantile process-—it must
be ensured that the “protection” of Aerolineas Argentinas is not merely
transferred to Austral. Again, I am skeptical because 1 see so little of
the private, and so much of the not-so-private in Argentina,

The Politics of Privatizing

The possibilities for privatization in Argentina and most other develop-
ing countries are severely conditioned by their mercantile environments.
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Privatization as accomplished in a non-mercantile society is likely to
be unreplicated in a mercantile socicty. This does not mean that there
are not lessons from elsewhere that are important in any setting, includ-
ing the mercantile. Indeed, | find many things in this volume's recounting
of the British experience (especiaily the contributions by John Red-
wood and Messrs. Pirie and Young) that scem essential to the success
of privatization in Argentina, | simply believe that udditional steps will
be required in order for privatization to succeed in Argentina or any
other mercantile society.

Nonetheless, two consistent practices of the Thatcher government’s
privatization program provide the fundamental direction for any privati-
zation program to succeed in any society. The first of these is its com-
mitment to broadening capital ownership among the population. This
would not be so important but for its second consistent practice: increas-
ing capital ownership by individuals, as opposed, say, to a worker’s
share of a pension fund which nay own stock in various corporations.
Ownership through a collectivity, such as a pension fund, zannot have
the same meaning for any of its members as can individua ownership,
One requires decision making —such as whether to buy one company’s
stock, or to sell another's— by a collectivity; cach contributor to the
pension fund can have little effect on the decision. Indeed, cach mem-
ber of a pension fund is unlikely to even know what the collectivity
owns, let alone feel like an individual owner. The other allows the indi-
vidual owner to gain, or lose, by his own decisions.

The difference is akin to the difference an individual can feel about
oceupying a unit of public housing in contrast with the feeling the same
individual can have about the same unit if it is individually owned.
The example is especially pertinent because one of the most significant
actions of the Thatcher government of Great Britain has been the steep
discounts provided to occupants of public housing for the purchase
of those units from the government. As an occupant of public hous-
ing, or as one of many participants in a pension fund, there exists some
right of ownership. The individual contributes to both, even if by
indirect taxation, and receives some benefit from both, either now (as
an occupant) or in the future (as a retiree). In either situation, how-
ever, the individual cannot legally do with cither asset what he might
do with an asset that he directly owned.
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The desire for direct, individual ownership is illustrated by the
case mentioned by Messrs. Pirie and Young, wherein the merabers of
aparticular labor union were enabled, by the privatization of their com-
pany, to purchase shares in the company at a substantial discount. In
spite of the union leadership’s campaign to dissuade them, 96 pereent
of the members who could buy shares did so. These purchasers now
enjoy profits from their shares, and experience the direct connection
between their efforts and the resulting benefits.

Such measures effect changes in attitudes, from those predisposed
to protection to those which are predisposed to production. They are
essential to successful privatization. But in mercantile societies, where
virtuaily everyone shares the same predisposition to protection and is
suspicious of the gains of others because someone else must pay (as
usually is troe in these societies), proposed “demonstrations™ of privati-
zations which will have clearly positive results and should be relatively
casy (o accoruplish never are because mercantitism and its predisposi-
ons pose a vicious, resistant circle.

So what positive conclusions can be reached about privatization
in a mercantite society? Though tentative, the conclusions of this skeptic
are that a government must be elected on the platform of privatizing,
decision-making. ‘Thus open and fair clections are a prerequisite, and
the focus must be on a future, not stttng government, Honesty can
only aid privatization. If people vote for it, the new government bears
less risk in providing it.

But could such a campaign be devised? I believe it is possible by
focusing on the truth that government as owner is no more than a siz-
able holding company for citizen-owners, The privatization candidates
would ask of voters, “why do vou need a middlemon (the government)
to hold your shares for you?™ And to provide the answer, “we believe
that your shares are your shares. We believe no one can act in your inter-
estas well as you ™ If the privatization candidates carried through on
a promisc to give away shares of SOEs, in equal amounts, to the coun-
try’s citizens, they would, at the very least, unload the government (and
the same citizens) of their real burdens in subsidizing unprofitable busi-
nesses. And, if the businesses thereby privatized are also free of pro-
tection, they, and their new owners, just might turn a profit.

Is this too drastic? By what criteria? I am inclined to believe that
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the whole, not just parts, must be changed in order to effectively change
the attitudes by which mercantile societies are sustained.



Part III

Planning for Privatization



8 Lance Marston

Preparing for Privatization:

A Decision-Maker’s Checklist

Privatization without policy, procedures, and a competent, commit-
ted staff is doomed 10 failure. Based on my experience over the past
twenty-five years working with alternative delivery systems for public
services, there are three broad phases that must be considered: preparing
for privatization; implementing a privatization program and project;
and monitoring and enforcing a privatization agreement and applicable
laws and regulations. The preparatory phase is of extreme importance,
because if done properly it sets the stage for successful privatization,
which turns on four central components:

* Examination of governmental organization and staff perfor
mance (organization productivity issues);

* Selection of a responsible private sector replacement (invest-
ment, business analysis, and finance issues);
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* Redefinition of where and how the affected employees work,
and their stake in the privatization (human resource issues);

* Management of the privatization process and/or specific actions
(management issues).

Preparing for privatization requires education, organization, and
mobilization of four groups that must work together. Each must under-
stand existing costs, productivity, capitaliziion, and other issues fac-
ing state-owned and -operated enterprises. The four groups that can
make or break a privatization program are:

¢ Political: the exccutive and legislative (parliamentary) politi-
cal leadership;

* Public: the consumers and recipients of public products and
services;

* Government employees and managers: rhe group outside polit-
ical leadership, typicaliy civil service professionals, superv® rs,
and unskilled workers. As the performers of government func-
tions they are the group most directly impacted by privatization;

® Business community: the local and expatriate commercial
interests most willing and able o acquire, lease, or manage
a government-owned and/or -operated activity.

The key to privatization is understanding and being responsive

to the problems and needs of the major interest groups. Most impor-

tant, these groups must understand the obligations, risks, and oppor-
tunities of privatization.

Preparing for Privatization

The process described here serves as a checklist of key questions likely
to be raised at different points during deliberations. Privatization can
be conducted in four phases:

* Institutional development

¢ Target selection

¢ Privatization transfer
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TasrLe 1 Fourteen Steps of Privatization

Phase I —Institutional Development
1. Organize for privatization

2. Assess political situation
3. Crearte private sector coalitions
4. Develop strategics and gridelines

Phase 11— Selecting Targets
5. Policy review

6. Organizational survey
7. Business Evaluation
8. Strategic analysis

Phase HI — Privatization Transfer
9. Estimate value
10. Issue conditions and solicitation for transfer
11. Evaluate and select successful bidder
12. Negotiate and execurte transfer

Phase 1 v—Monitoring End Results
13. Establish vegulatory and ovesight mechanism
14. Monitor performance

* Monitoring of results

I have further defined the process by including fourteen logical
decision points (Table 1), all of which must be addressed in the plan-
ning and implementation of a government-wide privatization program.
One would find many of these steps in a well-thought out government
program dedicated to the objectives of 1) cost containment and increased
productivity of government, and 2) reliance upon private scctor alter-
natives and involvement in the conduct of these programs.

These fourteen steps are not prescriptive, but are based on my pri-
vatization experience for U.S. and forcign governments. They form a
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Tansre 2 Institutional Development

Steps Issues

1. Organize for Privatization  ® Government vs. non-government
Initiatives ® Dehine policy and program roles
® Inter-governmental relations

2. Assess Political Situation  ® Legal barriers

Economic constraints

Employmenc dislocations

Other political costs/benefits
Strengths/weaknesses of coalitions

3. Create Private Sector * Educating the public
Coalitions

Create/strengthen privatization
coalitions

Develop tactics to blunt opposition

4. Develop Program Incremental vs. wholesale approach
Strategies and Guidelines o ncrease incentives (taxes, loans)

Reduce disincentives (deregulation)

checklist designed to prepare privatizers for certain questions that
inevitably will arise. Each country might organize differently to reflect
its own goals and development. Community resources and demand
will guide the application of this checklist. If the government philoso-
phy is to allow market forces to drive the cconomy and primarily to
prepare with infrastructure allocations and coalition building, then it
will not be necessary to wait for a crisis before privatization can pro-
ceed. A crisis does not allow much room for extensive planning. Using
the steps in this checklist greatly increases the speed and degree of
privatization successes.

The process is designed to encourage business, government,
employee and investment groups, and other private sector interests to
compete in an open and impartia! manner for the sroduction and deliv-
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ery of public services. The steps [ have outlined comprise a process
by which a specific private sector or group(s) can replace the govern-
ment enterprise economically and efficiently. What follows is a brief
description of a most critical phase of the privatization process.

Institutional Development

There are four steps that lay the policy and procedural groundwork
for, and begin the implementation of, a privatization program (Table
2). The first step, organization, begins with the definition of what the
government plans to accomplish. Is the purpose the research and review
of privatization feasibility, or is there a sufficient body of knowledge,
expertise, and confidence within the government to develop feasible
objectives, including specific privatization opportunities?

Atan carly stage in the formalization of program objectives, the
goverument should designate a policy-level official to provide directives.
Lemphasize that this person should have access to the political leader-
ship of government, since privatization involves regular top-level inter-
vention and decision-making throughout the process.

Next, sufficient budget and qualified personnel must be allocated
to the program. Staff size and composition will, of course, depend upon
the timing and content of government objectives. Financial and staff
resciurces must be carefully planned, justified, and utilized, as there
will be constant competition for them with more established govern-
ment programs. Persennel requirernents include the core governmental
staff and an advisory group comprised of local business people or other
private sector groups, as well as other government organizations thar
can help shape the structure and implementation of the program.

The advisory group is an important asset, and its role should be
determined carly. Its jobs may include fact-finding, recommendations
on yolicy, definition of administrative processes, establishment of cri-
teria and identification of privatization targets, and oversight of priva-
tization initiatives. There will no doubt be other jobs relevant to specific
programs.

In the second step of Phase I, thar of assessing the political con-
text, it must be determined whether privatization will enable the execu-
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tive and legislative leaders better to manage and oversee the production
and delivery of the services, Will they be able to maintain local con-
trol, or will outside interests gain undue or monopolistic control to
the detriment of local social and cconomic interests?

The effect on the public must also be of paramount concern, What
assurances can it be given that the quality and prices of services will
be reasonable? That all groups will have continued or improved access
to the services or products? That there will be no precipitate termi-
nation of a service without some of the guarantees of a government
operation, such as alternative sources or compensation for disrupted
services?

The program’s impact on government employees must be consid-
cred. What provisions can be made to protect their rights, benefits, and
cployment opportunities? Will they remain in government service
or have preferential rights to jobs with a private firm? These questions
are important to government employees and to prevent lawsuits against
the government,

Finally, political assessment must include evaluations of the pro-
gram's impact on the local business community. The issue turns on
how much business will be available to local firms versus nonlocal or
foreign entities. What sort of work (management versus labor, skilled
versus unskilled) will go to cach sector? Have companies made long-
term investments based on a given relationship with the government?
Will there be real or imagined unfair competition in the wake of gov-
ernment divestment to one or more firms?

In the third step of Phase |, the goal is 1o create private sector coa-
litions 1o support the privatization project. The business community
must become aware of botk the nature of privatization and its positive
results for them individually and as a community. There should be a
cemprehensive public education program through which the facts about
privatization are deduced and the misleading and incorrect statements
rebutted. Finally, it is important to go directly to the workers, as the
Thatcher administration in Great Britain does, and outline how the
process would benefit them. The union members then work to edu-
cate both levels of union ofhicers.

Once there is genuine knowledge and understanding about privati-
zation and its effects, private sector coalitions should be strengthened.
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Since it is unlikely that the entire population can be mobilized around
a single issue, the best tactic is to work with special interest groups,
ensuring that they do not work at cross purposes. These coalitions can
generate positive pressure on local decision-makers and can be respon-
sible for either avoidance or solution of numerous problems as the pro-
gram evolves,

Related to this is the manner of dealing with groups threatened
by privatization, especially government employees and others who con-
trol or benefit directly from a government-subsidized operation. They
must come to understand what can be accomplished through privati-
zation, the steps being taken to address their concerns, and the safe-
guards under consideration to protect the public interest.

The final step of Phase I is the development of program strategies
and guidelines, which involves, among other things, the content and
form of the administrative guidelines. There are a number of relevant
issues to consider. Should the program proceed incrementally or whole-
hog? In other words, should the program foresee all potential privati-
zation actions or just selected ones? What factors and criteria should
be used in the selection of privatization targets? What incentives, if any,
should be considered to induce local business involvement in the pro-
gram? Will there be tax changes, financial assistance, or the enforce-
ment of social or cconomic regulations (antitrust laws, for example)?
Overall, the balancing of incentives and disincentives will profoundly
affect the degree of success attained.

Orice these steps have been followed, the tasks of selecting a tar-
get and carrying out action lie ahead.

Preparing for a Specific Privatization Action

Phase ILinvolves four steps: policy review, organizational survey, busi-
ness evaluation, and strategic analysis. First it should be determined
whether the government activity proposed for privatization has been
the subject of a privatization policy review. If there has been such a
review, it should be determined whether jts analysis and background
data can be of use in planning.

In organizing a privatization assessment, access to several kinds
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of expertise is critical. Technical expertise is especially important in
the arcas of target activity, finance, and law, especially concerning con-
tracting and policy. Whether a permanent team is organized or indi-
viduals are retained will depend on several factors, namely the size,
complexity, and availability of reliable operational and cost data, as
well as operating knowledge of and experience in privatization, How-
cver the experts are organized, they will play a continuing role in all
phases of the preparatory analysis,

The second step entails an organizational sirvey, including a cost
analysis. What the organization does for the government and the public
it serves should be clearly defined. How is it organized and staffed?
What are its operating procedures, and what facilities and equipment
are required o pertorm the activity? What are the production and per-
formance objectives, and has the organization met them? At this point,
data need to be collected, validated, and analyzed. They will serve as
the backbone 1o a written report that encapsulates the strengths and
weaknesses of the organization and ideas or recommendations for orga-
nizational improvement. The report should cover: 1) mission and objec-
tives, 2) organizatuon, 3) stafling, 4) definition of scrvice beneficiaries,
5) operating procedures, 6) service size and workload expectatiens,
7) produciivity and performance achievements, 8) equipment and
facilitics,

When completed, the report will serve as technical plarning as
well as for the ongoing education of decision-makers and the public,
as it will ilustrate the organization’s needs, problems, and onpportuni-
ties for improvement. Ultimately, this imformation will serve as the basis
for the privatization work statement and solicitation document,

Following the organizational survey is an important aspect of the
feasibility assessment: the identification and description of the targeted
activity’s performance cosis. The reasens for doing this are to supply
aknowledge bank for future discussions, to estinrate service improve-
ment costs, and to establish a cost-comparison bascline. With the help
of government financial staffs, a cost assessment can be charted. It
should include these eight clements: 1) Eabor, 2) fringe benefits,
3) materials and supplies, 4) travel, §) equipment, 6) capital expen-
ditures, 7) contractual services, and 8) overhead costs. If these differ-
ent costs can be gathered accurately from cither historic or preferably
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TABLE 3 Privatization Decisions

Are there compelling reasons for retaining the

activity as a government function? ¥ YES (retain in-house)

i

NO

Would coaversion lead to unacceptable disruption

of an essential public service ACHVity? e YES (retain in-house)

!

NO

Are commercial source(s) available and is private

sector competition likely? = NO (retain in-house)

l

YES

Could service be produced and delivered by a
private-sector group m a more efhicient, cost-
effective manner? <+ NO (retain in-house)

YES

Prepare privatization recommendations and plan

for contractual phase of privatization.

prospective operation, a good portion of the financial baselines for
future assessment will have been completed.

The third step of Phase Il is performing a business evaluation of
privatization feasibility. This will be a look at business-related factors
that currently and prospectively shape commercial activity. Again [ have
set forth a list of the issues that must be evaluated: 1) existing local
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capacity to perform tie function, 2) capitalization bardens on both
government and the private sector, 3) local bustiess interest,
4) improved cfliciency, 5) increased local jobs, 6) expanded opportu-
nities for local busmess, and 7) minimal job displacement.

These first three steps of privatization assessment have been fairly
straightforward and technical. The last step entails a comparative
strategic analysis and selection of one or more options among many;
these tasks are much more complex. The consequences of cach option
must be stated; deasions must be made about how 1o implement the
privatization progran. Can the budget support needed capital improve-
ments in the targeted organization? Will privatization of the organiza-
ton resultin government emplovee layolf? These are a few of the many
questions that will arise at this stage.

Amonyg the principal strategic options are contracting out, sale
of ownership rights (stock or tide), leasing, and abandonment. Each
option must be werghed in consultation with the team of advisors and
support staffs. An attempt should be made to quantify the financial,
legal, contractual, technical, and political implications of each strategy
so they can be compared. The task is simpler than it sounds, as some
of the options may not be feasible due to underlying economic, busi-
ness, political, or legal obstacles, or perhaps more often, due to the
nature of the target activity.

The decision tree described so far is shown in Table 3.

The final task in preparing for privatization is reporting findings
and reccommendatons to the appropriate decision-maker. To know the
degree of preparation and amount of supporting marerial you will need,
treat this presentation as you would any other in which key decisions
hinge on the facts being presented in a concise manner.
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Successful Privatization Strategies

The transfer of public assets, infrastructure, and services to the pri-
vate sector is a new area of public policy and finance. It is so new, in
fact, that the word privatize appeared in Webster's New Collegiate Dic-
tionary for the first time in 1983. In this essay, I will present theory
and evidence that support the policy of privatiz~z;on and make recom-
mendations about the strategies required for successful privatization,

Theories of private enterprise

As Inoted in a previous chapter, “The Necessity of Property Rights,”
theories of private enterprise provide the key to understanding the
behavior of private employees and the performance of private and public
enterprises. 'n short, private ownership creates incentives to produce
goods and services in a cost-cffective manner. Private managers are
encouraged to maximize the value of their enterprise. In contrast, public
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enterprises do not generate incentives to operate in an efficient man-
ner. Public managers and employees allocate resources that do not
belong to them; hence, they do not bear the costs of their decisions,
nor do they gain from efficient behavior. From a theoretical point of
view, private and public managers and employees can be expected o
behave in different ways: private irms will tend to be more eflicient
than public firms.!

Opponents of privatization sometimes acknowledge that while
private enterprise provides goods and services more efhiciently than does
the public sector, various goods and services must still be supplied by
the government because the poor would not be able w afford the prices
that private supplicrs would have 1o charge in order to recover their
costs. This contention is incorrect. Whether the poor can afford pri-
vately supplied goods and services should not bear on the choice
between private and public supply. Rather, the decision should be based
on which supply alternative — private or public —can produce a given
quantity and quality of goods and services at the lowest cost.

I private enterprise can supply a given quantity and quality of
goods and services by using fewer resources than can public enterprise,
then private enterprise should be employed. If the broad polity deems
that private finance —which operates through consumer sovereignty and
private charity - dees not allow the poer to purchase adequate quan-
tities and qualities of goads and services from a cost-effective private
enterprise, then the polity must choose the method and level of public
finance to be used to assist the poor. In other words, the choice between
private and public finace is separable from the choice between pri-
vate and public supply, and we can address the issues surrounding pri-
vate and public supply without considering the method to be used to
finance the desired supply.

Empirical Evidence

Lconomic theory as well as common sense strongly support the notion
that private enterprises should be more efficient and productive than
public enterprises. One question remains: Does the evidence support
the theory?
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Administrative functions. Studies in the United States show that
administrative functions are performed at iower cost by private than
by public enterprises. For example, the costs of maintaining and pur-
suing comparable sccounts receivable are 60 percent less for private
firms than for the federal government, and the federal government
requires one year or more to obtain a judgment against a bad debor,
whereas private firms re. | re only ive memths. As a result, the federal
government writes off bad debts when they reach about $600. The com-
parable figure for private firms is $25.¢ The comparative costs of pro-
cessing payroll checks represent another disparity. Each check issued
by the U.S. Army costs $4.20. The same function is performed by large
private enterprises at a cost of $1.7 The cost of processing a claim
costs Medicare, the government health insurer, about 26.5 percent more
than it does a comparable private health insurer. Moreover, private
claims are processed more rapidly and with fewer errors.

Airlines. Evidence from Australia shows that private airlines are
more efficient than public ones. Australia’s public and private airlines
operate with the same equipment, tariffs, routes, and departure times.
However, data from 1958 through 1974 show that che private airline
carried 99 percent more tons of freight and mail and 14 percent more
passengers per employee than did the public airline. In addition, reve-
nues carned per employee were 12 percent higher for the private than
for the public airlne.

Banking. Data from a large government-owned bank, one large
private bank, and five smaller private banks in Australia, show that
during the period 1962-1972 the public bank had lower rates of profits
to assets, profits to deposits, profits to capital, and-profits to expenses
than did the private banks.

Custodial services and building maintenance. When custodial ser-
vices for the U.S. Department of Defense were transferred to private
firms, the savings ranged from S 10 25 percent.” Some public schools
in New York City have also transferred their custodial services to pri-
vate firms, and the savings have averaged 13.5 pereent.* From West
Germany data on the cost of custodial services also show that private
enterprises are more efhicient than public ones. Private custodial ser-
vices for government offices in Hamburg cost between 30 and 80 per-
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centless than public custodial services. For the federal post office system,
private custodial services are 30 1o 40 percent less costly than public

custodial services,”

Electricity. A comparison of ninety-five publicly owned hydro-
clectric plants and forty-seven privately owned plants in the United States
shows that the cost per kilowatt-hour was 21 percent higher, on aver-
age, for the public than for the comparable private plants.®

Fire protection. There are seventeen private fire companies that
operate in fourteen different states in the United States, and they oper-
ate at about SO percent lower cost and with higher quality of service
(measured by better fire insurance ratings) than do public companies

in comparable cities, "

Forestry. Commercial forestlands owned by the United Staues gov-
ernment generate negative annual cash lows of about $11 per acre, while
private timberlands, on average, penerate positive cash flows, The high
costs of preparing timber for sale on public lands ($80-100 per 1,000
board feet) compared with those on private lands ($10 per 1,000 board
feet), in large port, explain the differences.” Data from West Germany
show similar results as those from the United States. Public forestlands
in West Germany penerate negative annual cash lows (-30DM per hee-
tare), while private timberlands generate positive cash flows (15DM
per hectare).”

Hospitals and health care. The U.S. government, through the Vet-
crans Administration (V.A.), operates the largest health care system
in the United States. When compared with private profit and nonprofit
systems, the V.AL system is much more costly. For example, the con-
struction cost per bed is S0 percent higher for VLA hospitals than for
nonprofit hospitals. And the construction cost per bed for VLA, nurs-
ing homes is almost 290 percent higher than for comparable private
nursing homes." These cost differences are explained in large part by
the fact that the VLA construction programs are overadministered and
wrapped in burcaucratic red tape. For example, the VLA s construc-
tion administration staff is about sixteen times larger on a per-bed basis
than comparable private sector staffs, and the length of time from initi-
ation to completion of construction projects is 3.5 times longer for VLA,
projects than for private ones.”
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The V.As operating costs are also much higher than those of pri-
vate hospitals. The average cost at V.A. hospitals is 70 percent higher
per episode for acute inpatient care, 48 percent higher for surgical care,
and 140 percent higher for nursing home care.

Military support and maintenance. Private firms in the United
States provide the same quality and quantity of services at cost sav-
ings that, depending on the service, range from 0.1 to 35 percent, In
cases where all military installation support services are contracted out
to private firms, the savings are about 15 percent.”

Nationalized industries. Nationalized industries produce a wide
variety of goods and services in Western Europe. When compared with
their private counterparts, sales per employee are lower for national-
ized firms. Adjusted profits per employee are lower. Physical produc-
tion per employee is lower. Taxes paid per employee are lower. Operating
expenses plus wages per dollar of sales are higher. Sales per dollar of
investment are lower. Profits per dollar of total assets are lower, Sales
per employee grow at a slower rate. And with the exception of nation-
alized oil companies, nationalized enterprises typically generate
accounting losses, ¥

Postal services. Parcels are delivered in the United States by the
U.S. Postal Service and private carriers. The largest private carrier han-
dles twice as many parcels, has lower tariffs, makes faster deliveries,
and has a lower damage rate than the U.S. Postal Service. Moreover,
the private firm generates accounting profits, whereas the Postal Ser-
vice typically generates losses. ™

Property Assessment. The state of Ohio requires that state and
local property assessments be conducted by private appraisers, while
the bulk of property assessments in most other U.S. jurisdictions is con-
ducted by public appraisers. The average cost per assessment in Ohin
is 50 percent lower than the national average. Morcover, the quality
of assessments in Ohio—measured by the relationship between
appraised values and actual property sales prices—is the highest in the
natiorn, 2

Railroads. Labor employed by America’s public passenger rail line,
Amtrak, is much less productive than labor employed by four com-
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parable private lines. For example, the average member of an Amtrak
work crew repairs 2,632 rail ties annually, while his private counter-
part repairs 26,321 rail ties. An Amtrak crew member remaoves about
0.56 miles of rail annualiy, while a private crew member removes 4.47
miles of rail annually. A private crew member resurfaces forty-cight
miles of roadbed annually, compared with only 8.84 miles of resur-
facing by an Amtrak crew member.

Refuse collection. A nationwide study of 1,460 communities in
the United States found that, after adjusting for factors that determine
costs, private refuse collectors are about 30 percent less costly than pub-
lic collectors.* Similar resuits have been reported for Canada and
Switzerland.”

Ship maintenance.  Even though private commercial ships are at
sea 128 more days per year than comparable U.S. naval support ships,
the annual maiiatenance costs for naval support ships is 427 percent
higher.

Streets and highways.  Street and highway maintenance is one of
the few functions for which comparative cost analyses are available
for private versus public supply in less-developed countries. A detailed
evaluation of the costs of nineteen types of road maintenance func-
tions in Brazil showed that private, contracted-out road maintenance
was less costly than that performed by the Brazilian National High-
way Department. Ona weighted average basis, the cost for these nine-
teen functions was 37 percent less when they were all supplied by private
contractors.**

Urban transportation. Considerable data on the comparative
efficiency of private and public transport support the proposition that
private suppliers are more efficient than public providers. In Austra-
lia, private urban bus systems cos* almost 42 percent less per kilome-
ter than do public systems.* In West Germany, the nationwide
average cost per kilometer is 160 percent higher for public urban buses
than for private buses.”” In Abidjan, Ivory Coast, private mini-buses
cover three times as many vehicle miles per employee as do public
buses.”* In New York City, the cozr per vehicle hour is 10 percent
lower for private than for public buses.® In Istanbul, the cost per seat,
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per kilometer, is about 50 percent lower for private mini-buses than
for public buses.® In Calcutta rhe capacity cost per kilomerer is 35
percent less for the private than for the public buses,

Water supply. Data from a sample of twenty-four private and
eighty-eight public water enterprises in the United States were used to
construct a water cost model. It can be concluded from this model that
average operating costs per 1,000 gallons of water produced is 25 per-
cent lower (other cost determinants held constant) when water is pro-
duced privately than when it is produced publicly.32

Weather forecasting. Weather forecasting at National Airport in
Washington, D.C., was originally performed by a public entity. Now
a private firm performs the task; as a consequence costs have been
reduced by 37 percent and the quality of forecasts has improved.

