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Int roduc:t i.on .-
L The importAnce of privat ieat ion hAS become more apparent in t he last 

five yca~a. becGuse of fundamental economic changes in developing 

countries. The debt cri3is has r~newed intereat in direct foreign 

investment; the fiscal crises in several developing coun~ries have 

increased the BHed of divest it ure i and the flli IUl:e of stat e owned 

enterpri~es to provide an adequate quality of services and goods has led 

several natio~al governments to reconsider their relia~~e on the state 

sector for economic development. 

2. Pdvatiaation, either in the nsrrow sense of the sale of government 

assets or in the broader sense of the opening up of ~tate monopolies to 

private competicion. dep~nds significantly on the ovarall policy 

environment for its success or failure. Moreover, broad policy 

objectives, be they the objective~ of the aid agencies or the IOCdl or 

nation~l governments co"c~rned, decermine the specific objectives of 

privAt isat ion. 

3. My aim ill thia bd d papu is t 0 r~view t he most important aspects of 

this re lat i0L161lip between priV&t iSIlt: ion and the policy environment. The 

paper is not especially anlllyc ical it does not apply any part iculllr 

macro- or micro-~conomic framework to the discussion -- becauoe at this 

stage ifi the debate ie is arguably too restrictive to confine ourselves 

to any particular set of assumptions or view point. 

Essentia I Element 0 1n 'l11~ Po licy Envi ronment 

4. Before considering uhat privatieation might achieve t it is Dnly 

reasonable to ~Hilt. tJh5t are the prerequisites of privstisation? Ot't in 

the context of rhi.9 discussion, what are the essential elements in the 

policy envi rorur.ent for priV~lt isat ion to be feuibla? 



5. Consider first p\iv8tis8tion in the narrow sense of the sale. partial or 

complete. of a state owned enterprise. To proceed. two elements of 

policy must be in place. 

6. First, the level of political commitment to privatisation must be high. 

Without firm coror;litment from the national lead~r3hip. there is 8 small 

chance of privatisation actually taking place in th~ face of the 

competing pressures of may different interest groups. Although it may 

be possible to win over ldbol\r. IDan~gement, suppliers and bureaucrata t~ 

the idea of priv8tis8tion.this alone takes a great deal of concentrated, • 
high lovel cff~rt. 

7. Second. it is e~;:If.;!m;ial that ent~rprises up for $ule should have a 

positive net uorch. This is not a poi~t about the book value of assets 

but rather about the value of the future at ream of net earnings. AftGr 

making Guit~ble allowancea for ri9k, their net yorth must be greater 

than the coat of the capit"l to be invested, or there \lill b.;: no buyers. 

8. This has direct implicst ian a for the policy environment. FOI' example, 

in Togo the government recently handed over a moribund steel mill to an 

American inventor uho haa agreed to operate the complex on a tun-year 

lease. Be~ides being allowed to export and import spares anj materials 

duty free, he has received a governm~nt guarantee of a 40% tariff on 

importeLl steel PJ:'OductA. In othp.r words, the policy environn,l!nt has 

~een adjuated to rrotect his profitability and therefore to contribute 

toward a positive net ~orth for which it was ,,torch paying. 

9. In this inotance, the price atructure was distorted, to facilicdte the 

privatiaation: an assumption W3S made, implici~ly or explicitly, that 

the benefits of this particular privntisation 9greement exceed~d the 

cost s. Gen\!rally J chis type of po1i.::j' change, aimeti at accommodat ins a 

priV8t iast ion. 10\o'c:rs the econumic va lue of privacisst ion significant ly. 



10. 
f openin~ state monopolie, up to Privati~atlon in the broader 8ense a 0 

compet idon tIla), be ~uch easie", to do. In Somalia. for example, the 

Agricultural Harketin~ Corporation has, 1 believe, been effectively 

privatiaed by allowing private ~ntrepreneurs to enter the busineso of 

buying and distributinn farm output. lHthin 3 years. ABC's sh.!lre of tIll! 

asricultur~l prod~ct diatributi~n busin~ss ha~ dropp~J from 100: to less 

than !':-%. 

11. The necessary political commitment is les8 using this route to improving 

markec efficiency. However, con8id~rable determination ruay well be 

needed - possibly more, in fact - to subsequently reduce employment in 

the newly corop~ting state-owned enterprise. 

12. For priv8t iaat ion to "succeed" by having a pl)sit ive impact on the 

economy in the longer run. it is necessary that the policy environment 

sh(luld Dupport pl'iV.tltc enterpriae. lIin the right way". As experience and 

the theory of the firm both tell us, it is for axample insufficient to 

sell B natural monopoly to private investors to achieve economic 

efficiency; some form of price regulation is needed too. Precisely wh&t 

is lithe right ",eayll depends on th<:! object ivcs of priV£lt isst ion. 

ObjectiVt~B 

13. Privat iut ion appeals to different gruups for different r('8flons. Aid 

agenci~s. national governments and their political leaders are likely to 

have somewhat different objective~ in mind when they consider the 

put~ntial benefits of privatisation. 

14. Indeed, some national policies may not be served by privatisation. 

Employment creation, for example, becomes much more indirect. 

Obviously, the basic goal of creating jobs can be promoted by incentives 

of various types that will attract ~nd stimulate private inventors. But 

the subsidiary goal - of ensuring th~ government gets credit in the eyeu 

of its supporters - is far harder to ~chie~e. 
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15. Equally, regional dcvel02ment may be more easily administered by direct 

investment in at ate enterprises in bacl(ward regions thBn through 

creat ing £In incent ive environment \Jhich will att ract pdvate enterprise. 

to those same regionD. (Hbet:h~r it is more ~£fectivl! ia another matter 

altoget~er.) And in general, policies 01 patronage are more difficult 

to exercise through r-rivata e.lcerpri$cE.i than the public sector. 

16. While the nat 10na1. government I and the Aid community may both favour 

more widely di~tributed olmer9hip of capital, several national 

governmentll would limit thi.s ~ to the cit ilenry of the count:ry. 

Although we ahould note thut attitud~s towards overseas investors a~e 

changinl now l fCl'eig'll investm'~nt which the aid ag,encies mieht well 11,1.;e 

to enCOUI'.!It;e j ill still Ullwelcvme in men)' develo?ing countries. 

17. However, other goals anc objectives are likely to be shared. Both 

governments and donors are likely to include increased efficiency and 

equity and 6timulus to economic growth among their aims for 

privsti3ation. Increased effectiveness of the enterprises concerned i8 

an~th~r key objecciva: 8ever~l state owned enterprises, as we noted at 

the outBet, have been notoriously ineffective. 

Other K~¥ P~licy Issues 

18. What other el.eloents of the policy environment are important? The answer 

is m06t of those al~mentB needed to make the privata sector as a whole 

funct ion well. 

19. For example, policies thal encourage foreign investors to participete 

directly or to teke portfolio positions in local enterpriaed can have an 

important positive impact on privatiBation. Whether it is the sale of a 

Btate enterprise or the creation of new competition in a 8~ctor 

previously monopoli~ed by the atat~, opening up the msrket to foreigner. 

is likely to incrGdGe many times the number of potential in~estor8 and 

thereby clJnt ribut e to market efficiency. (Obviously, it car, also 

ameliorata a