Implementation

The evidence from the cost studies presented is representative of the
more extensive literature that strongly supports the notion that private
supply is more efficient than public supply. However, a critical ques-
tion still remains: How can we best implement this desirable policy
called privatization?

The question is difficult to answer, even for nublic officials who
are sympathetic to privatization. Argentine president Raul Alfonsin
appointed Manuel Tanoira to find ways of selling some 350 of the enter-
prises owned by the nati .al government. Looking to turn the con-
struction of high-volume grain ports over to private developers, Mr.
Tanoira explained, “You can’t have the state running a grain port . . . .
It's like flying an airplane by decree” Months later, however, Mr.
Taroira reports that the Public Works Ministry is resisting efforts to
allow outside bidders to remadel a vital grain port, and he charges that
two of his efforts to organize privately built phone systems have been
thwarted by the state telephone company’s launching parallel programs
of its own. “The bureaucrats are interested in one thing—holding on
to their power,” he says. “That a project might be better handled by
someone else is of no importance to themn s
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So even when government officials support privatization policies,
the critical question still remains: How can it best be implemented?
Two generic approaches can be employed: the technocratic approach
and the political one. Although these are not necessarily mutually exclu-
sive, they will be treated here as if they were. The technocratic approach
requires public bureaucrats to apply techniques that are used to pro-
mote efficiency in the private sector. For example, in deciding whether
to privatize the production of goods and services used and produced
by the U.S. gevernment. bureaucrats use, or are supposed to use, the
Office of Management and Budget’s circular A-76. This document
defines policies and procedures for comparing the costs of public and
private provision. In principle, if the results of an A-76 evaluation reveal
that public costs are grea er than private costs, then the activi: - i : ques-
tion should be privatized. By employing this technocratic procedure,
goods and services used by the government should be supplied in the
least-costly wayv. But A-76, which was first introduced in 1955, has been
infrequently used. Morcover, when it has been employed, it has been
highly biased toward retaining the production of goods and services
by the federal government.

Another technocratic approach has recently been suggested for
determining whether real assets held by public entities should be priva-
tized. The suggesred procedure requires calculating the rates of return
on real assets. If these rates fall below a predetermined targer race, then
the assets should be privatized.* Although this technique is only a
proposal, there is little hope that it would be more successful than A-76.

The reason why the technocratic approach is bound to fail and
why the public sector cannot mimic the private sector is that public
and private property create different incentives. The owners of private
property can angment their wealth only by ensuring that the least-costly
production techniques are used. Private cwners must also determine
the rates of return on assets that they hold in their portfolios sc they
candecide which ones to retain or sell. Public bureaucrats do not have
the benefit of these incentives when they attempt to apply private sec-
tor techniques for improving efficiency. This does not imply that pub-
lic bureaucrats are neutral with respect to the application of private
sector techniques and to the options of retention versus privatization,
however. Public bureaucrats are biased toward retenti »n because their
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job security and personal incomes are tied to retaining public assets
and public production of goods and services. In short, it is in a bureau-
crat’s persona! interest not to apply the private sector efficiency tech-
niques in an evenhanded way.

Given these bureaucratic biases and the past failures of technocratic
approaches to public sector efficiency, the most promising method for
implementing privatization is the political approach. This solution
amounts to nothing less than passing legislation that mandates privati-
zation. Although it might be more difficult initially to gain support
for such a political solution than for a technocratic solution, the results
appear to be much more assured.

Before concluding this discussion it is important to mention that
the propensity of politicians to impose price controls on goods and
services once they are supplied by private enterprise can create serious
problems and dramatically hinder the ability of private firms to per-
form. In the United States, price contrels are one of the major reasons
why so many activities that were originally supplied by private firms
are now supplied by public entities. The process usually occurs as fol-
lows: private firms raise prices, either because service improvements
are mandated or because of inflation; this brings forth demands on
politicians to control prices; after price controls, the private firms find
that the only way they can maintain profit margins is to reduce the qual-
ity of services; as service declines, the public becomes anxious and
demands that the private firms be taken over by a public entity.?”

Deregulation is, therefore, an important element of any privati-
zation project. For private provision of public goods and services to
be successful, demand and supply should be allowed to control prices.
Ifit is decided for political reasons that market-determined prices are
too high and that certain groups of individuals cannot afford to pay
for privately supplied services, price contrals should be avoided, and
public finance in the form of vouchers should be considered as a way
to assist individuals in the purchase of necessary goods and services
whose prices are determined in deregulated, open markets,

For those who wish to advocate privatization, the rules for suc-
cess should be rather clear: 1) present the theoretical arguments and
empirical evidence that demonstrate the superiority of private supply;
2) keep all debate concerning the choice between public and private
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finance separate from that concerning the choice between public and
private supply; 3) in decisions concerning private versus public sup-
ply, minimize the involvement of public bureaucrats (minimizing as well
the role of private business representatives whose principal income is
derived from the government); 4) make sure that deregulation accom-
panies privatization; and ) enlist the substantive, unequivocal sup-
port of the highest official in the relevant political jurisdiction. This
last item is the most important precondition for successful privatiza-
tion, and it explains why privatization has been so successful with Prime
Minister Thatcher’s endorsement in the United Kingdom. Together
these conditions should be expected to yield successful privatization
efforts.



10 Peter Thomas

The Legal and Tax

Considerations of Privatization

Privatization is not only a political, social, economic, and technical
phenomenon; it is also quite fundamentally a legal one. From start to
finish, the legal and regulatory requirements effectively shape the work
of privatizers and beneficiaries alike, no matter what types of action
are involved. There are no practitioners of privatization law; rather,
people in diffezent fields handle privatizatio.. along with other tasks.
The legal issues of privatization have not yet been addressed systemat-
ically. To make a beginning, this paper outlines the privatization modes,
then reaches into the various areas of law for rules applicable to given
situations.

There are as many categories of legal issues as there are approaches
to privatization. The number of problems multiplies and their com-
plexity increases as one moves from a local to an international con-
text. This is because political complexity increases with the number
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and sophistication of interested parties, and since political needs are
most often met by legal or quasi-legal mechanisms, the legal and tax
picture grows more complex as well.

A primary opcrating premise is that, for all relevant parties to be
protected, the requisite rules and procedures for privatization must be
laid out in the form of laws and regulations. Both familiar and new
rules must be adapted o a variety of specific needs. Following is a broad-
brush enumeration of legal and tax conceprs to consider when plan-
ning a privatization action —both good themes to follow and pitfalls
to avoid.

The Range of Privatization Categories

This paper analyzes the legal and tax aspects of two categories of action:
contracting our (managenient contracts) and divestiture (sale). Related
ininatives, such as the removal of regulatory restrictions on compet-
ing activities, are covered only if such acts are part of privatization.

In contracting out, the government is acting within the context
of a basic, though exotic, contract performance regime: government
contracting or public service procurement. The government is paying
money for the services of a private sector vendor, and (he rules gov-
erning service or management are of primary concern. In sales, the
principal focus is on securities law and the rules for stock transactions,
since an owner {the government) is selling a transferable piece of prop-
erty to new owners. Tied into this, of course, are elements of contract
and property law.

Addressed first wiil be the universal and hence overriding legal
and tax issues. Then the legal concerns that correspond to each of the
two principal categorics of privatization actions will be set forth.

General and Universal Legal Issues

The basic power to privatize. Before any privatization can take
place, the inherent authority of the government to carry out the action
must be established. Sometimes rules are based on the “commanding
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heights of the economy” philosophy, such as the Mexican constitu-
tional mandate that “national strategic” enterprises must be state-owned.
This law covers telephones, railways, clectric power, uranium, ship
building and repair, petrochemicals, steel, and airlines. In other cases,
restrictions are based on momentous shifts in government policy, as
in the Portuguese constitution’s prohibition of divestment of previously

nationalized entites.

The advantages and complications of sovercignty, One of the key
factors rendering privatization legally unusual is its nature as a trans-
action between a sovercign enuty and private individuals, human and
corporate. A government possesses sovereign immunity unless it waives
immunity, which protects it from many types of claims brought by pri-
vate individuals or corporations. The doctrine of Act of State further
shiclds the government. The degree to which these protections can or
sheuld be utilized is an important question, since the faith of the pri-
vate sector, and thus the marketability of shares or the desirability of
contracting, is at stake. Further, assamptions of sovereign debt can com-
plicate a sale if a bond issuer subsequently adopts a new set of assump-
tions. The result can be fluctuating valuations and possibly litigation.

Contractual restrictions with international lenders.  The condi-
tionality of financial assistance offered by the multilateral development
institutions or individual governments is always a legal consideration
in privatization. Can a government use or co-mningle cert in monies?
Must it secure approval and oversight before embarking on a given
action? On the other hand, is the diminution of the public sector a
requiremnent or condition precedent to funding or technical assistance?
Retaining outside experts is often a condition of a government’s cen-
tract with the World Bank. For example, contracted-out training ser-
vices are generally thought by the bank to be of great importance to
government operations.

These .estrictions and requirements are embodied in the loan
agreements governments enter into with the providers of assistance,
and they are of key importance, since in many legal systems this agree-
ment has the force of law and overrides inconsistent text in statutes
or decrees.
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Dispute settlement. One of the most critical needs faced in privati-
zation, especially in sales and contracting out, is to convince foreign
participants that their legitimate grievances can be resolved fairly. This
is not an easy task, as international law generally favors the govern-
ment. It is difficult to make a claim against a public body because of
the sovereign rights noted above as well as factors like the requirement
for standing (for the party), jurisdiction (for the tribunal as well as over
the parties), and a convenient locus for determination of the action.

Labor and employment concerns. The protections afforded to
labor throughout the world, whether organized or not, are sufficiently
strong that the legal status of current and potcn.aal employees of any
affected body should always be scrutinized. The avility of unhappy
employees to halt a privatization action is significant. As employees
can be a valued ally in privatization, one should look closely at the
particular rights granted them under domestic law, as well as the tax
aspects of any transaction. Can Employee Stock Ownership Plans
(ESOPs) be set up? Are vested rights preserved o transfer? Can pub-
lic employees be terminated, or must they be hired by the new cperator?

Monopoly concerns. One of the primary reasons for »vivatiza-
tion is to undo the effects of 2 government monopoly, and .ze must
be taken to ensure that private monopolies do nct evolve. T is is espe-
cially important since in most nations the law does not look favorably
on monopolies or tradc restraint. As one privatizes, one should inves-
tigate the powers of existing reg . stors (such as the Federal Trade Com-
mission or the Justice Department in the United States, or the
Monopolies and Mergers Commission in Great Britain) and determine
whether new mechanisms should be put into place, as has been done
with British telecommunications and gas (Oftel and Ofgase).

Financial concerns. Legal issues are often embedded in financial
and economic issues —important especially where privatization is inter-
national. Currency rules, for instance, warrant concern, parricularly
restrictions and controls on valuation, convertibility, use and posses-
sion, and the like. Government budgetary restrictions—when does the
government have access to monies, and under what circumstances —
are also important. How wil; - . :h constraints limit foreign participa-
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tion? Are they consonant with loan agreements? Do all planned privati-
zation agreements clearly state the vestvictions?

Following are the legal and tax considerations confronted by each
of the two principal modes of privatization, contracting out and
divestiture.

Contracting OGut

Contracting out is a phenomenon that is growing for many reasons.
Itis generally agreed that there are cost savings as, for example, gov-
ernment employment rypically lacks the flexibility to respond efficiently
to changes in work requirements.

The planning process. During the planning for a given privati-
zation, it is essential that the following questions be answered: Does
the government have the legal authority to enter into this sort of con-
tract? What statutory, constitutional, or regulatory changes should be
recommended? What type of contract should be sclected, and what
terms and conditions should be sought? Early corrections are much
less costly than those attempted later.

The bid process. The nost basic rule underlying the solicitation of
proposals or bids from the private sector is that the statement of desires
and requirements should be as widespread, transparent, and accurate
as possible. When announcing a contracting opportunity, maximum
participation and competition must be sought, unless there is a clear
legal reason not to. International competitive bidding is the norm in
conducting procurements. Legally sufficient reasons to avoid it in force-
account procurcments, where the World Bank is involved, relate to such
things as weather-related rescheduling or transportation coordination.

After the preliminary announcement of intention, an invitation
for tenders must go out. Documentation packages (including terms
and agreements) should be distributed. Failure to provide each offeror
with equivalent information opens the government up to potential trou-
ble and expense. Likewise, clarification or supplemental information
requested at subsequent phases of privatization must not be supplied
with special consideration for any bidders. The government is bound
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to move forward under the terms spelled out to all bidders in the ini-
tial package, unless it reopens the bidding by providing new documents.

The evaluation and selection process. The criteria for evaluation
of bids or offers must be laid out in an understandable manner. As
bids are shaped on the basis of the stated criteria, there should be no
deviation from this statement at any time, or the government opens
itself up to legal challenge. Likewise, the collection of responses must
be fair and predictable, with a set time and place, and established to
allow for good-faith compliance. One must take all necessary steps
to assure secrecy of the offers. Bid openings should be carried out pre-
cisely as advertised, denying consideration of late or otherwise
improperly submittec offers unless these meet exceptional circum-
stances allowed by the advertisements.

Review and scoring of offers must be conducted by an appropri-
ately constituted and uabiased team. As contracting out entails the hir-
ing of services rather than the purchase of goods, bids will be evaluated
more on quality, qualification, and experience than on cost. If a spe-
cial review by nontechnical (policy or political) officials is desired, it
must be determined that this is legally permissible; early planning could
prepare government officials for whatever char 2 - might be required.

In choosing a preliminary winner, a poit,  being approached
at which a legally binding contract will be executed. {herefore, all issues
must be carefully double-checked. Does the government have the power
or funds to do all that it has promised? Did the bidder address the origi-
nal request; is it able to do what it promises? Can there be full compli-
ance with the terms and conditions? In a complex technical contracting
situation, the legal requirements might prove overwhelming in a one-
siep process. In such cases, two-step procurement might be used, in
which technical responses are sought and evaluated before business
and financial presentations.

Negotiations should pin down all terms and conditions, especially
the statement of work. Also, critical ancillary elements must be in
place—insurance, bonds, warranties, and compliance with all laws and
regulations.

The government team should include legal counsel, the person
or group making policy and political decisions, and finance/budget
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staff. When they have all signed off, the agreement is legally ready for
execution by a government contracting officer,

Monitoring and follov-up, A monitoring framework should be
built into the contract to oversee all contract schedules and other terms
and conditions. The government monitor acts as the eyes and ears of
the legal enforcement system and takes necessary steps to obtain legal
compliance or to seck appropriate legal remedics.

Disputes and termination. No matter how well structured a con-
tract, disputes may arise or the government may wish to terminate.
Clearly stated rules are necessary so that all parties will know their
rights and obligations. Above all, th- government must ensure fairness,
sometimes called due process. In its treatment of the contractor, the
government must afford a clear pathway for resolving disagreements.
The first step is an informal resolution process whereby the contrac-
tor can meet with technical, contracting, and policy staff to seek sim-
ple changes.

A contracting ofhicer would be appointed whose decisions could
be appealed. The appeal would go to an administrative tribunal; then,
upon further appeal, to court. The end result is either full performance
by the contractor, modification of the contract 1o allow for changed
performance and/or payment, or termination of the contract for non-
performance. While such an elaborate procedure may not be appro-
priate in a given national context, some procedure ensuring fair
resolution of disputes is the minimum owed to contractors.

Divestiture (Sale) of State-Owned Assets

The legal issues here fall into four categories: the form of ownership,
the structuring of a new organization, the arrangement with the agent
or advisor working o the sale, and the offering itself.

Form of ownership. The first question at the threshold of divest-
ment is how assets to be divested are held by the state. The state may
own the assets totally, own the lion’s share but not all of the assets,
or own the asscts jointly with private interests. The extent of owner-
ship affects how easily the entity can be floated.
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Wholly owned enterprises might be public corporations estab-
lished under public law and set up as a government agency. Special
legislation may have been enacted to shape the form and powers of
the body. If so, unlike companies organized under the companies law,
they usually cannot be sold as an entity or forced into bankruptey. A
firm under majority ownership of the government might be organized
as a limited liability stock corporation (or société anonyme) under the
companies law. [ts autonomy would be greater than that of a wholly
owned public entity, but the powers and rights of the government would
be greater than those of the other stockholders. Joint ownership between
the government and private interests is a creature of the companies law.

Structuring the organization. While a joint stock corporation in
which the government owns shares can be privatized immediately
through the sale of shares, a public corporation wholly owned by the
government and without shares must first be reconstituted as a share
company. This is an important consideration worldwide, since most
countries do not have laws governing divestiture, There may be a need
for a new statutory enactinent, or a decree may suffice.

First it must be determined how the whoily owned corporation
should k2 constituted — as a Liolding company or as a discrete entity.
Itis possible to amalgamate several government organizations and priva-
tize them into one. The next step is determining what sorts of assets
will be involved and how they will be held. All property must be
accounted for. including industrial and intellectual property such as
patents and licenses as well as real estate and machines. What sort of
legal structure will the unit have ro hold its assets? Decisions must be
made on the type of share structure, the degree of capitalization, gov-
ernment seed capital, and guarantees of revenue, such as franchises
or licenses.

Capital restructuring of the entity in preparation for the private
sector can include such negatives as termination of the ability to draw
from a national fund for debt, and taking on debenture stock and divi-
dend obligations. One tax consequence might be an increased tax bill
because of a lower debt charge on profiles. Further, one should inves-
tigate whether the legislation or charter underpinning the entity allows
issuance of equity, or whether monies must be raised by debt; and next,
whether debt must be undertaken with the public authorities, or
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whether the private sector can be approached.

One of the most troubling legal issues facing the privatized entity
is the difference between public sector accounting practices and those
in use in the private sector. Examples of requirements confronted in
the privatization of state-owned enterprises are: stopping the charg-
ing of supplemental depreciation; shortening the estimated useful lives
of fixed assets; stopping the capitalization of assets, with a charge
against revenue as it was incurred; and writing off the backlog of
depreciation against reserves.

Accounting issues relate not only to individual instances of privati-
zation but also in the larger context. Specifically, more than seventy
developing countries lack a uniform accounting system, and outside
participants in the process (investors, for example) are accordingly trou-
bled. Also important is the corporation’s range of liabilities. What obli-
gations are carried with privatization of the unit> What bonds, notes,
and accounts payable will come due? Will the change from public to
private cause legal problems as the marketplace begins to revalue exist-
ing or proposed obligations? One must also look at the tax picture and
determinc whether some liabilities of the unit will be eliminated through
a tax holiday, for example.

It is necessary to decide whether there will be a new corporation
with a new charter, and if so, how this will b carried out. What will
be the limits on operations or dealings—such as constraints on the abil-
ity of the unit to enter into contracts? Wil management slots be filled
before or after the sale? Will there be ownership restrictions by nation-
ality? By the status of the potential owner of a share? By the size of
the person’s holdings? In some French-speaking nations, requirements
and arrangements are mandated under the contract plan {(or contrat
dentreprise) and these can be a helpful guide in privatizing a corporate
entity. If the organization and the state are linked by a binding arrange-
ment setting specific controls and relationships, such as a convention
d’établissement or cahier des charges, these should be investigated, as
they may lead to complications.

Finally, mechanisms may be needed to ensure compliance with
relevant laws and regulations. This may even include the creation of
a new regulatory body.

Use of an underwriter/advisor. The government is faced with the
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choice of whether to underwrite the sale or even to retain outside exper-
tise in marketing and/or placing shares. While the decision is one of
policy and market judgment, the process involves a binding agreement
with an expensive professional, and has legal ramifications.

The most important advisor is the icad underwriter, who brings
a team of secondary underwriters and coordinates other specialists,
including law firms, accountants, personnel and operations special-
ists, and various techaical and engineering groups. The lead role of
this agent should be formalized, and all governmental liabilities for
decisions should be overseen by the agent. The agreement to this transfer
of authority should be in the form of a contract between agent and
government. Sclection of the agent should be through open advertise-
ment and a contracting process that is fully competitive. Proposals
received from merchant banks and from other candidates should be
screened and evaluated by government staff on criteria including terms,
schedules, and financial return, and there should be guarantees and
promises to hold the government harmless in certain situations. Skill,
structure, and geographical proximity of the -andidates should be
evaluated.

The contract award should clearly state the terms and conditions
of the arrangement. The arrangement should facilitate close monitor-
ing so that split-second decisions can be made for midcourse correc-
tions in the interest of the government. This is critical legally since the
government bears the ultimate onus of legal liability for mistakes. A
rule of thumb for the apportioninent of responsibility is that, if the
action is a flotation requiring a large amount of research and dealing
with the public, the agent stands more in the shoes of the government;
if the action is a placement, the agent acts more as an adjunct and
advisor to the government in dealing with the buyer, and the govern-
ment’s exposure 1s more direct. Fees will depend on the role of the firm
and the size of the action.

The offering. The mosc common forms of divesement are:

¢ Outright sale of stock
Single offer versus several portions
Fixed price versus tender;

* I[ssue of convertible loan stock; and
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* Issue of short-dated gilt-ed ged stock for later conversion to cor-
porzate entity.
These or new combinations should be investigated from the financial
and marketing perspectives, then checked for legal sufficiency.

With the announcement of an action, the release of a prospectus,
or the commencement of negotiations with a single buyer, execution
has begun. The government and its agents should treat the prospectus
as a mere announcemer:t of an upcoming opportunity—not as an 2. tual
offer of shares —thus guaranteeing the Iter freedom to deny some of
the potential buyers their chance to purchase should one wish to impie-
mient such a policy.

The offering documentation should clearly state the time window
during which applications for share purchase can be made. This would
normaliy be a few days at most, selected by the advisors for the best
combination of timing and other factors for the government. The
prospectus must set forth considerable detail on the pluses snd minuses
of the operation being privatized, since large numbers of people will
make financial decisions based on this information. It should include
data on the business environment/market; proportions of the opera-
tion being offered versus those retained by the government; any restric-
tions on who may purchase, and how much; ard information on the
starus and nature of resources and ssets/liabilicies of the unit. Tae
government should have a binding agreement that the property/unit
is being soid without restriction (quitclainied), and that renarionali-
zation is net foreseen. Mote, however, that the government always pos-
sesses the sovereigr power to take assets away from biryers under certain
conditions. If an opposition power has stated that a unit will be a tar-
get for narionalizavon should it come to power, this statement should
be included in the progpectus or in negotiations with a buyer.

Itis sometimes permissible and desicable ro place a portion of the
offering, thus minimizing the chance of undersubscription and of large
ouyers holding back. However, if the purpose of privatization is to gener-
ate free-market compcetition, placements may be prohibited. It is also
possible to offer porzions of the same bedy of shares to different com-
munities under different terms. For instance, a certain percentage can
be offzred first to the employees and pensioners, then a certain per-
centage of the total can be offered to institutional investors. One can



98 PETER THOMAS

make the sale of one fraction of the bloc on a “placing share” basis,
in which the shares go pro rata 1o applicants, and the remainder on
a “commitment share” basis, to be satisfied only if there is a balance
remaining.

One can also hold back a percentage of the shares to offer them
overseas. If an offer is to be made in foreign markets, the government
should bear in mind that these shares would likely be covered by under-
writing agreements in the country concerned. Since such agreements
reflect the rules and practices of the particular country, differences in
terms and conditions are critical as preparations are being made. If
one is unsure about foreign markets, the potential for an underwrit-
ing contract with one's own community or central bank should be
checked. Since domestic underwriters may also be uncertain that the
offering will succeed in fereign markets, such agreements may include
contingency clauses to protect the underwriter, such as a requireinent
that they are obligated to step in and purchase the shares only if the
equity cannot be reallocated and sold domestically.

When applications for shares come in from the public during the
prescribed period, they are collected by the agent, with assistance from
the government. Althcugh it need not be announced, the government
should have a formula for culling unacceptable applicants from the
pool. An example of this is the claw-back provision, with which the
government can withdraw unsold shares from the oversight/control of
the agent or underwriter. Often one may wish to consider a “golden
share,” a share to be held by the government, carrying special powers
that can be employed to preserve the government’s interests; for example,
to keep foreign groups from seizing control of an organization involved
in defense work.

When the government has decided how it wangs the sharehold-
ing to fook, the formula is applied and share certificates und/or refunds
are mailed out. At this point the privatization has taken place, and some
or all of the entity is owned by the private sector.

Special considerations. The following are a number of special con-
siderations related to particalar sales: Will the government be neutral
vis-a-vis the tax consequences of the transaction, or will it grant a tax
holiday? VVill there be ancillary tax benefits, such as investment tax
credits or incentives for small business development? Will there be spe-
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cial perquisites given to some buyers, such as discounted telephone ser-
vice? Will some or ail of the sharcs be offered at discount prices? Will
there be balloon options, such as warrants usable in several years to
buy more stock at discounts?

The government may have to give the public a binding commit-
ment never to seck to raise its sharcholdings above a stated amount—
never to gain a majority, for example. Also, t ensure the value of the
stock floated, it may have to pledge that it will not seil additional stock
before a certain date. If there are firm legal roadblocks stopping dives-
titure, the concept of informal closure — keeping the legal identity but
winding down corporate activities —should be investigated.

If the state-owned enterprise is a limited liability company sub-
ject to company law, it is necessary to protect against unpaid creditors
who may challenge the validity of the process and maintain claims after
the completion of liquidation. Determ.ning the priority of claimants
is a legal concern. Additicnally, there may be a requirement for inten-
sive discussions with lenders before any action is taken. When the gov-
ernment is trying to divest itself of & company with large debts, the
feasibility of the governnient assuming the obligations should be con-
sidered. If the company has a few assets, one should see whether it
is legally possible to offer a foreign lender the equity in a public cor-
poration in exchange for forgiveness of the debt. In several recent cases,
governments have cipitalized an entity and framed it as a joint stock
corporation; ownership was then vested in the creditor bank.

Another approach to dealing with troubleseme entities is a muli-
step process such as has been done in India, where a number of enter-
prises have been turned over to state governments, which in turn are
more readily able to enter into joint ventures with the private sector.

Conclusion

The legal aspects of privatization are pervasive and related to many
bodies of law. While no single text can answer all questions, there are
several universal points:

* Inspending money or shedding public property, a government
touches the roots of its law and constitution.
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® Oneofthe primary goals of privatization js protection against

monopolistic behavior; this fact should influence every gov-
ernment action.

Equity and fairness must be ensured for all parties, both among
themselves and with regard to the government,

Equitable compensation for property and increased efficiency
of operations are the principal objectives to be realized by
privatization. The law on trusts provides a reasonable foun-
dation for evaluating a government’s activities. Privatization
can contribute to both the perception and the fact of govern-
ment’s fulfilling its fiduciary responsibilities,
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Marketing State-Owned
Enterprises

The motives prompting privatization an bear significantly on its mar-
keting. The range of motives extends from the very practical to the
philosophical, including the following:

Immediate cash income. Many governments are currently exper-
iencing budgetary deficits. The sale of stare-owned enterprises (SOEs)
or state-owned assets (SOAs) is an alternative to raising taxes oi ‘ncur-
ring further debt;

Immediate foreign exchange. Some governments suffer fron a lack
of foreign exchange, and a sale of SOEs to foreign investors can pro-
vide a possible solution;

Future cash income. Future tax revenues or creation of incremental
employnient justify even giving away SOEs when they are otherwise
unmarketable;
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Settlement of foreign debt. Where restructuring and/or refinanc-
ing foreign obligations frequently increases debt and extends it fur-
ther into the future, equity from SOE or SOA sales can effectively retire
the debt;

Encouragement of industrial development. A government’s pri-
vatization of land, mineral rights, an idle plant, or other assets can
encourage industrial development;

Encouragement of foreign investment. The same assets can be
used to encourage development with foreign participation. This works
particularly well in those instances where foreign technology or exper-
tise is an essential ingredient. Where the asset is real estate, a physical
plant, or extractive mineral rights, rhe dotrestic government never really
loses control. Reasonable application of the legislative process ensures
that, even in the absence of ownership, ultimate conrrol rests with the
host nation;

Efficiency of operations. Since innumerable studies under varied
sponsurship have recognized competitive markets to be sterner task-
masters than are government bureaucracies, privatization is attractive
to governments seeking to lower the cost of services. The most com-
monly privatized servic:s are airlines, railroads, resource operations,
and financial institutions. As pointed out above, owncrship is not
required for control. A reguiated airline is effectively controlied; gradu-
ation to a deregulated airline may be several years in the future;

Development of capital markets. As an integral part of a long-
range plan to develop domestic capital markets, privatization fuels
increasingly sophisticated and broadened entrepreneurship while en-
abling the government to maintain some control over the rate of
development;

Education of the public. Evenin developed nations with sophis-
ticated capital markets, the average person’s level of financial under-
standing is low. Increased participation in market processes through
privatization stimulates transferees to understand those processes; and

Pursuit of philosophy. Privatization may be motivated purely by
the idea of free enterprise and a government’s determination not to com-
pete with the private sector in ownership or enterprise.
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Marketing Devices: A Checklist

Other factors must be reviewed to decide on an appropriate market-
ing approach and to eliminate methods unlikely to work.

Type of transferor. A direct transferor implies asset ownership
by a national government. In such cases the government is in direct
coatrol of any enabling legislation that may be required, such as relax-
ation of foreign ownership restrictions. Indirect transferor implies that
the asset to be privatized is owned by a government agency or a state
or local government, for instance. Enabling legislation must then be
coordinated with senior levels of government;

Type of transferce. Privatization to a second-party transferee —
employees, management group, community, and so forth— might fre-
quently touch on social costs, such as where employces attempt to pur-
chase a business to save their jobs, where management proposes a
leveraged buy-out of an SOE, or where a community offers to buy a
facility to preserve its use for local residents. Third-party investors are
more often concerned with potential financial returns;

Nature of transferee. Active transferees would intend to partici-
pate in the enterprise after privatization, which would normally involve
an active role for the transferor as well, in the form of subsidies or
government-sponsored plans such as Employee Stock Ownership Plans
(ESOPs). Passive transferees may be less likely to require an ongoing
role for the transferor, although factors such as subsidized borrowing
costs may be involved;

Nationality of transferee. Domestic transferees are unlikely to pose
special problems, though foreign ones could. For example, restrictions
against foreign ownership, exchange controls, and so on may have to
be changed, as existing laws may preclude foreign investors or the free
flow of currency needed to make the investment or facilitate the outflow
of profits from the investment;

Type of enterprise. Existing enterprises usually have the fewest
problems for privatization, but may have to be refinanced or reor-
ganized. Newly created enterprises may create a wide range of poten-
tial problems, which can be alleviated through careful consideration
of the narure of the new enterprise;
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Nature of enterprise. A single-line operating company would be
well suited for a second-party transferee, whereas a passive, third-party
investor might prefer a multiline (diversified) holding company;

Condition of enterprise. Condition has an obvious bearing on
several issues. A poor enterprise that is not marketable might be a small
part of a newly created enterprise under a holding-company format.
Passive investors, especially foreign ones, will normally be interested
only in opportunitics based on short- and long-term returns, and will
therefore consider only operations or assets that are neutral or good,
unless significant inducements are provided;

Typc of transfer. In these times of budget deficits, the transferor
may insist on immediate cash returns, and indeed may originally have
been motivated by this consideration. A neurral transfer might be of
the share-giveaway type, which can be done as part of a long-term
capital-market development program with the government looking to
along-term repayment frem future tax revenues, Cash from the trans-
feror might be required where a joint venture forms part of a privati-
zation, for example, with the government motivated by potential
development and employment;

Extent of transfer. A complete or pure privatization may be prefer-
able where the government is prompted by a desire to improve the oper-
ating efliciency of the unit. A partial privatization may be preferable
where the government does nor wish to vest complete control in pri-
vate hands, or where transfer of ownership is done in the interests of
satisfying a debt to a third party, especially if that third party is foreign;

Pricing of ransfer. Where the asset 1o be privatized has an estab-
lished market price, as is the case with common shares or real estate,
the solution is casy, as is the share gi veaway, where value is irrelevant,
Pricing is a key variable that can be used to encourage participation,
and in some cases undervaluation may be used to achieve certain ends;

Type of market. As a rule, in a free market virtually any of the
options to be considered is possible, whereas in a controlled market
the choices are more restricted, and enabling legislation may be required;

State of environment. The environment will have 1 major bear-
ing on the approach to be taken. Given sophisticaed markets and finan-
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cial institutions, share sales or the use of other securities may be possible.
The less sophisticated the environment, the more restricted the possi-
ble upproaches; and

Condition of environment. Market conditions are obviously
important. A good asset may be privatized under poor market condi-
tions, whereas a poor asset may not be privatized under favorable mar-
ket conditions.

This checklist can be useful in three distinet ways. First, it will
reveal in refatively short order whether a privatization is possible. It
willidentify bottlenecks or <howstoppers, and it will immmediately focus
attention on the critical factors that must be addressed. Second, it will
quickly climinate the variables that cither do not or cannot apply.
Finally, it will identify a short list of decisions that need to be made
and indicate who needs to make them.

Combining Methods and Motives

The permutations of methods and motives for privatization are close
to infinite. As a result, the points above can be used to stimulate dis-
cussion and to rough out potential privatizations in specific cases.
Within the context of an actual case, it may be helpful —indeed
necessary—to be imaginative in the approach. The less conventional
issue may require a more enconventional plan. This is particularly true
in less-developed countries (LDCs). The privatizations that have been
undertaken in industrialized countries do not address the problems of
unsophisticated or undeveloped capital markets.

Given an absence of operational indigenous markets in many
LDCs, there are considerable constraints on the range of alternatives
that can be employed. In considering the underwriting and sale of com-
mon shares to a domestic third-party investor, one normally assumes
the existence of an active and sophisticated investment banking and
brokerage community, extensive communication of financial informa-
tion, credit facilities, and a reasonably knowledgeable and receptive
investor community. Any or all of these may be lacking in an LDC;
therefore, normal privatization techniques will not work. In such cases,
innovation and imagination in planning divestitures become more
important than an analysis of past approaches used by industrizlized
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nations. If an LDC is to undertake privatization and stimulate the
growth of domestic capital markets, the devices employed in the pro-
cess should be creative.

Marketing Devices: The Alternatives

Although the financial infrastructure assumed 1o be available in indus-
trialized countries is not always available in the Third World, the advan-
tages of privatization are greater for LDCs, and there may be a greater
sense of urgency in these cases; given the dual objectives of LDCs in
privatization, virtually any financial arrangement should be consid-
ered. It will also be advantageous to examine less-often-employed fea-
tures of financial agreements and to be completely flexible in their
application. The following are some alternatives,

Common shares. As the basic unit of ownership in a corporate
structure, the common-share issuc has the ad vantage of simplicity. By
the same token, the sale of common shares demands a higher degree
of investment appeal, sophistication of financial conditions, and favor-
able investor psychology. Further, there is no reason to assume that
all ownership is equal. There are several alternatives:

* Restricted voting. Common shares can be divided into vari-
ous classes offering different voting rights;

* Conditional voting. While voting rights may be reduced under
normal circumstances, full voting may be restored or effected
in certain situations, such as takeover offers or successive oper-
ating losses; and

* Restricted dividends. To offset the reduction in voting rights,
a priority claim on cash dividends can be provided.

Preferred shares. Generally these are recognized as a fixed divi-
dend form of nonvoting equity. It has been suggested, for example,
that in the case of privatization used to reduce foreign debt, offering
preferred shares is a possibility. But variations can also be considered:

* Conversion to common shares. This can be offered after a cer-
tain time has elapsed or if certain conditions are met;
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® Variable dividends. The rate of dividends can vary according
to levels of domestic interest rates or profits;

* Redemption options. The shares can be redeemable at a
predetermined value at the option of the issuer;

* Retraction options. The shares can be sold back to the issuer
at a predetermined value at the option of the investor; and

* Voting. Preferred shares can be given conditional votir:3 rights
if, for example, dividends are not paid for a prescribed period
of time.

Convertible bonds and debentures. While bonds snd debentures
are debt instruments, conversion features make them a form of equity.
This may make them more attractive to potential investors because of
their senior claim and maturity date prior to conversion. One benefit
from the issuer’s point of view is that a higher value can be called for
the equity, as the conversion price is generally established at between
10 and 20 percent above current worth. Such securities also offer innova-
tive potential:

* Conversion terms. They may be converted into any form of
equity, with various values and schedules for exercising this
option;

* Redemption options. The bonds may be redeemable by the
issuer at par or some other value;

* Retraction features. The bonds may be issued with a long-term
maturity that can be shortened by the investor;

* Extension option. The bonds may be issued with a short-term
maturity that may be lengthened at the option of the holder;

* Variable interest. The interest payments can be made to vary
with domestic interest rates; and

* Income bonds or debentures. The security may pay interest
according to the profit of the venture.

Joint venture. Not all privatizations will take the corporate form.
Some may be of a project nature, in which active, outside investors,
domestic or foreign, participate. Examples would include the develop-



108 TED M. OHASHI

ment of mining property or the construction of a manufacturing facility.
Again, numerous alternatives exist:

* Standard joint venture. A project in which a government party
and one other party share costs and ownership in an agreed-
upon ratio;

* Earn-in joint ventures. If the earn-in concept comumon in the
resource industry is combined with the joint ventu re, the result
is the basic asset, and the rights to use it are provided by a gov-
ernment, with the investor providing the development capital
and expertise. Final ownership is in accordance with an
agreement;

* Performance contracts. The rato of ownership may be decided
according to some performance criteria. In mining this might
be the attainment of production targets, whereas in industrial
applications it may relate to meeting certain budgeted costs and
time constraints; and

* Payment in kind. A situation might arise where the government
does not make a cash payment for its share of costs but con-
tributes a proportion of the initial output at a prescribed vaiue
over a fixed time period.

Asset sale. The privatization might involve an asset that is nei-
ther corporate nor project-oriented. This might be real estate, stock-
piled minerals, or an unused plant, for example. It is interesting to note
that the United States undertook a privatization when it began selling
commodities from its strategic stockpile a few years ago. In many
respects an asset sale is probably the easiest to apply in any given cir-
cumstance.

* Sale. This can take many forms. The simplest is the outright
cash sale at an agreed-upon price. But the sale might be made
conditional on development or improvements, and accommo-
dated with financing, subsidies, sales contracts, and so on;

* Leasing. Again, the options are numerous, including a straight
long-term lease, lease to own, or a conditional lease;

* Exchange. One asset may be exchanged for another, Where
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values are equivalent, this does not really constitute a privati-
zation, but where the government exchanges one asset for
another plus financial consideration, the definition would be
satisficd; and

* Grants. The asset may be given or granted another party, with
the expectation that it will be compensated in the future through
taxes, jobs, or a share of profits for a fixed period of time.

Second-party sales or transfers. A managenient or employee group
offers to buy an asset or enterprise, or a community proposes an acqui-
sition. Governments frequently become ewners of enterprises because
they are called on to “save™ a business during diffi~ult economic peri-
ods. I conditions improve and the business recovers, it may be a natu-
ral step to privatize. Many alternatives exist:

* Government program. A sponsored program with tax benefits,
such as an ESOP or GSOP, might encourage voluntary privati-
zation. Such programs can be easily created using existing pro-
grams as guidelines;

* Subsidized purchase. In a sarticular instance, a second-party
group may wish to acquire a government-owned asset arranged
under subsidized terms. Subsidies can take the form of tax holi-
days, favorable financing arrangements, or long-term contracts
for output; and

* Profitsharing. A government owner may agree to fund the pur-
chase of an enterprise by allocating a share of income to a stock
purchase fund. While similar to an ESOP, the only cost to the
government might be a percentage of bottom-line profit with
no other subsidies or employee contribution.

There are obviously a multitude of marketing devices available
when considering privatization. The challenge is to create the most
appropriate vehicle given the circumstances and the motives underly-
ing the divestiture. Knowledge of the scller’s objectives and the nature
of the assets to be sold will direct decisions along certain lines. For exam-
ple, if capital generation is required, certain options are climinated.
If the assets suit a corporate form, then particular securities are indi-
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cated. As mentioned, common shares have the advantage of simplicity,
but if the entity cannot be sold to the potential buyers ar a satisfactory
value, it may be necessary to use a convertible form of securitv to pro-
vide investors with a minimuin annual interest return. The number of
potential variables makes a simple, all-encompassing checklist impos-
sible. But careful consideration of the issues will make it possible to
avoid many problems and identify hurdles at the outset, which should
result in a tremendous savings of time and financial resources,
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Marketing Divested
State-Owned Enterprises
in Developing Countries

Three very clear lessons can be learned from privatization in advanced
economies such as Spain, Britain, and several Latin American coun-
tries. The ficst is that privatization is a bit like marriage: you shouldn’t
“sort of ” decide to do it. Once the decision to privatize has been made,
it is important to go through with it. Second, it is very important to
have clear lines of command. My company acted as a consultant in
acountry in which there was nore. We had to report to three different
ministers and several committees. This made the whole process
unmanageable, and in the end, of course, it was a failure. The third
crucial lesson is that there must be a major effort toward education,
particularly of political opinion, not just for politicians, but also for
the trade unions, parliaments, and so on.
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I'shall divide my thoughts on privatization into four basic areas:
the steps in the process, valuation, the marketing, and the sale itself.

Steps in the Process

As far as the process is concerned, it is obvious that we must start with
its feasibility. There are certain enterprises that are unfeasible to sell,
reprivatize, or transfer to the private sector for the stmple reason that
they have no worthwhile assets. Their labilities far exceed their assets,
and it wouid cost the public sector more to sell them than simply 1o
close them. So we will assamie that we are talking about a feasible sale.
In addition, we wili assume that the sale is to either an individual or
agroup; public stock issurs are practical only in the larger and more
advanced countries,

The second question is how the enterprise should be structured
so that it can be sold. There are a number of impertant points to bear
inmind. One is the question of who will ussume the debt »bligations.
Many enterprises to be privatized suffer from extremely unfavorable
h..:ance sheets, with debt/equity ratios of, in some cascs, forty or fifty
to one. Clearly they cannot be sold that way. Someone has to assume
the debr, and it becomes quite a job to show the authorities that they
are betrer ff selling and assuming some of the debt than keeping it in
the public sector and continuing to take losses. Bur this is not immediately
obvious, and depends crucially on the structure of the debt assumption.

Another important factor is the tax and social security liability
that in many enrerprises has not been fulfilled, as well as the unfunded
pension liability. Very often one finds, orice the accounts are inspected,
that the companies are delinquent ir: various contributions to the state.
Itis usually assumed that debrs to the state should be borne by the buyer
and not be forgiven, or that some form of gradual payment should be
made, whereas commercial debts arc ncgotiable. But this depends very
much on the case of the particular company.

Another important point is that a company may have hidden
assets. If you look at the accounts, everything is depreciated, so you
do not really know its commercial value. In one case a company in
Colombia had a substantial negative net worth, but its major asset,
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a beautiful piece of land in the center of Bogotd, was not shown on
the books at its market value, The company itself, which made appli-
ances, was worth nothing, but the land, of course, was worth a great
deal. Other hidden assets nclude trademarks, patents, royalties that
have not been exploited, and so on.

The hnal important point in restructuring is deciding whether the
coempany should be broken up. The parts are sometimes worth far more
than the whole. A shipping company may he worth very little, while
its terminals may be worth a lot, An airline’s landing rights may also
be worth a great deal. One must make a very thorough analysis of a
company’s finances to know what is hidden, what is worth something,
and what the debts are.

Once thatis done and a strategy has by en developed for the mar-
ketplace, projections of various aliernatives must be made. Here many
developing countries run into a major problem: price controls. A price-
controlled market will tend to bring down the value of an enterprise
because the prospective buyer is being sold a lot of difficulties in get-
ting his prices right.

Depending on the outcome of these projections and whether the
salespeople can convince the government to change policies, it may
be possible to prepare a sales brochure. As its name sugges:s, the sales
brochure is meant to sell this asset or company, and must be prepared
accordingly. [t must be casily readable and accessible and be illustrated.
It must have good accounts. It should be casily summarized for those
who are busy. Too often, sales brochures have very little information;
the accounts do not go back more than a year or twoj; they are not pre-
pared using standard international accounting practices; the projec-
tiens do not go far enough into the future; and they give no idea of
the physical facility. A good sales brochure should avoid these prefalls
and be prepared with care.

Valuation

On the subject of valuation, there is no substitute for a realistic price,
which is what the market will pay. Obviously, replacement cost is one
way of valuing, though it is usually not terribly relevant. It is relevant,
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however, for political opinion. People say, “If we had to build this thing
over again, it would cost us so much.” Of course, the answer is that
if they had to build it over again, they probably would not build i,
and therefore they would not have to sell it cither.

Book values are another important measure, particularly in coun-
tries where the comptrolier general or the gencral accounting office
tends to consider these things. In Peru, for example, the comptroller
general has immense power—or at least thinks he does—and always
looks at book values. Yet book values can be irrelevant. For example,
an oil company may calculate its value at $25 4 barrel while the actual
price is $15. The best way to value a company is to calculate its present
and future earnings and those under a potential buyer. For example,
a gas pipeline company engaged in merging with an oil company may
not at the moment have substantial value in terms of its carning power.
But if it is merged with a company that has gas ficlds with no outlet,
its value may increase dramatically. The total carnings that this com-
pany may represent to a buyer must be calculated; that will give a fairly
precise idea of what sort of buyer the sale should be oriented toward.

The earnings should be looked at in terms of the “times earnings”
or “times cashflow,” depending on what is important to the seller and
the buyer. Clearly, with nominal ingerest rates at very high levels in inany
countries and real interest rates in the 30 percent range, anything that
is valued at more than three times carnings or three times cashflow is
clearly unrealistic. If you can earn 17 to 18 percent with a junk bond
in the United States or 11 to 12 percent with a U.S. Treasury bond, you
know that a potential buyer can invest his money in very safe instru-
ments at six or seven times earnings. Any valuation that tends to £0
higher is trying to sell hope in the future, but is not really selling reality.

In the end, comparisons must be made with similar transactions.
Thisis casily done in the Unjted States, which has a very large market
indeed; it is not so easily done in a developing country, where such
sales have not taken place and where the markets are small. On the
other hand, if a soft-drink company is being sold, one knows there
is a certain price per case in the international market. If a mining com-
pany is being sold, there are certain ratios that are very well known.
All of these comparisons will give a range. We are engaged, for exam-
ple, in selling a company in Brazil that has a range from $50 million
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ata very high discount rate to $200 million, which represents a rather
rosy view of the future and a rather low discount rate. The valuation
exercise simply gives some parameters; a precise valuation is fairly

difficult,

Marketing

The next step is to decide whether one should look for many poten-
tial clients or only a few. If it is a firm or economy of any substantial
size, many potential clients are preferable. In the case of a Spanish sherry
enterprise we sold recently, there were 148 potential clients. We ended
up with five or six who were serious. But one finds that one must turn
over every stone. If a buyer feels he is in a monopoly position, he will
exploit it to the hilt and make a very low offer. One has to stimulate
competition, and the more people one talks to, the berter, so long as
one follows strict investment banking principles, one of which is con-
fidentiality. Otherwise it will appear that the sale is a desperate one,
and that everyone and his brother is being sought. Any party that is
reasonably interested should sign a confidentiality agreement, which
is fairly standard. In this country and in Europe, it works. In a develop-
ing country it works only partially, because there are small markets
and everybody knows what everybody else is doing in the end. However,
it gives at least the government and seller some protection to have such
an agreement,

One other aspect of markeung is whether one should conduct an
auction. This method can be dangerous because it tends to freeze the
price ar whatever was offered in each envelope. You must have the legal
fexibility to have an auction foliowed by negotiation. If it is only a sim-
ple auction, you will find that the price you get is much lower than
if you are able to negotiate one bidder against the other. It is terribly
important to be able to carry the process one step further and turn
itinto bargaining if he property or business is sufficiently attractive.
Ina number of developing countries, however, buyers do not like that.
They feel they are being manipulated by an aggressive New York invest-
ment banker. They are used to buying and selling companics on the
golf course, and they do not really like somebody bidding up the price.
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But that is essentially the sort of function that we have, because in the
end we work for our client; in the case of a reprivatization, that client
is obviously the government. So in the end it is important not to have
fixed auctions that end with sealed bids on a particular day, because
they will not yield top value.

The potential buyers who have been identified may dwindle to
only one or two. In selling the retail stores rhat belonged to the gov-
ernment of Spain, we approached forty-cight interested parties, received
expressions of interest from thirty, and ended up negotiating with two.
Tax credits are extremely important in these negotiations. They may
be transferable —they ave in most counrries —and can be worth a lot
of money. If the tax rate is 50 percent, this can double the price for
every dollar of tax credit that you are making available.

Remittance rights on capital are also important. For example, in
Brazil a number of multinational companics have large cruzado deposits
that they cannot withdraw because they have already used up their
remitrance rights. Such companies are always on the lookout for oth-
ers that have remittance rights. The company that you are selling may
be worth very little on the books, and the valuation that you come up
with may be very low indeed, burt the company may have the right to
remit $50 million. Given the opportunity cost of foreign exchange in
a debt-ridden country, that right may be worth a lot of money.

Sale

In evaluating the offers, it is important that buyers actually put up a
substantial amount of cash. If they are not putting up much cash, they
should have a first-class bank guarantee behind the payments they will
make. Their assumption of debe alse has to have certain guarantees
attached to it. Otherwise there is a risk of getting adventurers as buyers.
They buy the company, and six months later they are back at the trea-
sury saying, “This company is bankrupt. It really wasn’t what | thought
it was. 'm returning it to you.”

The crucial part is negotiation of the offer with the buyer. Very
often at that point, politicians try to influence the sale one way or the
other if there are not clear lines of command. The cominittees one
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reports to are composed of people on one side or the other who are
in touch witl: some of the buyers or politicians; the negotiation becomes
complicated; there are no secrets and everything leaks out in the street.
So the negotiation should be quite short. Anything that drags on for
more than two or three months never gets done. We have seen sales
that were prolonged due te conflicts between ministries, or the buyers
were trying to use influence, and after three months it became obvi-
ous that the sale would not happen. The sale must be done fairly quickly
and aggressively to nail down the buyer and be sure he is able to deliver,
at the same time using the government to help him buy the company.
Very often whether a purchase can ke made will depend on whether
the buyer can get some sort of financing.

I'believe that some of the programs of the international agencies
are too complicated and have too many studies and not enough prac-
tical reality. Eventually you must sell. You cannot study forever. There-
fore things should be kept simple and realistic.

There are also sometimes rather convoluted forms of selling in two
or three steps, which complicate the process. Things have to be kept
simple and realistic. They have to be kept decisive by having somebody
in the government who is willing to stick his neck out and back up the
effort; otherwise privatization wili never happen,
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Financing Privatization

Privatization usually requires two phases of financing: first to support
the transfer of ownership, then to ensure the continued operation of
the new company. In the aftermath of transfer the company moves from
the credit caregory of sovereign risk to that of commercial risk. Finan-
cial provision must be made for transition of the enterprise to private
ownership.

Several internal and external factors affect the method of privati-
zation, and thus its financing requirements. The overall quality and
size of the business are major factors. The availability and organiza-
tion of the country’s capital markets arid banking systen:s also affect
financing. So does government willingness to permir foreign private
capital shareholders. The availability of private domestic capital is also
important, and depends on a tradition of ¢quity investment and risk
taking by local capitalists.
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Once privatized, the enterprise is likely to need a combination of
long- and short-term capital for modernization and the purchase of
equipment and technology. There will also be 4 need for revolving lines
of credit to finance the daily operations of the enterprise. Transitional
funding will be needed to cushion the loss of such government funds
as subsidy pavments, capital contributions, guaranteed loans, and lines
of credit that often finance state-owned enterprises (SOEs), particu-
larly in the Third World. The SOEs might also have received interna-
tional loans from agencies such as the World Bank, the inter-American
Development Bank, or the Asian Development Bank, with government
guarantces that are usually unavailable once the entity has been
privatized.

Let us consider in some detail how the transfer of enterprises from
sovernment to private ownership can be financed. Environmental fac-
tors that affect how such a transfer can be financed include:

® political receptivity of the country to permitting the free flow
of domestic and foreign capital;

* the interrelationship of the country’s capital markets to those
of the rest of the world; for instance, whether the shares of com-
panies from the privatizing country are readily listed on stock
exchanges in Tokyo, New fork, and Frankfure;

* aviable and regulated securities market within the country;

* sufficient private capital within the country to purchase the
shares of the enterprise; and

* theinternational creditworthiness of the country for access to
medium- and long-term markets, so that privatization can be
financed through, for instance, investment hank underwritings,
Eurobond iscues, underwritings backed by the World Bank,
Eurodollar medium-term loans, and financing by other mul-
tinational development stitutions,

For countries with advanced and viable capital markets, where
the distribution and exchange of srock is done on a regular basis through
a well-repulated system, privatization can be accomplished by selling
the shares of the company through the stock exchange, The enterprise
would have 10 be attractive in order to compete for investors, Sale on
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the stock market has been accomplished by the British government in
the cases of British Telecom, Biitish Gas, and more recently British Air-
ways. The Conservative government’s privatization program is exem-
plary, using as it does the free capital markets of Britain and the United
States for the benefit of the British taxpayers, the investors, and the
companies.

In the sale of British Gas, some of the stock issue was reserved
for individual investors and the balance was sold through financial insti-
tutions. The fact that Britain and the United States have well-established
and -financed securities markets has made privatization possible
through existing procedures. This is also the case in France, where Prime
Minister Jacques Chirac began the process of privatization soon after
winning the parliamentary elections in 1986. Large French SOES, begin-
ning with the financial institutions, will be privatized in Faris through
la Bowrse.

Utilization of existing capital markets has the considerable advan-
tage of financing privatization through existing mechanisms. Further-
more, it places shares of the enterprises in the hands of the public as
much as possible, thus assuring a certain amount of popular support
for the company. In the cases of British Airways, British Gas, and British
Telecom, thousands of British citizens who previously had not been
investors and never had a picce of the action in that nation’s industry
have become proprietors of very important British companies. For the
government an economic advantage of privatizing through the stock
market is that bidding can drive the price upward and provide the enter-
prise with additional capital.

Some government financing and support may be needed to pre-
pare a company for sale if the enterprise is not currently profitable.
This may be accomplished through such measures as selling excess
assets, sizing down the enterprise, infusing government funds to improve
the capital base of the company, and hiring management from the pri-
vate sector to improve operating efficiency and bring abour a market-
driven philosophy. British Gas was an attractive investment, and the
British government had little to do to prepare it for sale. But Jaguar
and British Airways needed restructuring to improve profitability.

In countries where the government does not impose nationality
restrictions on stockholders, selling shares of the denationalized entity
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is much easier, as more buyers can bid for ownership. The more will-
ing the government is to allow the maximum amount of capital to ow
into the enterprise, regardless of nationality and methodology of invest-
ment, the easier it is to launch the company successfully. In the case
of British SOEs, for instance, shares were placed not only on the Lon-
don stock exchange Fut on the European and American markets as well.

Brazil and Argentina have some akility to place shares of govern-
ment enterprises iri the hands of domestic investors, but they have pol-
icies restricting forcign investment in potentially attractive companies,
Such policies not only render privarization more difficult, but deny the
counrry needed capital, technology, and managerial talent.

Privatization through existing stock markets is limited in some
less-developed countries (L.DCs) by the absence of a tradition of popular
investment in common shares, as well as by a shortage of investment
capital, caused by high inflation with its resultant negative effect on
the accumulation of domestic savings. Privatization of SOEs through
public distribution of shares is not so easy or efficient in those coun-
tries as itis in Great Britain and France, but it should not be discounted;
encouraging it promotes popular participation in stock ownership.

One method of transferring ownership without a stock market
is through auction, the process of open public bidding. The enterprise
is first appraised by independent accountants. The minimum bid price
is announced at the appraised value, and interested investors are invited
to make a sealed bid. There can be two-part bidding, where the finan-
cial and technical qualifications of interested investors are reviewed first,
then finalists are invited to mal:c a monctary bid in the standard fash-
ion. The process is designed to ensure purchase by investors who can
give the company a heightened chance of commercial success. The dis-
advantage of sale by auction is that the goal of democratizing the com-
pany’s ownership is not accomplished, since shares are placed in the
hands of only a few investors.

Another method of transferring ownership is the negotiated sale
of the SOE to preselected financially able parties. Again, the process
begins with outside auditors establishing the vo'ue of the business.
Potential buycrs are then invited to offer their qualifications. The goy-
ernment decides on the one best qualified to own the business. Terms
of sale and purchase price are set in confidential negotiations.
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Government Role

Our discussion of the sale of SOEs has thus far been based on the
assumption that investors —whether in a capital-rich country or a poor
one—are able to buy the company through their own financial 1esources,
without fundraising help from the seiling government. This is the
cleanest and least inflationary method of effecting a change in owner-
ship, and is particularly iinportant in countries with an inflationary
economy. The reality, however, is that many privatization sales in de-
veloping countries will require debt financing. A popular method is
the leveraged buy-out. Sharet and assets of the corporation are pledged
to a third-party lender who provides purchase financing equal to the
price of the enterprise. The net cash flow produced by the business
is then used to pay the principal and interest on the loan. Leveraged
buy-outs are not so frequent in other places as in the United States;
however, with the assistance of international financial and development
institutions, this method could be adapted to the legal and financial
structures of some privatizing countrics.

[n nations with fiduciary laws, such as common law countries,
shares could be placed in a trust fund. The administrator of the trust
would manage the loan on behalf - “the financing party (which could
be a financial institution or the selling gevernment) and would ensure
that the buyers meet all their obligations prior to the transfer of shares
to the new owners upon full repayment of the loan. The ability of a
privatized enterprise to obtain traditional bank financing could be
restricted where the shares and assets of the company are held in trust
as security for the lender. Of course, one way to assist the company
is tor the government to guarantee the loan. Such support should be
limited, and the company should be ready to cut all ties to its former
owners so that it can become a truly private enterprise.

International lending institutions, particularly development banks,
can play an imporzant role where private sources of purchase financ-
ing are lacking and the government is not willing or able to finance
the sale. Where native buyers have a portion of the needed capital but
not the fullamount. an institution like the International Finance Cor-
poration (IFC), a subsidiary of the World Bank, can engage in joint
ventures with local invescors. The IFC can participate by providing cap-
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ital in exchange for an equity position in the enterprise. The IFC can
also provide debt financing under better terms than commercial lend-
Ing instirutions can, requiring perhaps a preferred position in the repay-
ment of its loans. Development institutions like the IFC and the
Inter-American Development Bank are able to provide not only capi-
tal and debt financing, but also technical and management expertise,

Normally, financial markets in developing countries are limited o
debt, rather than cquity, instruments; mortgage bonds and government
debt instruments are popular investments. In cases where privatization
needs to be financed, the issuance of bonds secured by the assets of the
enterprise is an attractive aiternative. These bonds, issued by the newly
privatized company, may need to carry privileged conditions to com-
pete successfully in such limited capital markets. Some possible con-
ditions miight be government guaranty, tax exemption for interest paid
on the bonds, or permission for such obligations to be official bank
reserves. This method of fnancing has the advantages of making it
possible for the government to receive ful! payment on the sale up front,
and of providing investment opportunities to the public. It is important
that the quality of the enterprisce issuing the bonds give the public con-
fidence in the investment as well as in the policy of privatization.

Although international bank loans are one way ro finance privati-
zation, for the present and foreseeable furure this method presents prob-
lems because of the already heavy obligations (some in default) carried
by many Third World countries and enterprises. It is not realistic to
believe that private interational banking institutions will increase their
already troubled loan portfolios in order to provide unsecured credit
to support privatization. The transfer of heavily indebted government-
owned companies to their lenders has been proposed as a solution to
the international debt crisis, and this could perhaps be a method of
both accelerating privatization and resolving the debr crisis.

Continued Financing

Once an enterprise is privatized, continued financing is extremely
important. In the already mentioned cases of British Gas and British
Telecom, there was little concern about working capital, as these com-
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panies already enjoyed ample lines of credit. They also had the advan-
tage of operating in financial markets with ample monetary and banking
resources. The opposite is true in the Third World, where government
businesses are marginal at best, and financial markets lack liquidity.
LDC governments would have to provide for cither backup financing
or guarantees of private bank commitments, particularly commitments
from abroad.

Working capital requirements of a business can be satisfied through
the financial markets or through company profits. The most impor-
tant and attractive, least expensive, and least inflationary method of
financing ongoing operations is through rhe generation of profits. Thig
is the most assured way of financing working capital. Profits provide
mternal financing and inake it possible for financial institutions to risk
depositors’ funds. Profits make growth possible, since they can be rein-
vested in the purchase of capitsi equipment and technology. The lack
of SOE profitability has been a drain on taxpayers, and has deflected
resources away from programs more suitable for the public sector, areas
where Third World governments prone to centralized control have
shown themselves to be neglectful.

Accountability of management to the owners makes private en-
terprise a much more eflicient and better provider to society than gov-
ernment-owned institutions, whose managers are only accountable to
poliricians, burcaucrats, and their own agendas. The need to satisfy
consumer demands and the profit expectations of owners enables priva-
tized companies to finance themselves through profits and encourage
private financial institutions as well as the public to provide support.

Conclusion

Financing privatization requires planning, and must take into consider-
ation the many factors set forth here. The process must begin with pre-
sale preparations and be carried through to where the enferprise is self-
hnancing. Many factors within the company as well as in the environ-
ment where it operates affect how the process will be managed. One
thing is known: economic entities driven by goals of excellence and
service to the public are more likely to succeed. It has been proven that
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private companies pursue these goals more effectively and contribute
to, rather than drain from, the economies of their countries.



Part IV

Privatization for Development



14 Gabriel Roth

Privatization of Public Services

This paper presents examples o full and partial privatization of public
services in developing countries and draws some conclusions that may
guide concerned governments and aid agencies. The services consid-
ered are education, health, electricity gencration, telecommunications,
water supply, and transportation. The examples are taken from a book
I wrote for the World Bank.!

Education

The tradition of private education exists in all known civilizations,
When Confucius =aid that he would teach anybody whe bought him
a meal, he meant that he did not mind how much he was paid, as long
as the principle of payment was accepted. The idea that education
should be “frec” and supplied by the state is of fairly recent origin. It
became established in Europe and North America in the nineteenth
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century and was subsequently embraced with enthusiasm in the twen-
tieth century by governments in Africa, Asia, and Latin America, with
results that did nor always meer expectations. Private education still
survives in those countries because the public sector is short of funds
and the private sector can offer a better product, particalarly for special-
ized purposes and in the education of minonities,

The financing of education raises serious problems, but provision
of “free” services by government employces is not necessarily the best
way to deal with them. Education can be provided by private enter-
prise even if the financing is in the form of government grants or loans.
Loan funds are particularly well developed in Latin America, where
about twenty institutions cooperate internationally through the Pan-
American Association of Educational Credit Associations (APICE).

If grants are felt to be more appropriate than loans, it is possible
to use education vouchers, which give the user the right to purchase
cducation up to a specified value from approved institutions. This device
was used very successfully for demobilized soldiers in the United States
after World War I1. A similar scheme is now used in Chile: local authori-
ties pay approved schools a specified amount for cach day that a child
attends, and the schools compete for enrollments. The value of this
paymentis on the order of US$100 a year, which may be a fifth or sixth
of the fees charged by equivalent privatr ichools. Nevertheless, the
amount is sufficient to enable groups of teachers —and parents—to
establish some new public schools. The Chilean voucker cannot be
used to supplement fees in private schools. The system was introduced
in the 1940s as part of a reorganization that devolved responstbility
for the schools from central government to the counties, [t was revised
in the 1970s.

Health

The health sector, like education, has a long history of private provi-
sion. According to the World Bank, across the spectrum of develop-
ing countrizs most expenditures for health care are private. Even in
cases where facilities are publicly owned and the services are free, people
80 to private clinics because public hospitals are undercapitalized, with
no staff, equipment, or supplies. Traditional medicine is widespread



Privatization of Public Services 131

in Asia, Africa, and Latin America, and the practitioners almost invari-
ably operate on a fee basis. This is a strong signal that health care should
be moved out of the public sector. Major problems include the organi-
zation of health insurance and integration of the traditional and mod-
ern sectors.

Health insurance, like education loan plans, is highly developed
in Latin America. In some cases, insurance covers groups of employecs;
in others, insurance companies cover individuals. Health insurance can
also be found in less-developed societies: in many Indian villages it is
traditional for farmers to bring the local practitioner a gift at harvest
time, which serves as an insurance premium for care the following year.
Similar customs are found in Indonesia. The integration of traditional
with modern medicine is found in many countries. In India it is sup-
ported in government medical school; in Ghana there are government
programs to give modern training to traditional birth attendants, who
are then allowed ro charge higher fees as a reflection of their new skills.
Traditional medicine is more advanced in India and China than in
Africa, possibly because treatments and remedies are recorded and pub-
lished, and thus made available to other practitioners for testing and
comment. In Africa, on the other hand, traditional remedies are handed
down from one practitioner to another under conditions of secrecy,
so lessons disseminate much more slowly,

As in the case of education, there need be no conflict between gov-
ernment financing of health services and private production. Under
the National Health Service of the United Kingdom, individuals are
encouraged to choose their doctors, who are then paid an agreed
amount out of public funds for each person on their lists.

Electricity Generation

One major obstacle to the improvement of electricity supply in develop-
ing countries may be the belief that the industry should be treated as
a natural monopoly, and that electric power must therefore be sup-
plied by the public sector, or at least regulated by it. It can reasonably
be argued that electricity transmission and distribution exhibit such
economies of scale that they can be regarded as natural monopolies,
but the generation of electricity can be carried out, as in North Yemen,
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at widely scattered points, either for use by the generating firm or for
sale. There is also the possibility of cogeneration (an industrial pro-
cess that produces heat and electricity simultancously), with electric
power being sold for use by the governraent,

In theory, one can envisage a publicly owned and operated grid
buying electricity from competing suppliers at prices that reflect sup-
ply and demand. This does not appear to be happenitz anywhere in
the Third World, birt legislation passed in the United States in 1978
requires electric utilitics ro buy power from certain producers if it is
offered at favorable rates. The law encouraged the emergence of hun-
dreds of small companies that generate electricity from wind or water
power. In this manner, electricity could be provided in the developing
world.

One method of ownership that seems to have more attractiveness
in less-developed countries (LDCs) than private enterprise is cooperatives
—private enterprises that are owned by the users instead of by share-
holders or investors. Some will argue that cooperatives are not all that
private; it is true that in the carly stages they do need public support.
This is because in the early stages electricity rates are controlled and
usually se at below-return rates. But eventually that changes: .Ider
systems such as those in Costa Rica, Argentina, and Chile are private.

One possible source of clectricity available to scores of develop-
ing countries comes from the burning of bagasse, the remains of sugar
cane after the syrup is squeezed from it. In it dried form, bagasse is
frequently used to provide the necessary fuel for the manufacture of
sugar. With suitable upgrading of equipment it is possible to gencrate
more power from it than is required to make sugar, and this power can
be made available to the public grid. In Mauritivs, for example, it was
calculated that 8 or 9 percent of the total clectricity needs of the island
could be met by burning bagasse instead of tmporting fuel.

Telecommunications

In most Third World countries, demand for telecommunication ser-
vices far exceeds supply, as evidenced by the high prices at which tele-
phone lines change hands in cities where such transactions are allowed
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(81,500 in Lima and Rangoon; double that in Bangkok). A recent World
Bank publication posed the question, “Who or what group has decided
that telecommunications investment should be constrained relative to
demand by closely regulating and controlling inputs to the sector, its
organizational structure, and the internal procedures of telecommu-
nications operating entities, and by Imposing numerous restrictions
under which operating entities must operate?” It concluded that, rather
than the users, it must be the owners, suppliers, and regulators of the
services—which in most developing countries are governments,?

In the past, the governments of LDCs have generally decided that
food, transport, power, health, and other most pressing needs should
receive the most emphasis. So long as telephones were viewed as an
inessential and largely luxury consumption, investment in the teleconi.
munications scctor received low priority. In the last fow years, this per-
ception of the role of telecommunications has been changing, largely
because of the explosion of telecommunications activity occasioned
hy the technological revolution. Modern telecommunications are
beceming essential to business activity—initially 1o compete in the inter-
national marketplace and increasingly for domestic business antivity
as well. This revolution is generating pressure for change in the tradi-
tional organization of telecommunications activity and in the priority
it receives in the investment world. ‘Where developing countries have
such a demand for telephones that individuals wait « year for installa-
tion, there is a strong case for allowing a competitive service to oper-
ate. A good deal of discussion about reform is going on, with many
different mechanisms being examined, to make telecommunications
entities more flexible, commercial, and efficient.

Proposais for full-scale privatization are extremely rare, even
among the most active reformers, because most governments feel that,
even if it is ultimatcly deemed to be desirable, full privatization is too
large a step to be taken all at once. Somie governments aie instead seeking
gradual reform, through which the consequences of each change can be
evaluated before the next step is taken. These reforms include 1) internal
reorganization of telecommunications entities, such as changes in pro-
curement, pricing, and management systems; 2) creation of autono-
mous or semiautonomous government entities to replace government
ministries; 3) joint ventures and management contracts; and 4) per-
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mission granted to major competitors and users to create alternative
systems and connect them to the public network.

One exaraple of partial privatization involves 4 private facility
accessing the international telecommunications network and provid-
ing service to a limited number of special customers, The “Telepory”
is planned for start. up in late 1987 i the Montego Bay Export Free
Zonein Jamaict, with management and financing provided by a U.S.-
Japanese joint venture, The purpose of ateleport (of which there were
atleast sixty-five existing or under development in North America in
1987 is to provide higk-speed, high-quality voice and dara lines for
companies engaged in telecommunications, The Jamaica Teleport is
designed to serve information-intensive enterprises in the Montego Bay
Export Free Zone, such as telephone marketing operations, reserva-
tion centers, and data entry firms, Information will flow between the
United States and the Jamaica Teleport on voice and dara lines via a
Contel ASC suzellite and a specially constructed ground station in
Jamaica. The price of private leased voice and data cirzuits will be com-
parable to those of U.S. domestic telecommunications operations, which
are competitively determined and therefore substantially lower than
those normally charged for international services. These low rates are
expected to make the free zone's facilities especially auractive to U.S,
firnis. And many of the users accessing the operators at the teleport
will not realize that their phone calls, placed through the 80v network,
will be carning valuahle foreign exchange for Jamaica.’

Experience with private sector operation of telecommunications
in LDCs has been mixed. Ina number of countries, such as Botswana,
sovernment-owned companics have beer managed by foreign private
firms with reasonable suceess. Private telecommunications companies
owned by foreign interests were onee commor in Latin America, but
most were nationalized in the 1960s. The Dominican Republic still has
a public service supplied by GTE, but even this relationship appears
to be having difticulty after many years of relarive harmony. The Philip-
pines have a fully privare telephone system that has long been unsatis-
factory, for reasons that warrant further study.

The communications revolution requires L.DCs ro rethink their
telecommunications strategies and make appropriate adjustments to
meet escalating needs and pressures. Increased commercial otienra.
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tion for existing PTTs and an increased role for the private sector are
important and highly desirable components of this adjustment, But
care must be urged, as the problems are extremely complex and tech-
nology is evolving rapidly. Public interest concerns in telecommuni-
cations will always be important, so there will always be a role for the
government.

Water Supply

Because of a genuine or alleged reluctance to pay for pipe { water in de-
veloping countries, privace investors are reluctant to supply the neces-
sary infrastructure. One way of dealing with the problem is to adopt
the French system of afferniage, whereby the infrastructure is inanced
out of public funds but operated by a private firm. Such systems are
to be found in North and West Africa as well as in France, where there
are sufficient qualified firms o ensure that cities can always solicit bids.
There are different ways of bidding: the company might win a con-
tract by being the one 1o quote the lowest rate of cha rge to provide cus-
tomers with a package of services, or it might be the one to offer the
lowest sum for the right v: supply these services ar prices determined
by the government.

Among rural arcas, the development of private tube wells has been
particularly successful in the Indus Valley in Pakistan. In the 1940s the
government instalied more than 14,000 tube wells, mainly for drain-
age, although it was believed that iniproved irrigation would be a use-
ful by-product. The Indus basin farmers preferred to have their own
wells, however, and the 14,000 public tube wells were matched by
186,000 small-capacity tube wells that were installed by the private sec-
tor, 90 pereent of them with no subsidy. Assessments by World Bank
staff concluded that the private tube wells had been managed cfhiciently,
imposed a relatively insignificant burden on public resources, produced
recurns that were economically justified, and did not lead to excessive
exploitation of the aquifer.* Furthermore, private initiatives produced
a remarkable range of ingenious inventions using cheap local mater;-
als. A bamboo tube well was developed in Bangladesh that is so cheap
that several can be inserted in the same plot. Used in conjunction with
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an engine and pump mounted on a bullock cart, the wells can irrigate
an entire farm area economically. It is not even necessary for every
farmer to own a pump, because contractors emerged to serve purmp-
less tube wells.

Agricultural production is often constrained due to lack of water,
while surpluses exist in neighboring areas. Can large quantities of irri-
gation water be moved trom areas of plenty to areas of shortage? One
of the main constraints 1o activity of this kind is the absence of clear
property rights for water. If such rights were clarified, it is conceivable
that the movement of water over long distances could do as much to

N

stmulare agricolture in India as it already does in California. A trans-
fer of warer on the basis of property rights implies payment to the sell-
ers at freely negotiared prices.

A move toward the privatization of domestic water supply by grant-
ing property rights has taken place in Kenya.s In some regions, vil-
lagers had not been paying the small monthly tax that was to be used
to help operate and nzaintain local water supply systems. Furthermore,
frequent acts of vandalism on faucets, drainage facilities, protective
fences, and so on made it financially prohibitive and almost physically
impossible to maintain many of the public standposts. To overcome
this, public water facilitics in a few wreas were converted to water ven-
dor operations, a licensed vendor paying a subsidized rate for the
metered water and selling it to users by the container at a slightly higher
fee. As a result of the switch to kiosks, vandalism has been greatly
reduced, thus saving government funds spent for repair and replace-
ment; a small amount of revenue has been generated; and the rate at
which people apply for house connections has increased. Some peo-
ple presumably felt thar if they were going 1o have to pay for water,
it might as well be convenient.

Transportation

None of the above examples is of actual public sector divestitures; the
transfer of a public service to the private sector is comparatively rare,
but there are some cases in transportation. In Mexico, for example,
the port of Tampico was given to the workers when the government
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got tired of paying its deficits. Under worker management, efficiency
increased markedly. However, in 1985 Tampico joined Altamira to
become once again a public sector complex. Road maintenance is now
contracted out to private firms in countries as dissimilar as Brazil, Nige-
ria, and Yugoslavia,s

Aninteresting examiple of urban bus divestiture oceurred in Buenos
Aires, where in 1951 a national enterprise known as Trarsportes de
Buenos Aires took over all bus and rail transport operations. The ser-
vices deteriorated rapidly both financially and in quality. By 1959 the
service was losing the equivalent of US$40 million per year. In 1962
the situation became intolerable, and Transportes de Buenos Aires was
dissolved. All the lines except the undergrouid railway were turned
over to the private companies that had been operatirg before 1951 M any
of these companies were empresas (route associations) of owner-drivers
empowered to serve just one route. The emipresas governed routes, fares,
and schedules, subject to rules determined by the regulating authori-
ties. The vehicles used were typically twenty-three-seat buses, which
provided a high frequency of service. Competition was created by the
establishment of new esmpresas that duplicated the routes of existing
ones. The microbuses still operate profitably and provide a highly
praised level of service.

A different approach is scen in Calcutta, where in 1960 all bus
services were vested in the Caleutta State Transport Corporatior
(CSTC). The CSTC suffered from managerial and inancial problems
and was paralyzed by strikes in 1966. In response to its need for ready
cash and to public demand before the 1966 clecrions, the government
of West Bengal sold permits that enabled 300 private buses to be oper-
ated. The buses earned a profit, although they charged the same fare
as the money-losing CSTC and had inferior routes. By the late 1970s
some 1,500 full-size private buses were operating in Calcutta, in addi-
tion to about SO0 private ninibuses. In 1985 the private buses ac-
counted for about two-thirds of all bus trips without subsidy.
Meanwhile, the CSTC, which operated similar routes at the same fares,
had to be subsidized at the equivalent of US$I million a month by a
government desperately short of funds. A similar coex;stence of prof-
itable privately owned buses and loss-accruing government-owned ones
can be found in Sri Lanka and in the state of New Jersey.”
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Privatization

The impediments to privatization are many and various in developing
nations. In African nations that were under colonial rule, the national
capital is not strong enough to develop these instivutions. The people
with money and power left the country, and those who inherited pub-
lic institutions are very poor and cannot afford them. The private sec-
tor is reluctant to put the little money it has into public services. Other
countries worry that privatized services will not have the clout to col-
lect from their customers. For example, garbage collection in an area
with underdeveioped civic responsibility may not get paying customers;
people may just dump their trash at the roadside. There are problems
where existing ronopolies object to competition; this can be exacer-
bated by unemployment, by unions, and by a lack of political will.
Finaily, there often exists a shortage of management.

Thus it is important for develeping countries to ease into pri-
vatization, rather than perceiving themselves as in an all-or-nothing
quandary. Privatization needs to be broken down into distinct pieces
to be understood. Three categories seem essential: first, who deter-
mines market demand? Government can, or government and citizens
can jointiy, as through the use of vouchers; finally, the private sector
can determine demand exclusively, as is the case with jitney services
in the Philippines and Bucnos Aires. Determination of demand is a
form: of empowerment: the very essence of the concept of privatiza-
tion is greater citizen control over the level and range of services and
goods production.

Second, who finances the service? The government can, or the
financing can be a private-public partnership, as in user charges. And,
of course, the private sector can finance privatization exclusively. Third,
who provides the service? The government can, whether in a competi-
tive framework or a monopoly. Examples of the former are contract
cities in California, in which the county sheriff seeks bids against local
police departments to provide local services. Production can be a private-
public venture, as in contracting for private provision for a public ser-
vice. Or it can be absolutely private. These kinds of distinctions are
essential to find ways to ease into privatization.
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Conclusion

Of the services examined, telecommunications and electricity genera-
tion probably offer the greatest potential for private involvement because
of intense demand, the comparative ease of collecting payment, and
the poor existing levels of service in most countries, Transportation
is also a fertile field for privatization, one that is already being tilled.
Education, health, and water are more cifficult, because payment by
governnient may be required. But even when services are paid for by
the public sector, management of them can still be contracted out to
private entcrprise.

There are many examples of public services being provided by the
private sector in developing countries, but very few cases of full gov-
ernment divestiture have been documenred. The reasons for this are
not clear, but it may be hazarded that, as in the United States, the pres-
sures to retain activities that are in the “public interest” without sub-
jecting them to the bothersome disciplines of markets are well-nigh
irresistible. In the cases where ownership has been transferred to the
private sector, the divestiture involved the return to private ownership
of an originally private concern that had not been rur successfully by
the public sector. The Jamaica Teleport, with its low international trans-
mission rates, illustrates a spillover of the consequences of U.S. deregu-
lation into the international arena.

It may be tha: the most painless way of bringing about the pri-
vate provision of public services in developing countries is to deregu-
late rather than to divest—to allow the private operation of competitive
services while leaving to the public sector the operations under its con-
trol, in the hope that competition would either improve them or make
it easier for them to be wound up. One may also conclude that a short-
age of cash encourages divestiture—not to mention ccoaomy in the
use of scarce resources—and that governments secking economic
growth should strive to abolish subsidies to failing public services. Sub-
sidies can be designed, as in the case of the schools in Chile, to go to
consumers without depriving them of their choice of supplier.
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15 Inn Marceau

Privatization of Agriculture
and Agribusiness

In many developing nations the parastatals number in the hundreds
and thousands. In those countries in which agriculture and agribusi-
ness are significant contributors to the gross national product (GNP),
parastatals tend to be concentrated in those sectors. There are no reli-
able data on the amounts of investment in agriculture or agribusiness
by public and private enterprises, and the data on parastatal involve-
ment by sectors are poor. The scope of parastatal involvement in devel-
oping countries is illustrated by the following;:

 In 1983 World Bar.k report on state-owned enterprises (SOEs),
Mary Shirley reported that in the early 1980s the nonfinancial
SOE share of total domestic credit in developing countries
ranged from 7.2 percent in Jamaica to 91.5 percent in Indone-
sia. These statal and purastatal organizations were responsi-



142 IAN MARCEAU

ble for more than 25 percent of domestic credit in most of West
Africa, Burma, Bangladesh, Bolivia, and Indonesia. Fifty per-
cent of 1980 government tax revenues in Brazil were transferred
to SOEs, while the foreign debts incurred by SOEs in Peru
between 1976 and 1980 totaled 31 percent of the nation’s toral
foreign debt in 1980. Most nations show that in excess of 50
percent of domestic credit is soaked up by statal and parastatal
organizations. That is a staggering percentage when one con-
siders the low level of capital resources available for develop-
ment in these countries,

* Only four sub-Saharan African countries had private fertilizer
suppliers in 1981. In nine countries there was mixed private-
public supply. In the remaining twenty-six countries, fertilizer
was procured and distributed by the public sector. The same
pattern applied to seed supply, chemical supply, and farm
equipment supply.

* While most nations of the sub-Saharan region exnerienced
decreases in per capita agricultural production during the
period 1969-79, increases were achieved in Kenya, Swaziland,
and Mauritius, three countries in which the privare sector dom-
inates the procurement and distribution of agricultural inputs,

Since agricultural inputs are imported in almost all countries of
the region, state enterprises play a pervasive role throughout the fac-
tor markets of most of these nations, from the naticnal arena down
to the individual farmer. Combined with the marketing parastatals,
the involvement of government is pervasive throughout the agricultural
and agribusiness sectors,

Issues in Privatizing the Agricultural
and Agribusiness Sectors

In addition to the involvement of marketing boards in these sectors,
governments intervene using statal and parastatal enterprises in all facets
of the agricultural industries of developing countries. State enterprises
are involved in the procureinent and distribution of physical inputs —
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seeds, fertilizer, chemicals, and equipment. Proponents of the system
claim that in less-developed countries (I.DCs), with their limited
resources and scorce foreign exchange, centralized coordination is neces-
sary for effective delivery of inputs to those producers most important
to the cconomy. Bui the fact that the sub-Saharan nations in which
the private sector is ascendent have increased their per capita agricul-
tural output while those with extensive governmental involvement have
experienced decreased per capita output strongly suggests that the
proponents of centralism are incorrect. The experience of private fer-
tilizer distributors in Bangladesh in recent years provides further evi-
dence that the private sector can handle production inputs successfully
in LDCs.

Privatizing procurement and distribution of production inputs
involves development of:

* methods of devolving the monopoly powers of the parastatals
to private traders;

* mechanisms for giving traders access to the capital needed to
finance procurement and marketing of inputs. Of particular
importance is access to foreign exchange at real exchange rates;

* the role of government in providing the transportation and com-
munications infrastructure necessary to facilitate traders’ access
to rural and other markets; and

* the proper role of government in facilitating availability of
credit, enabling farmers to buy production inputs at nonsub-
sidized market prices.

Options available for privatizing production inputs include:

* devolution to the private sector of parastatal activities. This
would result in elimination of the statc’s monopoly powers. This
can be accomplished only by a government policy decision.
The case of Mali and the removal of the monopoly powers of
the grain parastatal OPAM provides a model. The key to suc-
cess in inducing the government of Mali to hand the business
over to a free market was the provision of guaranteed finan-
cial assistance to buffer the privatization process. A similar
approach could be used for other parastatals;
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* facilitation of private sector access to the capital required to
fund procurement and distribution of agricultural inputs by
removing restrictions on the ownership of or access to rthe for-
eign currencies needed to purchase these inputs abroad; of
importance here is the requirement that the artificial exchange
rates maintained by many countrics be abolished;

* use of conditional aid o change the urban emphasis of most
government policies to ones that share resources more equally
with rural regions. My 985 survey of sub-Saharan Africa has
shown that the likelihood of privatizing infrastructure services
in developing countries, especially transportation and commu-
nications, is extremely remote. This is the most feasible option
te facilitate privatization of other components of the agribus-
iness sector; and

* eswablishment of rural credit programs that charge market inter-
est rates and are backed by government loan guarantecs. This
is the most attractive option to provide farmers with access to
enough credit to purchase production inputs at market prices.
Donors could consider concessional assistance in the early
stages.

Land and Capital Investments

Given the availability of the hecessary inputs and financing through
the private sector, the key to privatization of the agricultural and agribus-
iness sectors is the sanctity of property rights. Without the guarantee
of long-tern interest in the land required for farming, and the capital
goods needed to cigage in business, privatization will fail, Where a
communal base of agricultural production persists, attenuated owner-
ship persists, and significant improvements in agricultural policies
(including the climination of marketing boards) cannot be expected
to have the same benefits that they might have where ownership is
securely vested in individuals,

Conversely, in those few African countries where governments have
invested in land titling and expanded individual ownership, marketing
boards and pricing policies tend to be less oppressive than in countries
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where communal production has not been systematically addressed.

Reforms are necessary to guarantee property rights and individual use

of property in the private sector. Governmenis must guarantee either

the right of ownership and reasonably unfettered use or the right of

access to resources over the long term for reasonable purposes.
Reforms in this arca could include:

* constitutional or at least statutory protection against expropri-
ation of private property, implemented and protected by appro-
priate judicial procedures; and

* statutory rights of resource use under leaschold or other legally
enforceable forms wherc private ownership is not appropri-
ate, as in tribal communities. This practice is common in the
United States, where forest lands are often publicly owned while
guaranteed private use has allowed a long-term forest prod-
ucts industry to develop. '

Privatization of Marketing Boards

In most countries the cost of running marketing board bureaucracies
is a major contributor to the shortage of LDC financial resources that
could be used to pay a truly reasonable return to farmers. Often these
organizarions have as their primary purpose the “empleyment” of the
politically and otherwise favored members of society and the provi-
sion of income to the powerful. Their role in the agricultural produc-
tivity of the nation is at best sccondary. Thus, the following price-related
issues need to be considered in privatizating marketing boards.

Production management. In addition to their roles in setting and
administering prices, marketing boards are often used to enforce pro-
duction quotas —usually production ceilings, but sometiines minimums
imposed by cropping area regulations. The limitation of production
is a common feature of the agricultural policies of developed nations.
These ceilings inevitably create economic inefhiciency, which is exacer-
bated by subsidies paid to compensate farmers for reduced output. In
cases where minimum cropping requirements are imposed, ineflicien-
cies are introduced by forced product substitution and associated inputs,
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and by the resulting price signals. Therefore, the production-related
issue in privatizing the boards is the role and appropriateness of quotas
in the agricultural economy,

Marketing of products. Marketing boards are usually the sole
legal purchasers and sellers of products within their purview in develop-
ing countries. Fortunacely for private sector interests, the enforcement
of the boards’ monopoly role is usually ineffective, the result being a
flourishing informal market in which products reach consumers through
pazallel, illegal marketing channels. However, when the free market
is rendered illegal it is forced 1o stay small and thus incffective relative
to its potential. Governmental efforts to use ofhcial marketing chan-
nels to climinate or restrict the role of private operators, while largely
unsuccessful, usually result in the misallocation of national resources
and the introduction of costly inefliciencies.

All governments intervenc in agricultural markets to some extent,
and this is justified where governmental involvement is necessary for
reasons of social equity and market stability. The issue to be addressed
in privatizing marketing boards is the degree to which public agencies
should be involved. Price stabilization and buffer programs are a valid
public responsibility, whereas involvement in direct trading should be
left to private interests. The question is how to accomplish rhis end.
Options include the following;

* recurrent finuncial assistance from donor agencies to back up
government efforts to stimulate the private sector. Especially
important would be the provision of funds to support higher
producer prices and to compensate consumers for the reduc-
tion of subsidies;

® an initial financial contribution from foreign sources, based
on a host government schedule, ro bring producer prices and
consumer costs into equilibrium by phasing out governmental
interventions; and

* the institution of consumer vouchers (food stamps) where a
government can derive the same value from them as from price-
setting, at substantially less cost to itself and the economy. If
the government wants low consumer prices and insists on set-
ting them, consumer vouchers would allow producer prices
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to float. The value of issued vouchers would vary, in turn, as
corollaries of the difference between market and mandated
prices (except where the latter exceed the former). This con-
sumer subsidy could be phased out, without production dis-
incentives, in accordance with a fixed schedule and/or mereases
in production.

The likelihood of financial assistance by donor agencies is low,
since it involves the unattractive prospect of long-term commitments
without any real leverage w induce the government to change its poli-
cies. The second alternative, finite and conditional financal assistance,
is more likely to find acceptance. In fact, this is precisely the model
followed by the donors group assisting Mali in privatizing OPAM. and
appears feasible for adapration to different narketing boards in numer-
ous countries,

Conclusion

The options outlined here concern the macroeconomic factors that
emerge from a particular theorerical backgr und. Many LDCs con-
tinuc operating under the old industrialization theory of development,
favoring the industrial sector over the agriculwral. This means squeezing
the latter for “excess™ labor or savings to invest in industry — considered
more productive and the engine of development—by holding down
agricultural prices and establishing import wriffs favorable to indus-
try and unfavorable to agriculture. Import substitution policies, still
prevalent in many LDCs, are part of this thcory of development and
have impacts on both agricultural mput and output markets. One
impact is the overvaluation of domestic currency that usually accom-
panies import substicution, making agricultural exports less competi-
tive. Along with making purchase of imported agricultural inputs more
difficult and domestic inputs more expensive, control of foreign
exchange allows these countries to allocate searce foreign exchange to
the favored industrial sectors.

Supply-side policies, which are used to increase incentives for indi-
vidual production, should be expected to reap quite different conse-
quences in different institutional settings: positive where individual
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property and contract rights are established; not positive where those
rights are attenuated. The elimination of government intervention in
agriculture may be a necessary condition for increasing productivity
and production, but it is sufficient for rendering those effects at an above-
subsistence level in lieu of government intervention in the land market
to achieve reform. Even with communally based production, Africa
suffered droughes without famines until it experienced the interven-
tions in agriculture of newly dependent governments. Eradication
of those interventions is essential to the avoidance of widespread star-
vation. But if more is desired —agricultural production above subsis-
tence and complementary 1o cconomic growth in a developing
soctety—then the institutional basis of production must be addressed.
In short, poticies which would increase incentives jor production make
sense in individual terms, and are unlikely to realize their intended effects
where individual vwnership is not established. Incentives for individ-
uals must promise individual benefits, which require individual
ownership.

Positive changes in commonly cited bad governmient policies are
more likely to occur where they are accompanied by government suc-
cesses i establishing and expanding private ownership rights. Where
this is achieved, individuals with an interest in making those other
changes emerge, and a political constituency is formed,
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Privatization of Financial Sectors

The degree to which a modern economy’s financial sector functions
properly in large measure determines the economy’s degree of success
in real per capita growth and income over the long term. The finan-
cial secter plays two crucial roles. First, the financial system determines
allocation of income between present and future (consumption today
versus more consumption tomorrow through savings, investment, and
capital formation) and allocation of ciirrent investment funds among
various competing projects. lIts second role is the administration of the
payment system in the economy. Financial development—the emer-
gence of sophisticated and efficient institutions for coordinating pay-
ments and investment decisions —has gone hand in hand with real per
capiia economic growth throughout economic history.!

The development of intermediary institutions fosters growth
because it improves coordination between potential savers and inves-
tors, both nationally and internationally. It thereby increases the size
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of flows from savings into capital formation. Simultancously and jus
as importantly, it improves the effectiveness of the process of alloca
tion whereby investable funds are distributed among projects, increasing
the useful capital-formation payoff from any given outlay of funds
Development of techniques of payment, which begins with monetiza.
tion of the economy, allows increased coordination between specialist
producers and potential buyers, expanding the possibilities for the divi-
ston of labor.

Historical evidence indicates that financial institutions develop
moze strorgly and efliciently when left to the private sector, primarily
because the flexibility of private ownership promotes effective speciali-
zation among varieties of institutions, The profit motive channels finan-
cial entrepreneurs into the niches where their personal expertise operates
most effectively to cultivate supplies of investable funds, to evaluate
investment projects as worthy borrowers of funds, or to combine these
two activitice, The historical development of specialized financial mar-
ket institutions in the economically advanced countries of the world —
institutions such as stock and bond markets, brokerage houses, mutual
funds, investment banks, and consumer banks— took place in a largely
market-directed environment. This does not mean that an identical
set of institutions is necessarily appropriate to developing countries
today, or even constitutes a goal for the future. Different financial tech-
nologies are appropriate t¢ different cultures, stuges of development,
and eras of history. The point is not the outcome of evolution else-
where but the framework for the process: the private market frame-
work allows the financial system to adapt itself best over time to the
evolving desires of a developing socicty.

The chief social advantages of a market system of private and
deregulated financial intermediaries over a nonmarket system of state-
operated or state-controlled enterprises come from its use of market
price signals and profit motive rather than arbitrary bureaucratic criteria
to attract an appropriate volume of savings and to allocate the scarce
pool of savings in society to its most productive uses, Market institu-
tions can attract an appropriate volume of savings by establishing an
interest rate paid to savers that accurately reflects the balance between
perceived present and future wants in socicty. Interest is a reward paid
for relinquishing present income in favor of future income. In developing
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countries where present wants are relatively urgent and where capital
(the pool of resources for producing future inconse) is relatively scarce,
high real interest rates will naturaliy prevail in the market. These attrac-
tive rates will persuade urban and rural i.come carners to provide ade-
quate additions to the pool of capital in the cconomy. No compulsion
ot expropriation of income (from :he agricultural sector 1o feed the
industrial sector, for example) is necessary. Nor is it desirable if the
process of growth s to respect the preferences of the public.
Unfortunately, state-owned financial institutions in developing
countries have shown a tendeney o try to suppress the knowledge that
capital is scarce by holding interest rates below market-clearing agures.
Ashortage of loanable funds naturally arises as potential savings are
inhibited while the demand to finance investment projects —especially
capital-iatensive and long-range projects — swells at artificially low razes
of interest. Official credit must be rationed by some mechanism other
than price. Anunoflicial market for funds springs up outside the bank-
g sector, but intermediaries in this unsanctioned market typically can-
not offer savers much sccurity. Borrowers must therefore pay higher
rates so that the intermediaries can offer the premium necessary to
attractsavings in the face of the risk of default. As a result, the imposi-
tion of an artificially low official interest rate, COntrary to its ostensi-
ble aim. makes credit more expensive to all but a few borrowers.
In private niarkets, the profit motive, guided by prices, effectively
penalizes substandard performance in the allocation of loanable funds.
The motive begins with individual savers, who seck the highest (risk-
considered) yield. They will shift funds away from bankers who make
too many loans to uncreditworthy borrowers or low-yield projects —
and who consequently cannot pay much interest — toward better bank-
ers who offer ahigher yield on deposits. Bankers thus find that they
must approve only those loans that give the best indication of genuine
profitability (they are also subject o pressure exerted in this direction
by their shareholders). The pursuit of profitability has the result (al-
though it is not part of the banker’s calculation) of steering loans toward
projects with the highest potential for adding to aggregate wealth mea-
sured at market prices.! It also results in vesting responsibility for
direction of resources in rhe most promising of a country’s entrepre-
neurs. If banks and entrepreneurs are both guided by unmanipulated
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market prices, the investment projects selected will be appropriate to
the country’s wants and resource endowments as reflected in jts rela-
tive prices for outputs and for labor, capital equipment, and raw mate-
rials. Unfortunatcly, many developing countries routinely manipulate
the prices of consumer goods—through marketing boards, for
example—and the prices of labor and capital goods. The continua-
tion of nonmarket pricing policies in these arcas would, of course,
severely constrain the benefits of financial liberalization.

Conversely, elimination of price distortions would be highly com-
plementary to privatization of the financial sector. Tax-funded govern-
ment-sector financial institutions, in contrast (o private banks, are not
held continuously accountable for misallocations. They may continu-
ously squander scarce so il capital on loans that yield little or no return,
and yet not be penalized by any reduction in the quantity of funds made
available to them. In Bangladesh, for example, the repayment rate on
loans from the government’s development banks has been only 14 per-
cent, with little or no penalty being placed on borrowers for loan delin-
quency.* Such “banks™ are in practice making outright grants rather
than loans. They are wasting scarce funds, and the real resources pur-
chased with them, on projects that give no evidence of profitability.
Because the recipients can nonetheless profit personally, scarce resources
are also dissipated in lobbying efforts to obtain gratuitous loans, Where
economic profitability is not a criterion, ample opportunity exists for
favoritism in directing loans to politically well cornected individuals,
firms (particularly state-owned enterprises), industries, and regions,
The same opportunity exists in a rationed credit market where gov-
ernment banks grant loans at below-market interest rates. The dreary
spectacle of government favoritism and recipient lobbying is not, of
course, unfamiliar to taxpayers in developed countries.

A third social advantage of private financial intermediaries is that
they operate at lower cost, due to concern for their own profitability.
State banks generally incur high overhead costs because of overstaffing
and bureaucratization in addition to the large costs of writing off bad
loans. Low rates of repayment sometimes prompt overmonitoring of
loan recipients. A World Bank report on Indonesia estimated that its
state banks’ intermediation costs consumed 7 to 8 percentage points
of interest rates charged.’ Such a large wedge between loan rates and
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the rates pa- able to savers is o wasteful obstacle to intermediation. Long
delays in service are another burden associated with state-run bank-
ing: loan decisions take an average of twelve months in Bangladesh,¢
and India’s government-owned banks require five weeks to clear checks
between Bombay and Calcutta,

Conditions

The privatization of the financial sector entails, first and foremost, trans-
ferring the assets of government-owned banks to the private sector. In
a developing country the banking system typically dominates the finan-
cial sector, and m many cases provides practically the orly formal mar-
ket for intermediation (securitics markets are generally of minor scope
and importance). For a private banking system to thrive and make good
use of assets, the following conditions are important:

Enforceable contract law. Lenders must be able to enforce col-
lection of payments contractually aue from borrowers. Borrowers must
recognize that the failure of a project means the loss not only of bor-
rowed funds but of pledged collateral, such as previously acquired
equity. Government must not prevent the liquidation of insolvent firms.

Freedom from interest rate controls. Freedorn of banks to set loan
rates is crucial co the efficient placement of scarce loanable funds.’
Complex interest rate structures that arbitrarily impose dozens of differ-
ent lending rates for different classes of borrowers are particularly invidi-
ous. The Greek government, for example, sets one rate for small
business and sgricultaral loans, one for long-term investment projects,
one for working capital, and one for housing mortgages.* These rate
structures, if they are at all binding, not only repress intermediation
generally but also distort allocation by denying funds to sectors that
are more productive at the margin than others. Freedom to set bark
deposit rates, on the other side of the balance sheet, is crucial for bring-
ing the savings of the nonwealthy out of hoarding, and perhaps even
some of the savings of the wealthy elite back from overseas into the
domestic financial system.

Open entry into banking. Transferring a highly concentrated
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banking system from government to private ownership may simply
replace a state cartel with 1 nominally private cartel unless new entry
is also permitred. Open entry is vital, and in banking (where corner-
ing the market is a practical impcssibility), generally sufficient for com-
petitive pricing and other conditions to prevail. The optimal scale of
banking firms and the individuals best suited to run them can be dis-
covered only under these conditions,

Furthermore, with open entry, the most successful entrepreneurs
in the informal financial sector of g developing cconomy —money-
lenders, pawnbrokers, shopkeepers, middlemen — have the opporru-
nity to develop and expand their traditional lending practices within
banking structures as formal as they fin Lappropriate. The most effective
use can be made of their unique knowledge of local borrowers and cir-
cumstances. The transition from traditional 1o modern finance can be
made most smoothly if traditional lenders are free to open formal banks,
Native institutions that evolve in this way would scem to hold out the
highest promise of mobilizing domestic savings economically and fus-
neling them to the small rur: ' wnd urban entreprencurs who in many
countries have been denied aceess to organized sources of financing."
Although it is independent of privatization, open entry for foreign banks
is also desirable as an element of financial liberalization.

Nonregulation of bank portfolios. The following common polit-
ical practices are for obvious reasons inimical to a thriving private bank-
ing industry: |) forcing banks w0 hold stipulated quantities of
government bonds or large quantities of central bank deposits;
2) requiring that certain proportions of bank assets be devoted to
domestic investments or to specified classes of borrowers; 3) requiring
bank borrowers to conform to arbitrary financial criteria. Privatiza-
tion under rigid regulations such as these, or under conditions of dis-
cretionary official guidance along similar lines, is largely a mockery.

Types of Institutions

The privatization of banks potentially encompasses a number of types
of institutions. Different types may call for different privatization strate-
gies. We will focus on two broad groups.
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State development and investment banks are not prime candidates
for having their equivy sold to private investors because their net worth
is likely to be negative. “Recapinalizing™ insolvent development banks
would simply pour more taxpayer funds down the drain. The port-
folios of such institutions can be privatized by selling their assets in
sccondary markets or by auction, to the extent that they consist of mar-
ketable forms, such as bonds and equity shates. Long-term loans to
state enterprises that may themselves be in the process of being auc-
tioned off can be converted into marketable bonds. Short-term loans,
if any, may be allowed to run to mawrity, ac which point creditworthy
borrowers can refinance with privite bank loans. Costa Rica has begun
the process of liquidating the portfolio of its insolvent state develop-
raent bank. The brick-and-mortar capital of development banks is
generally negligible, as by definition these banks do no consumer bank-
ing, so that finding new tenants should not he a major difficulty. This
recommendation to liquidate state development banks is not intended
to suggest that private development banks are impossible or undesirable;
there are a number of examples to the contrary. But private development
banks are probably better begun from scratch than from an attempt
at radical conversion of an institution accustomed to continual tax infu-
sions and considered more of a soft touch than a stern moneylender.

Consumer and commercial hanlks owned by government are more
likely to be solvent, and therefore are candidates for privatizarion by
an open auction of their equity. Bangladesh has denationalized two
ofits commercial banks by sale of equity to the public, with both sales
being oversubscribed. Such a sale would naturally have 1o be preceded
by an independent audit of balance sheet assets. One possible obstacle
to straightforward application of this method arises when the scale of
astate-owned banking enterprise is far too large for economical oper-
ation inits intended market (for example, the National Bank of Greece
alone holds 60 pereent of domestic bank deposits, almiost nine times
the sum held by its largest private competitor). The “optimal” scale
of the new enterprise cannot be known in advance with much assur-
ance. Butit would seem reasonable to limit any newly privatized bank
to an initial market share of 25 percent or less, so that at least four
banks initially occupy the new market. Subsequent growth and
mergers—which may be necessary to capture economies of larger
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scale—need not be discouraged. When entry is free, fears of monop-
oly power are unfounded. A well-planned division of assets both finan-
cial and physical will be necessary where a large state-owned bank is
to be subdivided into two or more independent potential competitors.

Additional Steps

Privatizing the commercial and consumer banks that issue checking
accounts is already an important step toward privatizing the payments
mechanism. But there is a case for going at least two steps further, par-
ticularly for developing countries.

The first additional step is privatization of the international pay-
ments system; in other words, the foreign exchange market. This mea-
sure requires the elimination of the all-too-common system whereby
the central bank fixes an official conversion rate of local to interna-
tional currency bur refuses to abide by it, pursuing instead an inde-
pendent monctary policy. The central bank overexpands the stock of
domestic currency and then refuses or finds itself unable to accommo-
date all demands o exchange local for forcign currency. By this strategy
combined with credit controls, the central bank becomes a monopo-
list in a rationed foreign exchange market.

One alternative is a cleanly floating exchange rate. But for most
developing economies this option is rendered infeasible by their small-
ness, specialized output, and resulting dependence on international
trade and cross-border contracts. The other, more feasible alternative
is monetary unification with one or more larger trading partners. In
this arrangement, as practiced most consistently by Liberia and Panama,
the monetary unit used domestically is one of the major internation-
ally traded currency units, although it may carry a different local name,
The advantages are straightforward: exchange risk is entirely elimi-
nated for domestic and foreign firms trading within the unified cur-
rency area, and loans and investments from transnational banks and
corporations are unobstructed by actual or feared exchange controls
and the 1ationing of credit Under complete monetary unification and
financial liberalization, domestic banks can use foreign currency directly
asreserves, accepting deposits and making loans denominated in that
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currency. 'The cost of monetary unification is sacrificing the opportu-
nity tor an independent national monetary policy. This is not a great
loss and is probably a substantial gain for the citizens of most developing
countries, whose monetary policies have brought high rates of infla-
tion and have not been noticeably effective at dampening business eycles.

The second recommended step in privatization of payments con-
sists of recognizing the right of private domestic banks to issue redeeni-
able currency. The currency would be redeemable for central bank
deposit liabilities or, if currency unification is undertaken, for widely
accepted assets denominated in the nternationally traded currency (such
as actual picces of aforeign currency). In the latter case the domestic
central bank has no role whatsoever 1o play as a lability issuer. The in-
terbank clearing system can be run by a private clearinghouse, as in
Canada and many other developed nations, Systems of this kind proved
successful in promoting the growth and industrialization of Scodand,
the United States, Canada, and other Western nations in the last cen-
tury before being shunted aside by central bark monopolization of cur-
rency issuc. The primary advantage of a private bank currency system
for a developing cconomy is that iv sets the profit motive to work in
promoting thorough monctization, which remains to be achieved in
many developing arcas. Competition for the profits from 1ssuing cur-
rency leads banks 1o open branch agencies in comparatively remote
areas, (o provide services 1o customers and potential customers, and
to otherwise encourage the use of money in place of barter.

Obstacles to Financial Privatization

The potential obstacles to a policy of privatizing state-owned finan-
cial institutions can be divided into two categories: interests and beliefs.
Interests provoke the opposition of persons and agencies who fear a
loss of power or income from the policy. Beliefs, mistaken or not, lead
people and institutions not directly interested 10 support the status quo
of state ownership,

The most obvious loss of income threatened by financial privati-
zauon is the central government’s loss of revenue from “seigniorage,”
i.c., from printing new money and spending it into circulation. Where
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currency and bank reserves are privatized and the central bank is
removed from the issue of high-powered money, the elimination of rev-
enue from seigniorage is direct. But even a more modest policy of com-
mercial bank privatization can, by making check payments a more
attractive alternative to currency, reduce the real demand for and market
value of central bank liabilities, and therefore indirectly reduce the real
seigniorage income from any given rate of money creation. To over-
come this obstacle, it will be necessary to convinee governments cither
that substitute methods of raising revenuc are preferable, or that spend-
ing should be reduced. The former is perhaps more likely, though the
latter is possible.

A strong case can be made for the idea that high rates of mone-
tary expansion are actually counterproductive as a means of raising
revenue. First, they severely disrupt the organized cconomy so that
activity in normally taxed channels (such as imports, exports, produc-
tion, and sales) is constricted, bringing down tax yiclds. The cconomy
is depressed below its potential volume of output, and a larger share
of the remaining activity is diverted into informal channels (such as
barter) that are difficult to tax. Second, at the high rates of price infla-
tion accompanying rapid monetary expansion, increases in nominal
tax receipts tend to lag behind increases in prices, so that real (inflation-
adjusted) tax receipts shrink. In several Latin American nations this
shrinkage has been found to be dramatic. When a government attempts
to make up its revenue shortfall by stepping up monetary expansion
even higner, the cconomy is headed toward a hyperinflation crack-up.
Forswearing inflationary firance by privatizing the issuing of money
is a credible method of keeping the economy from going down that path.

The income and prestige of officials in state-run development
banks and other institutions are natu rally threatened by privatization.
Itcan be pointed out to such officials that the opportunity to administer
private banks will reward them more lucratively. If they demur, they
admit that tiicy are not really skilled at evaluating the profitability of
projects proposed by borrowers. Bur the real obstacle is that these
officials arc in fact likely to be skilled at cultivating constituencies of
favored borrowers. These constituencies may be highly organized. They
know the game of wrangling ioans from the state banks on conces-
sionary terms, but may fear strongly—and often for good reason —
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that private banks will be less accommodating. The larger number of
entrepreneurs and members of the public who will benefit from an open
and competitive Joan market may not be casy for anyone to identify
before privaization. In countries that have successfully liberalized their
financial sectors (such as Indonesia and South Korea), it has been neces-
sary to form a broad based consensus that the change will be good for
all, however much inconvenience it may cause for some in the short run.

The beliefs inimical to privatization held by those not pecuniar-
ily interested are sometimes outgrowths of a lack of appreciation for
the virtues of decentralized markets; tha is, for letting individuals make
decisions for themselves. in the financial sector the principal fear scems
to be that private banks will not choose to make the “right” sorts of
loans. But private banks have every incentive to seek out and make loans
to projects that look to be profitable — projects that promise to add to
total wealth—since these are the ones to combine relatively low val-
ued resources into higher-valued products. It is difficult to sec what is
“wrong” about this criterion.

It might be argued that the judgments of banks concerning the
profitability of various investment projects do not incorporate the social
benefits of the projects (their valued spillover effects) and that govern-
ment therefore has a role to play in providing subsidized loans to deserv-
ing arcas of the economy neglected by the private financial system. But
what are these supposed social benefits? One development economics
text accounts for subsidized loans to heavy industry by noting that “ic
is industrial development that is expected [by governments] to bring
desired employment opportunities and techrological advances to com-
plement local programmes of education and generally to conform with
the aspirations of development plans.” In some developing countries,
agriculture is expected to bring such benefits. The benefits, in other
words, consist of twisting the cconomy in a direction preferred by central
planners or the politically favored, not of producing effects generally
valued by members of the public. The “desired employment opvortu-
nities” for some come at the expense of denied opportunities for many
in the sectors passed over by the political allocation of loans. Even if
there were valid arguments for subsidization of some projects (and criti-
cism of the argument for subsidy based on the notion of social benefits
or positive externality is obviously beyond the scope of this discussion),
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the mixing ot subsidy decisions with bona fide loan decisions in state
development banks is a recipe for contaminating the lending process
with grant sceking, with all the disadvantageous consequences that
can readily be predicted.

Extreme skepticism is likewise warranted toward assertions that
private banks will make too few loans to projects that are small in scale,
high in risk, or located in certain areas. If these prejects appear at least
to some banks to be profitable for loans (and at an interest rate thar
incorporates an appropriate risk premium they should so appear), it
is hard to see why all banks would shun them. If they do not appear
to any bank to be profitable, it is difhicult to understand why it would
be improper for the banks to shun them. There is no obvious reason
for believing that any projects are entitled 1o subsidy simply by virtue
of their small scale, high risk, or location.

A certain diffidence toward privatization is understandably shown
by people who regard it as a process for handing state-owned enter-
prises over to nominally private associates of authoritarian rulers, cit-
ing the Philippines under Marcos and Brazil as examples of such a
process. No oligarchic policy of this sort is being advocated or excused
here. Privatization of the financial sector is instead proposed as part
of the agenda for genuine liberalization, decentralization, and sepa-
ration of economic affairs from political power.
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The Anatomy of a Successful
Debt Swap

Debt swaps have been endorsed by the Reagan Administration as part
of the so-called Baker Plar, by various multi-national lending organi-
zations, and by independent students of international finance. The
swaps are a means of reducing external debt and of stimulating the
Aow of capital to indebted nations. Since this fow of external capital
can, among other things, provide a source of financing for newly pri-
vatized enterprises, debt swaps can play an important role in promot-
ing privatization, particularly in countries where domestic savings rates
are low.

Debt swaps come in two generic formis: The first, most widely
recognized type involves the cenversion of external debt denominated
in a foreign currency into internal equity denominated in a home coun-
try’s currency. The second type involves the conversion of external debt
denominated in a foreign currency into internal debt denominated in
a home country’s currency.
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Although discussions have generated enthusiasm for debt swaps,
the only country that has been able to make good use of them is Chile.
Since they were introduced in 1985, swaps have equaled almost 10 per-
cent of Chile’s outstanding debr 1o forcign commercial banks. Why
has the Chilean debt swap program been successful in reducing that
count, ;s external debt, stimulating the flow of capital to Chile, and
in part, financing, that country’s privatizations? This chapter addresses
these questions.

The Rationale For International Investing

One necessary condition for a successful debe swap program is the avail-
ability of atrractive investment opportunities in the country that insti-
tutes a swap program. If there are no attractive investment possibilities,
there will be no demand for debt swaps, regardless of how well the
programis designed. However, attractive investment opportunitics do
not constitute a suthicient condition for a successful swap program,
Even if there are attractive investment opportunities, investors might
choose not 1o use swaps, if the swap program is poorly designed. Inter-
national investing is most attractive wlen it promises opportunities for
1) portfolio diversification, 2) good values and 3) attractive returns.

Those who are averse 1o risk attempt to diversify their investment
portfolios so that risk can be reduced. To diversify prudently does not
mean that one indiscriminately spreads investrents around. Rather,
one should pick investments so that the total recurn on a portfolio is
correlated to the return in the market in general. In the United Stares,
for example, this can be done by holding approximately thirty stocks
whose returns tend to be unrelated (or dissimilar) to each other but,
when taken together, generate a total return that is highly correlated
to the market return. This type of diversity tends to eliminate risk witkin
amarket because the returns on a portfolio parallel those of the entire
market. While risk can be diversified, portfolio will still contain risk
assoctated with the market in general, The only way to lower this so-
called marker risk—the risk associated with having a well diversified
“market portfolio” fully invested in one market — s to expand the defini-
tion of the market to include other markets, As good diversifiers, these
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other markets should generate returns that are unrelated (or dissimi-
lar) to those in the original market. This is where international mar-
kets come into play. The exchange in Santiago, Chile, the Bolsa de
Valores, provides us with an excellent diversifier of market risk because
the pattern of its returns is essentially unrelated to that generated in
the United States. For example, using annual data from 1975-86, the
correlation coeflicient between the index for shares traded on the Bolsa
de Valores and the Standard and Poor’s 500 index was - 0.09." Given
the relationship between returns in the Chilean market and those in
the United States, one is able — by expanding “the market” to include
Chile—to reduce the risk associated with being fully invested in the
United States. Or, to putit another way, the increased diversity gained
by investing a portion of a portfolio in Chile allows one to earn higher
returns per unit of risk than one would with a well-diversified, all-
American portfolio.

In addition to the Chilean market’s attractiveness from an overall
diversification point of view, it alo offers an opportunity to purchase
shares that are good values. For example, the average price-carnings
ratio for shares on the Bolsa de Valores is about 7.0, whereas the same
ratio for the Standard and Poor’s 500 shares is about 18.0. In addi-
tion, the Chilean market’s shares are selling at a discount to their book
value. The Chilean market is also attractive because it promises high
rates of return. For example, from 1975 to 1986 an index based on
the Standard and Poor’s 500 stocks increased from 100 to 449; and
during the same period the Morgan Stanley World Index of stocks rose
from 100 to 567. The index for the shares traded on the Santiago's Bolsa
de Valores, however, increased from 100 to 2,060 during the same
period. This represents one of the best records for stock returns in the
world.

There is no beteer indicator of a nation’s economic well-being than
the confidence (or lack thereof) its own investors show by how and where
they spend their money. Flight capital is perhaps the best foul-weather
barometer for any nation’s economy. This is particularly the case for
Latin America, where flight capital has become endemic. Chile is the
one Latin nation in which the flight capiral phenomenon has been
clearly reversed; Chileans have actually been repatriating capital and
earnings from abroad. For example, in 1985-86, about $1.4 billion
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worth of flight capital returned to Chile. This is equal to about 10 per-
cent of that country’s debr to foreign commercial banks. The under-
lying reason for this return of flight capital is the lure of high,
risk-adjusted rates of return at home.

The prospect of significant, risk-adjusted rates of return is the
necessary condition to arrest and reverse the flight of capital. Chile has
met this necessary condition by implementing sweeping privatizations.
This has strengthened the role of private ownership and market forces
in the economy. Since 1974, Corfo, the state industrial promotion cor-
poration, has received about $1.3 billion from the sales of state-owned
enterprises. These sales have included CAP, a steel and iron ore pro-
ducer (100 percent privatized); ChilMetro, an electricity distribution
firm (100 percent privatized), ChilQuinta, an electricity distribution
firm (100 percent privatized); Soquimich, a nitrate producer (65 per-
cent privatized); LabChile, a producer of pharmaceuticals and chem-
icals (49 percent privatized); Enacar, a coal producer (49 percent
privatized); ChilGener, a generator of el stricity (49 percent privatized);
lansa, a sugar refinery (46 pereent privatized); and Entel, a telecom-
munications firm (33 percent privatized). Additional privatizations have
been authorized, including electric generation firms, another coal pro-
ducer, and LanChile, Chile’s nationalized airline.

Noteworthy in Chile’s program to promote free enterprise s its
privatized social security system. On November 4, 1980 eligible workers
were given the option of staying with the public social security system
or moving to private social security. To date, over 90 percent of these
workers have enrolled in private pension funds. The domestic savings
generated by private social security have, in part, been used to purchase
shares in newly privatized enterprises. The private pensions are acting
like a chemotherapeutic treatment that is cating away at the cancer of
nationalized enterprises. It is interesting to note that the controlling
interest in Provida, Chile’s largest private pension fund manager, was
acquired in early 1986 by Bankers Trust in New York through a $43
million debt-for-equity swap.

Employee stock-ownership plans (ESOPs) are an integral part of
Chile’s “Popular Capitalism” program, and have become quite popu-
lar, For example, when the steel company (CAP) was privatized, one-
third of the shares were purchased by employees, with 4,000 of the
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6,500 employees participating in the ESOPs plan. In late 1985, the gov-
ernment sold a computer services firm, ECOM. In this case, the union,
which represented all the firm’s employees, recommended that its mem-
bers purchase ECOM'’s shares. In consequence, 114 of the 120 employece
participated in the $1.5 million sale. They financed their purchases with
a ten-year toan from the government’s industrial promotion corpora-
tion, Corfo.

Privatizatons, with ownership diffusion generated through the pri-
vate soctal security system and ESOPs, have increased the depth and
width of the Chilean capital market. Morcover, they have increased
the popularity of owning shares. Chile has complemented that pro-
gram by reducing cconmic distortions associated with high tariffs,
subsidies, and taxes. Morcover, it has followed prudent monetary pol-
icies that have kept its inflation rates low by Latin standards. In conse-
quence, real growth was almost 6 percent in 1986, unemployment ended
the year slightly under 9 percent, and the country’s trade surplus con-
tinued to grow.

Chile’s Debt Swap Program

Building on its attractive investment climate, Chile allowed for an
acceleration in the flow of external capital into the country when it
changed its foreign-exchange regulations n 1985. These changes per-
mit the conversion of external-debt obligations owed by Chileans into
Chilean peso obligations. That such conversions are attractive is revealed
by the markets. At the time of this writing, participants in the second-
ary market for external Chilean debt value it at about 67 percent of
face value. When it is converted into pesos, its value in the Chilean cap-
ital market increases to about 92 percent of face value. To capitalize
on this possibility for intermarket arbitrage, two new chapters were
added to the Barco Central’s “Compendium of Rules for International
Exchange.” Chapter XIX allows for the exchange of foreign debt fur
local equity. This is aimed at foreign investors who wish to purchase
external Chilean debt for the purpose of capitalizing it into investments
in Chile. The debt-for-cquity swaps that are made possible under Chap-
ter XIX, have received a good bit of attention because they are sirnilar
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to swaps being conducted in Argentina, Brazil, and Mexico, and because
they have also acted to increase the flow of foreign investment into Chile
and strengthen the economy.

Even though international attention has been focused on Chap-
ter XIX swaps, only about 40 percent of Chile’s 1986 swaps were
implemented under this provision, The largest of these was completed
by Carter Holt Harvey, a New Zealand forest products company. It
purchased almost half of Copec, the Jargest private company in Chile
and the owner of Celulosa Arauco y Constitucion, Chile’s leading pulp
producer. Fletcher Challenge, another New Zealand firm, is in the final
stages of an even larger Chapter XIX swap that will facilitate its pur-
chase of 79,000 acres of Chilean timberland.

The new Chapter X VI, which is uniquely Chilean, accounted
from about 60 percent of the 1986 swaps. However, Chapter X VI
has received virtually no attention ourside Chile, It is this chapter that
provides the key to understunding why Chileans have accelerated the
repatriation of capital they hold abroad. Chapter XVl is specifically
aimed at Chilean investors, It permits Chileans to use their assets abroad
to purchase external debt and convert it into domestic debr. This allows
for an arbitrage profit on repatriated flight capital, which adds to the
yields on investments made with these funds. It therefore increases the
likelihood thar Chilean-owned funds held abroad, which are estimated
at $2 to $3 billion, will be pulled back into Chile.

The external-for-internal debe swaps work in this manner: a Chil-
ean investor, through a foreign agent, locates Chilean foreign debt that
qualifies for prepayment and redenomination into pesos. After locat-
ing the external debt which can be purchased at a discount of about
33 percent of face value, the Chilean investor authorizes a Chilean bank
to obtain the agreement of the affected Chilean debtor to have the for-
eigh debt redenominated into pesos at par based on the official exchange
rate. The Chilcan bank then submits 4 sealed bid for a ration coupon
to the Banco Central. This bid indicates how much the Chilean inves-
tor will pay the Banco Central for the right to have the cxternal debt
converted into an internal one. The reason for the ration coupons is
central to understanding why the debt conversions work.

If the total amount of conversions were left uncontrolled, these
transactions could add to Chile’s money supply and create inflation.



The Anatomy of a Succesful Debt Swap 167

They could also cause the value of the peso in the parallel (free) mar-
ket 1o become increasingly devalued relative to the oflicial peso rate.
In consequence of these considerations, the Banco Central has man-
aged the impact of these conversions by setting a monthly quota (ration
coupons) for the total amount of conversions allowed. This allocation
is rationed to Chilear investors on the basis of their coupon bids. The
Banco Central has been able to prudently manage the total allocations,
so that it can “sterilize” the effect of the conversions on the Chilean
moncey supply and keep the parallel rate close enough to the ofhicial
one to guarantee profits from conversions.?

Once approved, the purchase of the foreign debtis made, through
the Chilean investor’s foreign agent, and delivered to the Chilean bank.
T'he Chilean bank redenominates the exiernal debt into pesos and cre-
ates a new, internal peso debt instrument. It is at this point that the
forcign debt is canceled and the new indexed instrument, which requires
the Chilean debtor to pay the bearer a single payment in fifteen years,
is delivered to a Chilean agent. Since the new, local instrument is indexed
to Chilean inflation — so that the real yield is fixed —the final payment
can’t be determined until the new instrument is due.

Finally, the Chilean agent places the new peso-denominated debt
in the local capital market and r- ccives about 92 percent of par. These
receipts are then delivered to the Chilean investor. It is important to
mention that, contrary to debt conversions in Argentina, Brazil, and
Mexico, where the central banks place the value on external debt con-
versions, it is the capital market in Chile that performs this task and
creates the possibility for intermarker arbitrage. This represents yet
another indicator of Chile’s commitrzent to free markets. The Chileans
have, in contrast ro other Latin countries, a well-developed, liquid-
capital markeu in which long-term debt instruments are actively traded.
The Chileans have chosen to allow the debt-valuation and conversion
work to be done by the participants in this open market, rather than
hy burcaucrats at a central bank. It is also important to mention that
the capital market is large enough to allow the Banco Central to effec-
tively “sterilize” a rather farge volume of swaps; for example, the swaps
have been running at roughly 10 percent of the monetary base each
month.

For the foreign investors who must use Chapter X1X, the process
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for implementing a swap is exactly the same as that used by a Chilean
who uses Chapter XVIIL, with one exception. Foreign investors do not
have to pay the Banco Central for the right to make a debt swap. This,
of course, means that intermarket arbitrage profits are larger for swaps
initiated by forcigners than by Chileans. After foreign investors receive
Chilean pesos from a swap, investments can be made in Chile. After
a four-year period, investors are free to repatriate 25 percent of past
dividends, and all future dividends. After 10 years, they can repatriate
their entire capital,

Conclusion

Debt swaps can be succesful if the countries that institute them pro-
vide investors with attractive places to park their capital. Chile’s debt
swap program has been successful because it offers such a parking place.
It provides investors with excellent opportunities for portfolio divers;-
fication, good investment values, and high returns, Investors who have
been attracted to the Chilean market have used the swap mechanism
because it is frec-market in irs design and because by using it they can
obtain Chilean pesos at a discount, which is equal to the arbitrage profit
generated by the swap, Chile has demonstrated that a well-functioning
debt swap program can provide a significant source of finance for
privatization, and that this stimulation can fuel an accelerating privati-
zation program.
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Development with Aid:
Public and Private Responsibilities
in Privatization

The major problem in the Third World is the lack of adequate capital
markets. But experience shows that giving money alone to the gov-
ernments of less-developed countries (1.DCs) is questionable. Finan-
cial aid to developing countries should to a greater extent be made
conditional on their economic policies, particularly on their progress
toward privatization. When aid is given for development projects, pri-
vate secror involvement should be urged, and where possible made a
condition of aid. For example, aid to construct and operate irrigation
networks, roads, or electricity generation facilities should be given on
the condition that these be privately built and operated.

Obviously, the experience of developed countries does not trans-
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late verbatim to the Third World. Nevertheless, important lessons can
be learned, including the following:

* Units should be established within development agencies and
given responsibility specifically to encourage privatization in
the developing world. The units should coordinate policies to
promote privatization, including the policies of other govern-
ment departments and agencics.

* Specialist teams are needed to provide advice to developing
countries. These teams should be made up of officials with
privatization experience from government departments and
agencies, managers laid off from newly privatized companies,
and experienced individuals seconded from financial institu-
tions with privatization expertise.

® Regular conferences should be held in Asia, Africa, and Latin
America at which specialists from the developed and develop-
ing world outline their views and experience of privatization
and assess Third World probleras and perspectives. As Third
World experience with privatization grows, it should be sub-
ject to cons.ant review. The production of a series of how-to
privatizatica manuals is a good idea.

* Represcntatives of Western governments should take = more
active role in advocating privatization when visiting other coun-
tries. In particular, government representatives responsible for
trade matters, who travel more regularly than other ministers,
could point out more aggressively the benefits of privatization
for increased economic activity and trade.

* Funding should be provided for delegations of LDC officials to
visit Britain and other countries having an extensive privatization
record to gather information. LDC officials should be appren-
ticed to Western government departments actively involved in
privatization.

A variety of new policies and initiatives would thus be required
to form the basis of a comprehensive program to boost privatization
and economic growth in the Third World. The initiatives we propose
can be broken down into two types: financial assistance, and infor-
mation and advice.
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Financial Assistance

Because most developing countries lack the capital markets for Western-
style privatization, the successes of the United Kingdom are not casily
transplanted to them. However, there is much the developed countries
can do to remedy the problem of Tack of capital. Indeed, privatization
itself could prove an important means of building up capital ownership
in developing countries and thus spurring further cconomic growth,
This should be an aim of privatization, and policies should be crafted
to help achieve it

An additional problem in many developing, countries is antipa-
thy to forcign ownership. This is a legacy of the colonial period, when
LDC cconomies were largely controlled by Western interests. Indeed,
the desire for domestic ownership of industries was a key factor in the
nationalization of many L.DC enterprises. Thus the takeover of nation-
alized concerns by foreign interests is not a popular option in most of
these countrices.

Concerns about capital and forcign ownership can be appeased
through contracting out, by which the LDC government remains in
charge of the government function, but contracts out its operations
to qualificd firms. Companies specialize in providing such services as
garbage colleciion, street cleaning, and air traflic control to LDC LoV~
crnments. This practice should be encouraged and expanded because
it saves money, allows scarce resources 1o he spemt elsewhere, and builds
mdigenous private sector expertise in the provision of the contracted
services, Western firms under contract in LDCs usually employ
indigenous managers who can gain the experience to start their own
contracting firms. Development policy should foster contracting out
by offering advice about writing contracts. It should encourage firms
to employ indigenous personnel, train then to form their own con-
tracting companices, and lend them start-up funds.

Foreign capital can be attracted through the creation of free zones
or free ports in LDCs without many of the common political prob-
lems, LDCs should he given advice and financial assistance to set these
up. Lree zones can act as a focus for investment and as a location for
private companices, which can provide capital for privatization. They
are already proving to be a useful innovation in the developing world,
and their number has increased dramatically in recent years. The pro-
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vision of tax incentives by developed countries for their companies
investing in these zones might also be a useful policy.

To make a state operation profitable and suitable for privatization,
money may have to be invested in it. Western countries can provide
the investment capital needed to enable L.DCs to bring state operations
up to the level where they can be considered privatization ~andidates,
For example, unemployment of public and agency employees in the
wake of privatization is a major problem with potentially significant
political consequences. One method of dealing with the problem is
to provide layoff payments to staff members substantial cnough for the
transition to a new job or start-up of a business. 1L.DC governments
lacking the resources to do this may incur severe political hostility from
the displaced staff, mitigating the viability of privatization. In these cip-
cumstances development agencies should consider making funds avail-
able to LDC governments for layoff payments. Although the money
gocs to people in the form of severance pay and cash sums for pen-
sions, it is nonetheless capital investmen: money is being put up in
order to secure a more profitable and etheient furure.

This technique is also vseful ro get full support for a privatiza-
tion effort. If & company is failing badly, accruing great losscs, those
involved in the process—including the public—may be fearful that a
sale to the private sector will result in the stripping of the operation’s
assets, resulting in a large number of jobs lost, as well as the service
itself. Of course, it may be that the best thing is for the opcration ro
be abandoned. But every effort should st be made to make the enter-
prise viable. Following that, every effort must be made to transfer the
enterprise to the private sector— tax concessions, transitional arrange-
ments, extended payments, interest-free loans — whatever it takes. Once
it is in the private sector, these preparations will imake it much easier
to make the enterprise cconomically viable, This, in turn, will make
privatization more popular. It must constantly be stressed that privati-
zation is a process of political cconomy, not just of economics.

Increased measures are required to surmount the probiem of lack
of capital. Free distribution of stocks to the indigenous population
would ensure broad-based capital ownership, but presents some prac-
tical difficultics. The policy has been advocated by a number of
commentators—notably Dr. David Owen, leader of the British Social
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Democratic Party, and Samuel Brittan, deputy editor of the Financial
Times of London—but it has rarely been implemented. A successful
free distribution of stock did occur in British Columbia, where shares
in the British Columbia Resources Investiment Corporation (BCRIC)
were distribuied o all members of the population who applied for them.
A remarkable 86 percent did so, and a brisk market in the stocks soon
developed. The only fair method of share allocation is among the entire
population. Inlarge LDCs this could result in stocks of very little value
being given 1o very many people, but this problem can be overcome
by putting the assets of a nurmber of state concerns into a holding com-
pany for distribution. The policy is generally more suitable for smaller
1.DCs.

A more attractive variation of this policy would be for the develop-
ment agencies to buy a portion of the stocks at the market rate, then
put them on sale to the population at one half or one third the market
rate. In order to achieve the objective of broad-based stock ownership
and prevent stocks from being snapped up by a few rich individuals
or institutions, limits should be placed on the amount of stock that
one person or institution can buy.

This method of saleis similar 1o that used in the privatization of
British "Telecom. Stock s were put on the market well below their nar-
ket price, as was evidenced by the fact that the value of the stock dou-
bled on the first day of trading, and strict lin:its were placed on the
number that could be purchased by any one individual. More than
2 million people bought stocks, most of them for the first time. An
important component of the success of this privatization was a very
karge advertising campaign 1o edncate members of the public about
the stock offer. Such a campaign would be even more importaat in
LDCs, and development agencies might advise on how this should be
carried out, and provide some of the funds required to pay for it.

An cven more appropriate privatization model might be that of
the employee takeover or buy-out. Here we have some British experi-
ence that is more applicable to 1.DCs than is conventional privatiza-
tion. In thesc cases ownership is transferred to people with little wealth
or knowledge of stock markets. This form of privatization has proved
uniformly popular with the employees of state-owned concerns and
is thus politically auractive.
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In some LDCs development agencies can help train management
and employees to mount buy-outs, educate workers a bout stocks, pro-
vide loan facilities for workers to buy stocks and repay the loans through
their wage packets, and lend the bulk of the funds required to finance
the purchase of the concern from the government. Another possibil-
ity is for the development agency to carry out the policy itself, then
compensate the government for the funds lost in selling below the market
price. Such an agreement would result in development agencies having
less influence over the privatization attempt, but might preveni politi-
cal complications resulting from direct participation in the sale.

Information and Advice

tt would be wise for Western governments to step as far back as possi-
bie from the actual implementation of privatization, leaving the deci-
sion of whether and how to go about it to the Third World governments
involved. However, stimulated by Western governments and welcomed
by LDC governments, the private sector in the West can perform a grow-
ing role in encouraging privatization in developing countries. Western
nvestnient banks, accounting firms, and advertising agencies have much
experience in handling privatizations and can appiy their expertise t,
LDC privatizations, Western investment banks can handle stock issues
and do the underwriting. Management consulting and accounting firms
can help prepare state enterprises for privatization, and ad vertising agen-
cies should conduct the publicity campaigns necessary o interest the
LDC public in buying stock. Some Western firms are already active
in this field and do not need much cncouragement to increase their
commitment. Private Western investment in privatized LDC compa-
nies should be encouraged by the creation of appropriate tax advan-
tages, especially ones that apply to mutual funds specializing in LDC
privatized equity. However, foreign ownership of private companies
in the Third World should be avoided, since that was the reason many
companies were nationalized in the first piace.

The creation of capital pools to promote Third World privatiza-
tion would be a very usefil policy innovation. The pools could be used
to find and develop profitable privatization opportunities in develop-
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ing countrics. Tax advantages (perhaps a shelter from some capital
taxes) are justified both on the grounds of the social benefit their activi-
tics will bring and by the high-risk nature of the investments. The pri-
vate sector should be encouraged to ler:d against equity held by investors
in privatized Third World companies. In other words, equity in such
companices should be regarded as security for a loan, enabling LDC
entreprencurs to commit their funds to privatization projects but retain
liquidity.

Governments might encourage this practice by acting as second-
ary guarantor. Banks should be encouraged to convert part of the debt
owed by EDCs into equity; Western governments might provide incen-
tives. LDC governments can reduce their debt burden and interest pay-
ments by swapping debt for equity in companies being privatized. Stock
given to the banks can have conditions attached, such as resale to
indigenous investors within ten years. Such a policy also commits West-
crn banks to ensuring the success and profitability of the companies
concerned. Financial institutions should be encouraged to provide facil-
ities that enable LDC investors to buy stock in privatized companies
on credit. Such facilities were provided to investors in British ‘Telecom
when it was privetized; the investors were allowed to pay for their stock
in three installinents over a period of cighteen months.

LDC Governments

The most important role for LDC governments in promoting privati-
zation is in creating an appropriate investment climate. This means
guaranteeing property and contract rights and maintaining an impar-
tial system of adjudication for property disputes. Investors must be free
from the fear of government expropriation. The rule of law must regu-
late transactions, with the conviction that government itself respects
that rule.

Tax structures must not miliate against achievement and success,
but should allow people to garner and retain the rewards of taking risks
and engaging in enterprise. Tax rates must be low on corporate as well
as personal incomes, and such tax burden as is necessary should fall
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more heavily on consumption than on sources of investment,

Capital must be able to move within and out of the country. For-
cign investors are attracted by capital they can recover as well as invest
in. Free trade must be permitted, withour tariff barriers to regulate or
preselect the types of activity thar may take place. There is a need to
discover and exploit comparative advantage rather than attempt to pro-
duce behind tariff walls what can already be produced more cheaply
elsewhere,

Above all, LDCs must have a proper understanding of privatiza-
tion as a creative process designed to shift whole areas of economic
activity, with their attendant interest groups, from the politicized, non-
commercial state scctor to the consumer-responsive, profit-making pri-
vate sector. Privatization should not be just a means of raising funds
quickly by selling off a few state assets, nor 2 means of granting favors
to a handful of individuals or companies by allowing them to buy such
assets at low prices. It should involve as many people as possible in
the creation of wealth,

A final task for LDC governments is to prevent mismanagement
and favoritism in contracting out by establishing a respected competi-
tive bidding process. It would be wise to ser up an independent board
of respected figures to decide which services should be contracted out
and to oversee the tendering process.

The LDC Private Sector

The most important role that the private sector can play is to show
interest in potential privatizations and to put forward bids. Govern-
ments need to determine that there is a reasonable level of interest in
the privatization of a particular concern before the process is begun.
Private companies, trade associations, and chambers of commerce
should conduct reviews of the public sector and suggest which enti-
ties could be put into private hands and which interests would like to
invest in them. The private sector should also help create a climate of
confidence for privatization in which the government itself believes it
can privatize without the embarrassment of failure.
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Conclusion

Some of the policy options mentioned here are complementary; oth-
ers are alternatives. The balance among the roles played by Western
development agencies, the private sector in the West, and LDC gov-
ernments will vary. Westesn governmental agencies should attempt to
keep their role to a minimum: they should stimulate the desired pol-
icy change, but leave as much of the work as possible to the private
sector and LDC governments. For example, Western governments
should take a secondary role rather than be a primary lender, and pro-
vide seed capital to start a privatization project rather than finance it
all. The extent of their involvement will vary from country to coun-
try; and as private sector and LDC expertise in privatization builds up,
Western governments will be able to reduce their own commitments,
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Privatization:

The Case of Britain

Privatization in the United Kingdom began a long time ago. It used
to be called denationalization, and it was a game of Ping-Pong played
between the socialist and conservative partics. For thirty years the most
common ball in the game has been the British steel industry. First the
socialist party would nationalize it; then the conservative party would
rescue it from the evil clutches of the public sector, only to lose a sub-
sequent election and see it fall back again. These origins of privatiza-
tion, funny though they may be, are also important, because sometimes
the enthusiasm and vested interests needed for a successful privatiza-
tion program come ab initio from those enterprises that have most
recently been nationalized, and where there is an atmosphere of greater
sympathy for returning them to their “rightful home,” the private sector.

In the early 19705 there was a chance to go further. By surprise,
the Conservative government of Edward Heath was elected, and he
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was committed to free-market economics. When Heath took office,
he saw to it that several drinking establishments in Carl isle were returned
to the private sector— good English place to begin privatization, you
mighe say. A travel agency was also moved over. But by 1972 the com-
bined might and intelligence of the British civil scrvice brought the pro-
gram to a grinding halt, enveloping Mr. Heath in the largest program
of peacetime controls on the conomy that our country has scen —
and Thope ever will see. He was busy legislating for price controls and
carnings controls and wage controls and dividend controls, and in that
climate, of course, there was not much scope for privatization, Indeed,
there was not much scope for business at all,

Mr. Heath was soon dismissed from office, and the civil service
had claimed anorher scalp for their collection. Be warned, those of
you who set out on privatization. Do not listen to the doubters and
better-notters and do-noteers, because they will bring your government
down just as trul y as Mr. Heatl’s was brought down by evil advice from
evil counselors,

Between 1974 and 1979, our Conservative Party was able to piece
together its intellectual heritage and rebuild its forces in favor of liberal
economics, market and price forees, and, of course, privatization. When
the party was returned to powerin 1979, the program of privatization
began slowly, timorously, gently. There was the sale of some shares
in British Petroleum, but it was already a quoted company and they
were easy to sell. The sale raised some much-needed money, but there
wast’t much more to it than that; indeed the Labour government had
been forced into selling them some years carlier on one of its regular
trips to the International Monetary Fund to borrow money.

S0, too, did the new government begin the task of reversing the
most recent nationalizations of the Labour government. But one of them
proved very difficult. The shipbuilding industry, which had been
brought into the public sector, had arrived just in time for the biggest
slump in shipbuilding orders the world has ever seen. By the time the
Conservative government came in, it was cperating at a heavy loss, and
all the debate centered around how much should be done within the
public sector before it could be transformed again. But that was not
true of the aerospace industries that had also been brought into pub-
lic ownership, and they were quickly dispatcl-ed back to the private
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scctor. However, their original owners were not so keen to buy them
back as we thought at first, so they were eventually sold as a package
of assets in the form of a new public corporation, British Acrospace.

By 1981 to 1982, it was still not clear whether the privatization
movement was going to gather momentum or amount to a litte bit
of ideology and a little bit of money raising. At this stage, public sup-
port was frankly not good. Conservative popularity had slumped in
the polls. There was no body of opinion within the country beyond
the contines of the Conservative Party in favor of privatization. We had
failed in our central task: to convinee the people that life would be better
if competition were introduced. We simply had not won the prepara-
tory intellectual skirmish and were not confident that we could go on
to a major program; so the program puttered on.

Amersham, a small radiochemical company that ran quite well,
was privatized; then Cable & Wircless, a large international telecom-
munications company that was keen on getting into the private sector
because it was finding onerous the controls placed by the ‘Treasury on
its overseas investment and expansion plans, Management was enthu-
siastic, which is a large part of the batle, Sometimes management nat-
urally wants to fly to the private sector. Qther times it doesn’t fike the
choices it is offered if it stays in the public sector. There was a ship-
building yard specializing in building rigs for the North Sea in Scot
Lithgow, Scotland, whose choice was very simple. The nationalized
British shipbuilders” industry was going to close the yard because it
could see no way of stopping the losses or saving the jobs. We decided
to give the private sector a chance. The new owners named ahigh price
for taking it, but we decided it would be better 1o give the work force
and management a chance under a new company with proven man-
agement skills. When they were offered the choice, the employees were
keen to take it The yard is still going and is muck more productive
than when closure loomed.

The government paid out money in that privatization. Negative
bids have to be allowed if you have a vesy bad asset. Otherwise there
are the enormous costs of closure, which can exceed the negative bid,
or there are losses year after year. Some of the best deals have been
ones in which no money at all was raised, or where it was actually paid
out.
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British Telecom

The important decision — the one that foretold that this privatization
movement was going to be diflerent in kind, tempo, and excitement
from all the previous ones—was the decision made by Sir Keith loseph,
Industry Minister, after inuch consideration, to privatize British Tele-
com. His advisors argued that the industry should be opened to com-
petition, as a market test for the services it provided and the prices it
charged.

At the time, his decision wag derided. We were told there was no
charice of selling an organization as large as British Telecony, as £2 bil-
lion to 4 billion might be needed from investors in a stock market thar
had never before managed more than 300 or 400 miliion. We were told
there was no chance of improving service, cutting prices, or inprov-
ing the performance of the organization by introducing competition,
We were told that it was a state monopoly and would always remiain
so, and that in any cise its service was good. Waiting six months for
anew phone was considered adequate, as was the choice of just two
kinds of phone ar the prices set by British Telecom,

Our policy of introducing competition into this utility began to
win friends as individuals saw that liberalization and eveniually a change
of ownership could bring improvement. Suddenly, forty or fifty differ-
ent types of phones would be available, either through purchase or
rental. The price of intercity phone calls would fall by as much as 30
percent on lines open to competition. And tariff increases, now under
anew regulatory price system, would be much lower than the general
rate of inflation, where before they were nearly always higher.

These tangible customer benefits helped build a base of political
interest in favor of the whole process. The scale of the program is now
large. In the frst year only some of £370 million of assets were sold,
about $500 million, in an cconomy with a gross nationul product of
£300 billion. As of last year, the total since 1979 hit £8 billion of assets
sold, or about $1 biilion. Inasingle year, from March 1986 to March
1987, the governmert will sell £4.75 billion of assets, and it will go
on to sell much more.

Starting with 10 percent of the industrial and trading econoiny
iz1 state hands, by the end of Margaret Thatcher’s second administra-
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tion we were down to half that, and there is no reason why we can't
complete the process in her third term, We have devolved powers to
local government, and some of the largest councils are not governed
by the same part or interest as governs the nation as a whole. This split
of powers is healthy, but it does affect what you can do. The policy
we've adopted is 1o encourage or even legislate to ensure that some kinds
of local government service are put out to competitive tender.

Themes

Themes that have helped us to win public opinion countrywide include
the idea that more individuals should participate in the industrial and
commercial wealth of the nation by buying and owning shares. Brit-
ish ‘Telecom was the important change. Inasingle issue, 2 million citi-
zens bought shares in their telephone company. ‘To date, 1.78 million
of them remain sharcholders, although we were told at the time that
it would be a two-day wonder, that they would all sell out to the big
istitutions, They are still there because there is a genuine thirst for
ownership, and pleasure in owning an asser that is a part of their lives.

Another equally important theme £ hringing the employees into
the process of management, ownership, and profit sharing. The great-
est success —and in some ways the connoisseur’s choice of UK.
privatizations—was the National Freight Corporation. This was a badly
mariaged lorry business, the largest over-the-road hauler in the United
Kingdom, which had rarely made a profit. The Minister of Transport
persuaded the drivers and inanagzers 1o buy the company for themselves.
We sold it for £50 million. Practically all that money was needed to
sort out the pension fund and other liabilities.

But that didw't matter. What mattered was that the lorry drivers
and managers acavired assets that had rarely made money, and trans-
formed the company into a proud one providing first-class service.
Profits soared. The sharcholders who got in on the ground floor are,
four years later, sitting on an 11.5-fold increase in the value of their
shares, and profits are sull rising.

Opponents insisiwea that the employees would not be able 1o make
the hard decisions needed. But at a 1986 meeting of the company to
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which more than half of the employees were entitled to come and vote
as shareholders, some interesting things transpired. First, they voted
to invest some of their profits overseas— although unions are always
against this in the United Kingdom — because they thought there were
good opportunities for investment, Second, they voted down a pro-
posal to have special worker directors on the board, on the grounds
that they could elect the whole board as shareholders, and that they
would rather have people on the board who knew what they were doing,
And third, they ma‘e a decision to lay off some employees because one
part of the business wasn't profitable: they agreed that the money saved
would be invested elsewhere in the business to guarantee its future
prosperity.

Another important theme in creating a marketplace for privati-
zation politically and cconomically has been the better performance
that comes from a privatized business. We have few exceptions to the
rule that, once privatized, a business Gnds its profits go up. We have
few exceptions to the rule that they invest more and are freer to decide
where to invest, how to invest, and how to improve and expand their
business. And we have few exceptions to the rule that, once privatized,
labor practices improve. As a result of improved productivity, wages
and earnings actually rise. Enormous amounts of new business come
to the company as a result of its new spirit of enterprise and participa-
tion, knocking on the head the idea that, once in the private sector,
assets are somehow spirited away and are no longer there for the greater
good of the econommy they help support.

An important part of the process, then, has been the economic
re- . wcation of the country. By the mid-1970s, many people had for-
gotten that price is a good device to match supply and demand. They
had forgotten that a subsidy in one place is likely to destroy jobs else-
where as a result of the tax or borrowing effects on the economy of
supporting the subsidized job. And they had forgotten that pouring
money into a bankrupt state enterprise, if it is making the wrong things
or has forgotten about its customers, will only delay the inevitable day
of reckoning. These things became visible as public sector fiefdoms
were opened to competitive enterprise. Take, for example, the unroman-
tic but important case of the Intercity Coach Service, which plies the
motorways of our country. It was once regulated ai.d heavily licensed.
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When deregulation took place and new entrants were aliowed, oppu-
nents said it would be the end of intercity coach services, that there
would be no way the market could sustain the system. But the Minis-
ter of Transport went ahead, and the results were stunning. Fares fell
drastically, and the number of people using the coaches shot upward.
The industry turned into an exciting, high-growth operation in which
passenger volumes rose 70 percent on the main intercity connections.
Suddenly there were coaches with telephiones and videos and toilets,
and all kind= of add-on excitement ro make a coach journey some-
thing to remeroher. This makes politics exciting because, while a citi-
zen nay have nc interest in public borrowing or in the accounting
practices of state -aterprises, he is interested in whether his phone works.
He is inte_esi2d in how he can get from A to ii 1leis interested in the
price, quality, and variety of products and services.

Our final theme is that an end can be made to some of the enor-
mous losses of state enterprise. Again, it has been said that this is in-
conceivable, that it can be done only at the expense of enormous
redundancies, closure of service, or failure to suppiy essential goods
and services. An analysis 1 have done of the stesl industry, where the
bulk is still in public ownershi;', shows that job losses as a percentage
of initial employment had been far greater during the decade of heavy
suksidy than they had been in the private sector, where there was not
only little subsidy but also heavy competition from sulsidized nation-
alized industry. The same was borne out in the automobile industry.
British Leyland received £2.5 billion in subsidies and lost many more
jobs than unsubsidized, competing car makers in the private sector.
To clinch the argument, after the privatization of Jaguar—a part of
British Leyland that many thought needed to be closed down at the
time —the company added employces and is now much bigger than
it was before. Competition is the best way to ensure customer interest.
But we have also found it necessary to generate some regulation. In
the privatization of British Telecomn and British Gas we have set forth
rules that give the customer more protection than he had before.

In conclusion, privatization has grown in the United Kingdom
partly because interest has been built in its favor and partly because
the government has had the political will to create the necessary com-
mittees and undertake the methods of ('isposal that lead to a vigorous
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and successful privatization program. In the Treasury, there is a min-
ister charged with the privatization program. The Prime Minister sup-
ports the policy. Now Cabinet ministers see that privatization not only
refreshes parts of the public sector, but enlivens their popularity.

We live in a debt-ridden world. One of our biggest problems is
countries bowed down with debt who do not know how to raise the
money they need and who are worried abour the political consequences
of too much belt-tightening or too much taxation. In such circum-
stances, the only thing that can keep the wheels of the world cconomy
turning is to increase the amount of equity in order to stop the growth
of debt. For an individual nation, that means selling equity to savers
and investors, whether they be domestic or foreign.

We have developed a simple device for preventing undesirable
takeovers, including foreign takeovers. Even where 100 percent of the
ordinary dividend-bearing equity in a company is sold, the government
retains a single “golden share.” This share has only one power: the emer-
BENCy power to vote on a change of ownership of the shareholdings as
awhole. As a result, there have been no takeover bids. This could block
an unwelcome domestic monopoly takeover just as it could a foreign
takeover. Finally, investment from overseas in the eqnity of privatiz-
ing companies can be part of a country’s strategy to offset a trade
imbalance.
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Privatization: The Case of
British Cclumbia

Back in the early 1970s, when ideas about privatization were first
introduced in British Columbia, there was a saying: people who are
experts in privatization are like men who know a hundred different
ways to make love to a woman but don’t know any women. There was
some degree of truth to the analogy in those days, but things have cer-
tainly changed since then. Privatization has grown to the point where
it now touclies many of our lives.

British Columbia is the westernmost province of Canada, a devel-
oped country with a relatively sophisticated capital market, of which
our province represents about 10 percent. In the early 1970s, Barron’s
Magazine called the province the ‘Chile of the North’ in reference to
the socialist Allende regime. Ideas changed with the election of a new
premier of British Columbia, and privatization had his full support.
In fact it was his idea, and he assembled a group of investment firms,
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including my own, to plan the program. Having a committee comprised
only of investment bankers was a mistake: it did rot have the input
of politicians or the commercial banking system, which led to unneces-
sary problems later on. When such committees are structured, it is a
good idea to involve important scctors of the economy and the politi-
cal scene so that their support is enlisted in advance. It is especially
critical to have full political support, because changes will undoubt-
edly have to be made, concessions will have to be given, and political
hurdles will have to be overcome. These can be accomplished only with
the full support of the people who are able to make those decisions.

Our privatization corniittee took an inventory of the two dozen
assets that were available o us to privatize. Some of them were gen-
erating earnings; sonie were rot. We selected five assets from the
inventory-- three in forest products, one in oil and gas, and one in gas
transmission. We created a new holding company, transferred the assets
into it, and called it the British Columbia Resource Investment Cor-
poration (BCRIC). In return for those assets the governinent received
a certain number of common shares in the company.

In forming the new cempany, we selected a board of directors
restricted to business people: five very qualified, high-profile people
whose responsibilities did not conflict with any of our assets. It was
asmall group: once those affiliated with forestry, oil, gas, and gas deliv-
ery were eliminated, due to a potential conflict of interest, the list was
quickly narrowed. There were no representatives of government any-
where in the management of the company. We hired independent busi-
nessmen as directors; they in turn hired business people as managers;
then the company was privatized.

Decision on Shares

As investment people, we went through a long period of considering
complicated forms of securities, suggesting that some common shares
be sold to investors and some restricted dividend shares be given to
the government. At one point we considered petroleum notes, and
preferreds, and convertible preferreds. But all these considerations over-
looked the fact that our government was simply trying to accomplish
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a reversal of the socialist practices of the gavernment it had replaced.
It didn’t care whether it got money for the assets or not, it just wanted
to get rid of them and return them to the private sector. If we had recog-
nized that earlier, we would have saved ourselves a lot of time and effort
in internal planning.

The privatization was done by giving the shares the government
owned to the residents of British Columbia. The reason we gave shares
only to residents of the province is that the assets were owned by the
provincial government; that is, the government that represents those
people. We divided the number of shares the government owned, 15
million, by the number of pcople we ¢stimated were living in the prov-
ince, which worked out to very close to five shares each. It is interest-
ing to note that there was an increase in the number of residents in
the province applying for Canadian citizenship in order to qualify for
what amounted to $30 Canadian worth of shares. At the same time
that we did the actual privatization we also undertook an underwrit-
ing of the shares that were sold to investors, again strictly within Brit-
ish Columbia. Since these were shares from the company’s treasury,
the money that was raised went back into the company.

The free distribution and underwriting of shares took place dur-
ing a three-month period. After that period closed, there was a six-
wecek period in which there was no trading. Then the shares were listed,
and everyone was free tu do with their shares as they saw fit. But there
was informal trading of shares during the six weeks prior to official
listing: p.ople were our in the streets offering to buy them, or mer-
chants were offering to accept them in return for merchandise.

During the planning process we felt that something like two-thirds
to three-quarters of the {ree shares weuld be taken up. In fact, 86 per-
cent of the shares that were available were distributed. The 14 percent
that were left over werce then immediately owned by the government
following the privatization. The government gave those shares to a foun-
dation in British Columbia, and there was a holding period associated
with the gift. The foundation has subsequently liquidated its holdings,
so that the shares were, in facy, totally given away.

The coincident share underwriting raised $487.5 million, more
than twice as much as the previous Canadian common stock issue
record and surpassed only by tvwo others in the United States. The com-
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pany started with this capital and made one significant and several less
significant acquisitions. Some of the funds were allocated toward explo-
ration on the oil and gas properties, and some were used to make rela-
tively minor purchases of other companies that complementied the
portfolio. Again, we did not set out to underwrite nearly $500 mil-
lion. Everyone in the provinee received five frec shares, and each of those
people was offered another 5,000 at $6 a share. Altogether, people sub-
scribed for $485 million worth. Today the shares are worth $2 each,
the low end of a range that h+s reached a high of $9 between 1978
and today. The difference reflects the lower valuation of the resource
assets,

A number of factors explain why people invested in BCRIC. There
was a positive pricing outlook for the forest products, oil, and gas indus-
tries, which were doing well and expected to continue to do so, which
they did for awhile. The period in question, 1978-79, was a period of
high inflation. There also was the perception thart such a government-
sponsored transaction wouldn’t be allowed to 42 bad, and that it there-
fore must be good. There was no such guarantee, but people couldn’t
be convinced of this. Finally, the premier of the province took an active
partin campaigning for the new company, claiming it was something
that all the citizens in the province should support.

Risks Avoided

Twice in the two-and-a-half-year period from the time the committee
was created to the time the issue was completed, the whole plan nearly
collapsed. The first point was during the planning process, before we
regained sight of the most important thing our government wanted
to accomplish. As mentioned earlier, some very complicated, convolutrd
packages of securities were put together as supposed payment for the
assets, packages so complicated that they became acceptuble to nobody,
even to those who dreamed them up. The planning ricarly collapsed
before we finally saw the simplest answer to the whole payment ques-
tion: give the shares away.

The second problem was political. The premier of our province
chose the three-month period in which distribution was taking place
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to call an election. To those of us in planning, it was horrifying to think
that in the middle of the distribution period the government that
acquired the assets in the first place might come back to power. The
premier’s political instincts turned out to be right: he won by a very
large majority.

Results

The company exists today, operating in the same areas, though it has
changed quite a lot from the company we privatized. Its shares trade
on the stock exchange and it is “ully competitive, owned entirely by
nongovernment investors. But the basic difference is that decisicns are
now made in the competitive environment of the private sector as
opposed to the public sector.

The shareholding is very different today from the initial sharehold-
ing because initially the giveaway and underwriting of shares was to
individuals within the province. Sharcholding has subsequently spread
across the country and switched to the so-called institutional inves-
tors: the pension funds, mutual funds, and banks.

There are three points regarding the BTRIC experience that are
especially relevant to LDC (less-develvped « +.intry) privatization pro-
grams. The first regards public education. 1.. this case there was much
spontancous education taking place, because those who had never
before owned a "nancial asset suddenly owned one. The educational
process was s¢ vething to behold, event in our supposedly developed
country. It was a naturai subject for newspaper, radio, and television
treatment, as well as bank and investment firm advertising: this is what
your shares are, this is what they mean, this is how you can buy or
sell them.

The plan itself was not without its critics when it was first an-
nounced, some of whom presented analyses that were just plain wrong
and revealed a total misunderstanding of how corporations run, how
they are put together, and what it means to be a shareholder. But there
was a lot of dialogue going on in the media as well as among families
over the back fence. There was a material benefit simply in terms of
education absur corporations and how they work.
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The second point is that assessment of the LDC assets that will
be privatized fi:st is crucial. There is a division of opinion on this; I
believe the first ‘ew privatizations should be given the greatest chance
of success, and that they should contain the most commercially via-
ble assets available. This is not to say that an LDC government has
to ignore assets that are less attractive. But to get a long-term privati-
zation program started off on the right foot, begin it with a viable asset.
Later, less viable assets can be included — by bundling assets in a hold-
ing company, for instance.

Finally, LDCs should expect a great deal of informal trading. Peo-
ple will generate interest and momenrum in learning about stock owner-
ship. Even in areas of low literacy, prople will talk among themselves
and educate one another, and a little government publicity will go far,
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Privatization:

The Case of Turkey

There is much to be learned from the experiences of various countries
in the design and implementation of privatization policies, however
different the characteristics of the country or the nature of and reasoning
behind privatization policies may be. There is skepticism about privati-
zation reports. In less-developed countries (LDCs), the problems of
state econotnic enterprises are recognized, but many countries feel noth-
ing can be done to solve these problems. I believe that if certain poli-
cies are requiv*d in order to restructure economies and make them more
effective, hard decisions will have to be made. I shall concentrate 1n
this paper ou the legal framework, design, and implementation of
privatization programs; practical difficultics; and prospects for the
future. Before embarking on this, F shall give a brief description of the
change in the course of Turkish economic policy since 1980 and the
place of state economic enterprises (SEEs) in the Turkish economy. The
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country’s privatization policy can best be understood in this context.

Since 1980, our economic management has been radically trans-
formed. Turkey has moved away from an inward-looking attitude of
heavy state intervention toward allowing greater play of market forces
and increased liberalization of the economy. There is a greater under-
standing and appreciation of the idea that the economy cannot be man-
aged through restrictions, protections, penalties, and bureaucratic
controls. Many policies and regulatory changes have been implemented.

Government intervention in the economy has been reduced to the
minimum level required. Price controls have been removed. Export
activities have been encouraged. A realistic rate of exchange has been
established through continuous adjustments. A realistic rate of inter-
est has been established. Foreign trade and payments have been liber-
alized. The economy has been opened up to international competition.
State subsidies to SEEs have been phased out. State investments have
been limited to infrastructure and energy projects.

Private investors have been allowed to enter sectors that had always
been thought of as the exclusive domain of the state. The banking sector
has been deregulated. In order to activate capital markets in an orderly
manner, a capital market law hss been enacted. To attract more for-
eign investment, a secure economic environment has been created, and
foreigners have been given the right to transfer dividend earnings, pro-
ceeds of sale, and liquidation of assets that they own. Investment incen-
tives are applied to all concerned, without differentiating between
domestic and foreign investors. Funds have been established outside
the slow budgetary process to finance infrastructure, housing, and
industry-related defense projects.

It did not take long to achieve positive results with the program.
Inflation has been controlled and reduced, although its present level
is not yet satisfactory. Exports have been increased more than three-
fold, from just over $2 billion in 1980 to $8 billion in 1985. The share
of industrial goods in the composition of exports has risen from 35
percent to almost 80 percent in five years. The balance of payments
has improved enough to improve credibility substantially in interna-
tional financial markets. The budget deficit has been reduced signi-
ficantly. Structural changes in the economy have been realized, and
sound financing policies have been used.
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State Economic Enterprises

Turkey’s privatization program must be evaluated in light of develop-
ments and changes that have been taking place in the Turkish economy,
and must be seen as an attempt to improve the economy by widening
the scope of involvement of the private sector and narrowing that of
the state. SEEs were the result of conscious industrialization policies
during the 1930s. Initially the main reasons for the development of
SEEs were the insufficiency of entrepreneurial skills and capital accumu-
lation in the private sector and the belief that SEEs were the engines
of industrial and regional development. The enterprises were to work
as cffectively and productively as other business enterprises. The
founders of SEEs even considered privatizing and establishing SEE
clauses charging the Cabinet with exploring ooportunities for selling
shares of SEEs to the public. Proceeds of these sales were to be used
to finance new industrial projects.

SEEs did achieve certain objectives, though their successes gener-
ated dogmatism: the belief that the state sector does certain things better
became the belief SEEs do everything better. The privatization clauses
in SEE laws were never put into force, and the government’s scope of
activity in the economy increased continuously. Now SEEs employ more
than 600,000 people and account for 30 percent of total investment
and 15 percent of gross domestic product. This sector, which claims
much of the economy’s resources, has been able to deliver little in terms
of efficiency, productivity, and quality of goods and services produced.

In the 1980s, the government has taken drastic measures to improve
the efficiency of SEEs. All the exemptions and advantages they enjoyed
were abolished, and managers have been allowed to determine the prices
of their products. Still, the propensity for showing losses and the poor
service of much of the public sector seem incurable. Since these enter-
prises cannot go bankrupt, there is no compulsion to compete or excel.
Financial targets can ultimately be ignored. Even if SEEs are deregu-
lated there is no final sanction on the state enterprise. Government regu-
lation of SEEs is more difficult than the regulation of private enterprises.

Taking all of this into consideration, the government of Turkey
has taken steps to liberalize and privatize SEEs. With the passage in
February 1984 of the Law Concerning the Encouragement of Savings
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and Acceleration of Public Investments, the legal framework for privati-
zation and liberalization of SEEs was prepared. The aims of this law
are to promote savings by providing stable and reliable income, acceler-
ate investments with the aid of a swift financing mechanism, and ren-
der SEEs cfficient by opening them to private capital participation,

The law intioduces four major instruments for the realization of
these objectives: revenue-sharing bonds, equity shares, transfer of SEE
operating rights, and the Public Participation Fund. Revenue-sharing
bonds are documents allowing legal and real persons’ participation in
the revenues accruing from infrastructural facilities owned by public
institutions and establishments. Bridges, dams, power stations, express-
ways, railways, telecommunications systems, ports, and airports are
included in the definition of infrastructural projects. By letting real and
legal persons have a share in the revenues of these facilities for specified
periods while the state maintains ownership, a new pooi of savings has
been created. The result can be viewed as partial privatization.

Equity shares and transfer of operating rights are instruments
directly related to SEEs. All the proceeds from these instruments will
accrue to the Public Participation Fund, set up outside the budget. Rev-
enues from the operation of facilities for which revenue-sharing bonds
have been issued are also pooled in the fund. which is used to finance
infrastructural facilitics for which revenue-sharing bonds will be issued
in the future, SEEs that may be privatized if necessary, and investments
in regions with development priority. The law mentions the flotation
of SEE shares as a means to privatize these enterprises and obtain the
nation’s participation in the national wealth. By withdrawing from
industrial and commercial activities and by trying to improve the indus-
trial infrastructure, and hence by creating a suitable environment for
the private sector, the government will support industrial development
through actractive incentives.

Planning

In the design and implementation of the privatization program, the
Administration has been organizing its activities around the follow-
ing assumptions:
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The creation of huge, crowded, and unmanageable state
machinery 1s not desirable;

Cooperation and active participation of all governmental agen-
cies is essential; and
Outside help on a contractual basis is desirable.

Within the Administration, a core group has been estaklished
whose duty is to prepare SEEs for privatization. A parallel group has
been established in the State Planning Organization, as has a group
headed by the State Minister to evaluate all works with a view to privati-
zation and to take matters to the Housing Development and Public
Participation Board for decision. Currently, the planning of privatiza-
tion and disengagement of SEEs from the state are taking place. These
studies include:

analysis of sectors in which SEEs are operating;
determination of the status and place of an SEE or SEE busi-
ness unit in a particular sector;

financial and operational analyses of SEEs and SEE business
units;

preparation of policies aimed at solving personnel problems,

and the treatment of accumulated indemnity and severance pay-
ments to SEE personnel employed under work law;

analysis of regional conditions where SEEs or SEE business
units are located, including population, economic development,
business activity, and business linkage between the SEE and
the region;

determination of the ideal capital structure for SEEs;
determination of funding mechanisms whereby SEE debts,
especially foreign debts, can be taken care of;

analyses of capital and mcney markets in Turkey;

valuation of SEEs and SEE business units and pricing of their
shares;

design of privatization programs;

design of mechanisms whereby SEE personnel will become
shareholders in companies in which they work;
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® determination of marketing pohicies and strategies for SEE cor-
poratc stocks;

® determinztion of conditions whereby SEES" operating rights
will be transferred to the private sector; and

* wrning SEEs or SEE business units into limited liability cor-
porations governed by the Turkish Commercial Code.

Sectoral rehabifitation proiects have been commissioned by the
State Planning Organization wirh an emphasis on determining the
privatization potentiad of SEEs oper ating in those sectors. Similar studies
in other scctors will soon follow. Another s'udy commissioned by the
State Plunning Organization is the Privatization Master Plan Stu.'y,
which will exanine privatization obleci.ves, capital markets, key privati-
zation factors, investor preferances, economic and financial viabiliry
of SEEs, and legal and accounting problems. It will classify SEFs
accordirg to their privatization potential and prepare plans and tine-
tables for all the SEEs;, as wel! us specific plans for thosc with the highest
privatization potential. Inivial signs are that the potential of SEEs to
become viable enterprises is great, offering all iavestors, whether domes-
tic, foreign, corperate, or indivicual, a chance to direct their savings
and funds to new, productive investments.

Implenientation

The first privatization decision taken by the High Economic Council
was the privatization of Turkish Airlines, the national carrier, Prepara-
tions have been made to deterraine the best method of privatization,
and tc prenare the company for it. Sale of shares to the employees of
the company and to the public will be followed by sale to domestic
private companies and foreign investors,

Several industrial projects wtarted by SEEs in the 1970s were
stopped in the 1980s for several reasons, most imporant of which was
the shortage of financing. i and had been purchased for these projects,
and buildings and other facilitics had been constructed. The High
Council decided to sell the incomplete investments to private investors,
and authorized the Administration to implement the decision. The
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Administration has offered these investments with the condition that
they be used for industrial purposes. The response from the private
sector has been good, and it is hoped that three of the investments will
be turned over to the private sector soon.

Tle High Council also decided to sell shares of certain SEEs and
subsidiaries and the Administration began working on these cases.
Preparations to transfer the operating rights of other SEE business units
to private corporations have begun, and one dairy factory has been
leased. Leasing of SEE business units will continue, v/ith the aim of
achieving efficiency in operating these plants.

All these examples illustrate thar the structural issues of privati-
zation are being addressed from all angles, and that the government
is committed to privatization as a component of its industrial develop-
ment strategy. Through it, the state’s role in ecouemic and financial
activities will be minimized, government subsidies will be abolished
completely, and competition will be introduced to produce goods and
services at lower costs.

In the implementation of the privatization program, the main intent
of the government is to increase efficiency and productivity, to promote
the development of capital markets, and to widen share ownership,
thus meeting social goals in a berter wav. State ownership does not guar-
antee that the social and economic interests of the people are served
well, and the history of these establishments shows that they have not
been doing much social service orher than consuming rare resources.
Now there are entrepreneurs in the country who can buy and run these
establishments, and private savings and wealrh are at such levels that
they can be used for the transfer of state assets to the private sector.

Difhiculties

Since this is the case, what are the practical difficulties in the implemen-
tation of this policy? The most important appears to be the present
state of capital markets in Turkey and the distrust of small shareholders
due to iosses they have encountered. A similar difficulty has plagued
banks and intermediary institutions. Consequently, savings have been
used for unproductive investments such as gold and real estate, and
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their investment choices have been very limited. Before 1980, gold and
real estate represented the mzin instruments for people’s savings dur-
ing periods of extremely low relative interest rates. But since 1980, a
major portion of savings has shifted to the banking system as interest
rates were increased.

As part of an attempt to regulate and activate capital markets, a
capital market law was in enacted in 1981, Under this law, a Capital
Market Boad has been established to undertake the duties of developing
capital markets in Turkey. The law essentially regulates primary mar-
ket activities and declares the principle of security issues and necessary
qualities and duties of intermediaries. The Capital Market Board has
the authority to permit public offerings of all kinds of securities issues
except those of the public sector. Granting such permission, the CMB
has to consider the sufficiency and truthfulness of the information sup-
plied by the compariy and take the public interest into consideration.

Banks and stock exchange brokers have been authorized to act
as intermediaries in the primary issues market. The formation of invest-
ment companies and mutual funds to operate in this market has also
been allowed. To acrivare secondary markets, regulations have been
introduced stating the principles of listing and trading procedures, and
the Istanbul Stock Exchange has been reactivated. In Turkey, joint stock
companies are mainly in the form of family holdings, and as they are
more prone to debt financing than equity financing, few companies
have opened or will open their capital to the public. Through these
regulatory changes, capital markets should reactivare, and public flota-
tion of SEE shares will supply the capital market with securities that
are essential for its development. Different types of securities have been
developed to meet different investor demands, but still more needs to
be done in this field, especially given the effects of inflation. Savers’
expectations concerning dividends and capital appreciation must be
met, and people must be encouraged to keep their wealth in the form
of financial securities rather than gold or real estate, The ways in which
these problens are tackled will be crucial to the success of the privati-
zation program.

By 1986, 200 billion Turkish lira worth of revenue-sharing bonds
had been issued, and the last issue, worth 60 billion, was sold in a matter
of hours. This shows that if public expectations are met, demand will
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pose no great problem. With the public dotation of SEE shares and
new issues of revenue-sharing bonds, supply-side questions concern-
ing the development of capital markets will be partially answered, and
this, in fact, will direct private joint stock companies to opt for public
flotation of their shares.

Finaily we come to the question of prospects for the future. We
believe that if the privatization policy is designed and implemented prop-
erly, and the timing and volume of issues are right, the policy will achieve
its aims of improving industrial efficiericy and activating capital markets.
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Privatization:

The Case of Grenada

Grenada presents a good case for discussion of planning privatization
because the privatization of its economy is recent— November 1986 —
and because as a small country that has undertaken a comprehensive
approach to the privatization of all state enterprises, it may serve as
an example for other countries undergoing the process.

The state portfolio ccntained twenty-nine enterprises with an
annual revenue of ED$50 million, or about US$20 million. The enter-
prises included an ice cream dairy, a publishing house, utilities, telecom-
munications and electrical companiss, and financial institutions. Also
included were civil works companies, public services, and hotels. Struc-
turally, some of these companies operated as government departments
within a ministry. Others operated as statutory bodies outside of specific
ministry responsibility, but with a board of directors, often represented
by a ministry. Still others operated as share companies with a board
appointed by the government.
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Of the twenty-nine enterprises, three were profitable, Collectively
they usually broke even. Two were banks so profitable that they alone
compensated for deficits run by most of the others, The majority of

cver, were starved for capital with far more demand than they could
meet; the former had a waiting list of 2,000 names, They were highly
leveraged, with terrible debr-for-equity ratios and little chance of an
infusion of funds from cutside.

The Steps

We began by establishing a working group, an objective body to evaluae
information and make recommendations to the government on what
to do with the portfolio, In order to make sure that we had a broad
spectrum of representation, we chose members from various sectors
of the community: a banker, an dccountant, a nominee from the trade
union council, one from the chamber of comrmnerce, a representative
from the minist 7 of finance, and the chairman of the local develop-
ment bank,

The second Step was to gather and analyze data on each enter-
prise — marketing, finance, operations, quality of Management—to try
to understand the business and the commercial viability of each enter-
prise. We began by simply reviewing financia statements, most of which
were out of date. Few of the companies had been audited, but all had
income statements and some also had balance sheets, Next we visited
each company for one o three days to meet with the managing direc-
tois, senior functiona Mmanagers, various ministry officials, and some-
times customers, We also ralked with competitors and suppliers to learn
about company markets. Late in the series of vje' ts, we discussed with
ministers and managers their views of privatization strategies. This was
a critical step, and would haye been even more beneficial if it had been
done earlier in the process.

Loaded with business angd raarketing facts, we analyzed each com-
pany for operating efficiency, capacity, market, and overa]] commercial



Privatization: The Case of Grenada 207

viability. The critical question was each company’s potential to sur-
vive in the open market. To our surprise, the answer in most cases was
affirmarive; there was a market for the product or service provided by
each business. We then met with government ministers to review the
study process and hear their views on the enterprises. And this is key:
we were dealing with a coalition government, so we needed to under-
stand how each of the ministers felt about privatization and where each
one stood on those specific enterprises for which he had responsibility.

Following that, the working group reviewed each enterprise based
on the information developed in the inventory, considered privatiza-
tion options, and made recommendations of options for each enter-
prisc to the Prime Minister. He reviewed our options and presented
them to his Cabinet in a formal Cabinet paper.

The Decisions

Through a series of discussions in November 1986, the Cabinet made
final decisions and moved to implement them immediately. The deci-
sions on the twenty-nine enterprises were as follows:

* full and immediate divestment for seven companies;

* gradually sold shares of two banks with intent to divest com-
pletely within three years;

* slated two companies for sale in future, when project money
would have to be regencrated,;

* planned for sale of two companies receiving donor assistance
after funding is cut off;

* sold minority interest of one company and contracted for pri-
vate management;

* planned for management contracting out of three companies;
° planned for conversion of three companies to statutory bodies;

* restructured one company and demonopolized import
function;

* sold liquidated assets of two companies;

* merged three companies and retained them as statutory bodies;
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* deferred decisions on three companies pending more infor-
mation,

Conclusion

The rapid implementation of Grenada’s privatization program is
unusual; most enterprises are nationalized over decades and therefore
require time to be privatized. Our greatest asset was political commit-
ment; privatization is above all a political process. Working teams need
to understand the politics and engage ministeries early on. Stemming
from this most critical point are a few other observations,

First, political decision-makers are most comfortable when given
the opportunity to choose from among a variety of options, The Prime
Minister of Grenada had difficulty with the process when it focus was
purely divestment, as opposed to less radical privatization measures
that gave him more choice. It became clear in our discussions that hav-
ing a range of carefully thought out options was crucial to gaining his
support. Second, it should come as no surprise thar governments are
most sensitive to the impart of privatization on employment and on
the national treasury. Discussions will often focus on these issues and
may be very delicate. Third, the greatest costs of state enterprises are
often hidden and thus overlooked. Operating subsidies are obvious,
but these arc often the least of the real costs, which include human
and other resource inefficiencies. For example, Grenada’s poor utility
services were a drain on the cconomy far beyond their operating sub-
sidies; as with many of the twenty-nine companies in our privatiza-
tion program, they were operating at a fraction of their capacity.
Underutilization of existing infrastructure and assets represents an
expensive opportunity cost. A fourth point is that, while underutili-
zation has many sources, the most observable in Grenada was lack of
worker incentive. The manager of Grenada’s state-owned dairies earned
the same salary whether he sold a bundred ice cream bars or twenty
times that. Incentives will spur operations toward capacity.

The final point is that a common understanding of each enter-
prise to be privatized is crucial to effective change. We found that mem.-
bers of the government, the private sector, and donor communities all
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had different or uninformed views on the enterprises. After our work-
ing group presented a consistent set of facts, however, consensus usually
could be reached o privatization options for each enterprise. Build-
ing a constituency in support of the program extends beyond the elite
group of decision-makers: the press and the media cught to be engaged
to educate the public. There will be a host of opposing forces for any
privatization program, and it is the working group’s responsibility to
help the public understand how the program will be of benefit.
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23 Steve H. Hanke

"loward a People’s Capitalism

Perhaps the most interesting thing about privatization is its popular-
ity. Four or five years ago the word “privatization” could not be found
in economic and political vocabularies. Now the word can be found
in popular dictionaries, and talk is everywhere about it; even if one
discounts what are often the excessive enthusiasms connected to fash-
ions of the moment — for economics and politics are no different than
other domains— the outpouring of news about privatization everywhere
in the world must be considered astonishing.

It is probably true that the privatization enthusiasm varies from
place to place. In Africa, for instance, James Brooke writes in a recent
New York Times article that interest in privatization is motivated by
the desire to correct past failures of development policy and cut the
red ink of chronic, money-losing state enterprises.! He writes:

Twenty-five years ago, many newly independent African coun-
tries turned to the state to lead economic growth. Unfortunately,
in most cases, growth did not come. Of Africa’s 52 countries,
29 were poorer in 1986 than in 1960, according to World Bank
figures on per-capita gross national product.
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Mr. Brooke captures the spirit of the change in describing a Frencu-
man, working ncar Red Star Square in Cotonou, Benin, “Everything
was nationalized,” he quotes the Frenchman as saying, “and everything
was failing. . . . Now they are trying to privatize everything.”

In considering the matter ideologically, one would expect the con-
servative governments of Margaret Thatcher in Great Britain and
Jacques Chirac in France to favor privatization. But this economic revo-
lution is not limited to conservative governments. Mr. Brooke is writ-
ing about the plans of Marxist governments—in Angola, Benin, and
the Congo—to sell money-losing state companies.

Thar there has been a shift of thinking about “what works” s
undeniable. Such an ideological shift would in fact be hard to believe
if similar shifts were not also evident in the largest of the Marxist-
Leninist countries — China and the Soviet Union.

Beyond the intellectual and practical attraction of private owner-
ship and market mechanisms, there is a political factor that I think
accounts for privatization’s extraordinary popularity, While the tradi-
tional analysis of the political forces that generate increasing govern-
ment spending contends that the concentrated interests of the few who
receive the government’s largess outweigh the diffused interests of the
taxpayers, privatization, properly designed, has turned this on its head,
at least in Western democracies: it has pitted a political constituency
with a concentrated interest (the people who will own shares in the
privatized company) against one (the general public) with only a weak,
diffused interest in maintaining public ownership. In this case, the weak-
ness of the diffused, general interest for maintaining public ownership
will be pacticularly evident if the state-owned company is losing money.
Managers and employees of public firms, as well as those who receive
subsidized or unsubsidized output from public eaterprises do repre-
Sent a coricentrated, special interest; they might oppose privatization.
Allow me simply to mention here that these two groups of public enter-
prise beneficiaries can be neutralized, if not won over, simply by insuring
that they are allowed to participate in the henefits of privatization,
through either higher wages, ownership rights, lower output prices,
or higher quality services.

The British experience exemplifies how privatization can be used
to generate political as well as economic benefits, Mrs. Thatcher has
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learned that the actual sale of assets and shares presents an enormous
(and one would think obvious) opportunity to build a constituency
of political support, especially for future privatization. Prior to Mrs.
Thatcker’s government, denationalizations were typically implemented
by the “private placement” of shares to companies or small groups of
individuals. In many cases, the new owners were merely the old owners
who originally had their shares nationalized.

In consequence, privatizations did little to broaden capital owner-
ship within the general public. In addition, privatizations failed :o take
note of Joseph Schumpeter’s observation that all property rights are
not equal in their ability to generate loyalties and political support.?
Ownership in “abstract forms.” such as shares of stock held by the
general public, generates far less loyalty than ownership of one’s own
home, business, or place ¢f employment. Consequently, in England
there were few who were devoted defenders of private ownership and
who opposed labor government renationalization of private enterprises.
Britain has experienced a cycle of nationalization-denationalization;
Mis. Thatcher’s privatization strategy is designed to terminate this cycle
by broadening ownership and by making it more than an “abstract
form”

Britain’s new privatization strategy is built on a very different polit-
ical analysis. Under privatization, firms are now sold in public offer-
ings to a broad constituency of individual shareholders. This broad
constituency includes potential detractors of privatization, i.c., current
managers and employees of nationalized firms and users of the out-
put of the nationalized enterprises. Hence, these shareholders become
personally interested and involved in the sale and thus become the basis
of a powerful political constituency supporting future privatization and
opposing renationalization.

To illustrate the power of this approach, in one sale ninety-six per-
cent of the members of a particular labor union bought shares in a
newly privatized firm, ignoring the union’s campaign to persuade them
to do otherwise. All of those who purchased shares have realized huge
profits, and all have (not surprisingly) beconie great supporters of
privatization.

The logical consequence of this is that today between seventy-five
and eighty percent of the British public consistently support privati-
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zation regardless of their political attitudes on other issues or their feel-
ings toward the Thatcher government. A similar thing has happened
in France in response to the privatization program of Prime Minister
Jacques Chirac. In the face of this support, the British Labor Party and
the French Socialist Party have conspicuously de-emphasized its long-
standing commitment to renationalization, A great deal of this change
is the result of seeing privatization as more a political than economic
action and structuring privatization strategies to build political con-
stituencies.

Managing Successful Privatization

Initiating a successful privatization program requires developing a
strategy with certain essential parts.

1. Before one even thinks about developing a plan for privatiza-
tion, one must create an cconomic environment hospitable to private
ownership. This issue must precede everything, for if it is not settled,
no privatization plan can go anywhere. As Peter Thomas, Larry White,
and I note in respective chapters, this task involves reviewing the tax
system and law regarding property rights to be sure that the tax clj-
mate is sympathetic and thar a basis exists in law for private property
rights that ensure and protect value for new owners and stimulate the
development of local capital markets. This issue — a great d=al can obvi-
ously be said about it—goes to the entire legal structure in a country,
whether it encourages or discourages private ownership. There is no
space here to state the principle mere than generally: the general eco-
nomic climate must be conducive to private ownership before one can
even think about trying to develop a successful program for privati-
zation,

2. Begin with a serious program of public information. Once one
has reviewed the tax and legal systems and is satisfied they contain no
serious problems, the first step in thinking about how to privatize is
to build a political constituency for privatization, a sympathetic envi-
ronment in which further privatization will be possible and encouraged.
This is discussed by Lance Marston and others. Selling privatization
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to both the public and private sectors is more complicated than sin-
ply establishing a sympathetic environment, though that is certainly
important. Public education must be an education based more on action
than words, especially in the beginning. This means taking on the ieast
controversial objects for it, doing it slowly, and doing it successfully— all
of these things arc important for “public education” It means, in short,
developing priorities that allow the public to perceive the benefits of
privatization, and show it can be accomplished without great difficulty
(See #4 beiow).

3. Organize a training program and develop specialists in the tech-
nical dimensions of the issue. To ensure that initial privatization ven-
tures are perceived as successful both by the policy audiences and by
the general public, it is crucial that, before one begins selecting tar-
gets, one develops a srable of well-trained specialists to manage the
technical side o1 the plan. This means having people well versed in all
of the enormously varied techniques for doing privatization — from con-
tracting out public services to divesting ownership in publicly-owned
companies, cither by sale of stack or even (at one extreme) simply giv-
g the company away.

4. Especialiy at the outset, pick targets for privatization that min-
imize difficulties and guarantee success. This task involves establish-
ing priorities and is extremely important. Everything can’t be privatized
at once, and trying to do so only means that nothing will be priva-
tized. Instead, selected targets that can be privatized with relative case
must be identified. This is especially important in Third World coun-
tries and in countries that have little experience with privatization,

Focusing on success —cupecially on the need for perceptions of
success —~tends to lead in an interesting and counter-intuitive direction.
Focusing on success means avoiding, especially at the outset, compa-
nies that are sustaining the largest losses — causing the largest drains
on the public purse. While privatization of such companies would bring
the greatest efficiency gains, bringing greatest benefit to the public trea-
sury, one must avoid the temptation to focus too much on economics,
while forgetting politics. Such companies are difficult to privatize pre-
cisely because their losses make them difficult to market. For this rea-
son, it is best—again, especially at the outset—to concen‘rate on
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privatizing firms that do not suffer terrible financial difficulties, firms
that can be prepared with relative ease for public sale.

The central point in this task is to focus on perceptions., It is not
enough for the first privatization to be (actually) successful if it is per-
ceived to fail. The percention is crucial because it will determine the
public response. If it is perceived to be difficult, not to be successful,
thar will probably kil! all interest in it — perhaps for as long as a gener-
ation, until another generation can be interested again.

5. Select techniques and strategies that will maximize the support-
ing political constituency. Once targets are selected, this task is cru-
cial, and here the Thatcher government has ser the standard. The key
is finding a constituency tha will support privatization, and neutralizing
Or co-opting specia!l interests who niight oppose it. As Lance Marston
notes, this suggests that an important part of preparing for privatiza-
tion involves making sure that a lot of people will benefit, and that
a nortion of the beneficiaries be potential opponents who have been
won over, or to put it bluntly, bought off. It is just as important that
the bencficiaries ka0 it well ahead of time.

6. Prepan. :he company for privatization, if niecessary by invest-
inginit. As Madser Piric and Peter Young note, sometimes effort and
even perhaps money must be invested to make companies attractive
to the private market. It js important because many companies will
not attract private investors at what the public perceives as a fair price
without special investments being made to upgrade the enterprises.

This is perhaps the central element in successful privatization.
Preparing for privatization invlves a series of things, including public
education, but especialiy things that improve the prospects for pro-
fitability of the company or entity being privatized, Estéblishing the
prospect for profits is the critical step in making the entity marketable —
attractive in a market.

Establishing marketability involves both political and economic
costs. They include overcoming concentrated opposition from inter-
est groups who either stand to Inse from privatizanon or who simply
feel uncertain about its outcome, T here is an old saying that people
tend to prefer a known evil to an unknown good. It is not necessary
that someone will actually lose from privatization for him to oppose
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it; it is enough that he is uncertain about the outcome to ensure his
oppositicn,

Typically, the target for privatization is a public company that has
existed over a long period on public subsidies. If privatized, the assump-
tion will be that it must survive without such subsidies. Pirie reports
that in England many nationalized enterprises are undercapitalized and
have an excessive work force. Preparing them for privatization will
rirean, therefore (among other things), making investments, paring back
the workforce, and building up the capital stock so that the company
is appealing to private investors.

7. Avoid the temptation to suspend the special privileges often
found in public enterprises. In publicly-owned firms, like government
bureaucracies, the employees— both the managers and workforce —
often enjoy enormous and unusual privileges. Pirie and Young strongly
advise that no matter how outrageous these privileges may seem, it
is essential that in preparing for privatization that a commitment be
made not to suspend these privileges. For if the threat of suspension
is heard, the immediate result will be enormous, concentrated oppo-
sition and probably an end to any setious possibility of privatizing that
particular firm.

In dealing with special privileges, the best approach may be to
buy them out with a cash settlement— for instance, to buy ou 1 pen-
siun plan —because in the long run a buy-out will be an efficient way
of dealing witk an important element of the transaction costs.

Some Cautions

As noted above, the worldwide interest in privatization is extraordi-
nary. Itis particularly so when one considers that privatization involves
a monopoly (the government) voluntarily yielding control to private
parties (those who end up controlling the privatized entity). However,
the concentration of the private interest in this case is turning out to
be stronger than the concentration of interests in governments
thernselves —hence this extraordinary transfer.

{ have discussed a number of reasons for the new privatization
enthusiasm. [t may be easiest to summarize its political appeal by not-
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ing that privatization can be a genuine “people’s capitalism,” and the
very notion of that cominunicates why it has generated the momen-
tum it has.

Despite the economic, social, and political values associated with
privatization, it is important to note some cautions. The need for cau-
tion is especially important because one moment’s exaggerated
enthusiasm is often the next moment’s defeated expectation. This would
be a great pity in the case of privatization, which can achieve impor-
tant and constructive things in developed and developing countries alike.

The major caution is directed at the hope that privatization will
automatically improve economic efficiency and cut costs. Where privati-
zation de-monopolizes a public function —when it sells a business in
a competitive industry, for instance—the movement from public
monopoly to private competition will certainly change the incentive
structure, and efficiencies and savings should result. James Brooke cites
a number of examples of this from Africa in the article mentioned
earlier. But where privatization simply transfers a government monopoly
to a private one —uspecially where privatization takes the form of con-
tracting out public services to a sole-source private co'npany— then it
does not change those incentives. In such instances, rather than reducing
costs, privatization may end up actually increasing costs (especially
when one adds coss of surveillance and monttoring that would go with
contracting out).

In sounding this caution, I should note that Madsen Pirie, who
has had a great deal of practical experience with privatization in Great
Britain, is more optimistic. He believes — strongly, in fact— that privati-
zation will produce efficiencies even if a private monopoly takes con-
trol. Although he opposes monopolies of any kind, he thinks public
monopolies tend to be worse than private ones.

To avoid possible problems associated with private monopolies —
and even to avoid the burdens of continuing government surveillance —
one should strive to create a competitive environment for newly priva-
tized firms or services in which to operate. Consumers could then police
quality and price, obviating the need for government bureaucratic sur-
veillance,

This is a policy issue, as all discussion to this point has been lim-
ited to policy. If one wanted to try to institutionalize the benefits of
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these policies into a country’s legal structure, then one would write
constitutional rules requiring governments to do these things. For exam-
ple, constitutions could be designed to simply outlaw the public pro-
vision of goods arid services. At the same time, constitutional rules
could be designed to allow the polity to express whether the private
provision of goods and services should be financed solely through pri-
vate means, or whether under certain conditions public finance or a
mix of private-public finance could be used to finance the constitu-
tionally mandated private provision of goods and services.

In the end, however, it may be that these economic issues have
limited importance next to the much broader social and political impli-
cations of privatization. Manuel Tanoira, for example, underscores the
need for dramatic reform of the attitudes that sustain mercantilism.
In many parts of the world, especially in developing countries, gov-
ernments must focus on development of stable, democratic political
institutions. After all, without a stable political environment, no eco-
nomic objectives for privatization or anything else mean very much.
And here, for reasons given above, privatization may play an impor-
tant role in helping developing countries build stable political and social
institutions. It may do this by increased responsiveness to citizen
desires —whether in the form of allowing people to own their own
homes, or of expanding the range of citizen-consumer choices, or of
general decentralized decision-making. These are the great contribu-
tions privatization may make to the search for progress in many parts
of the world.
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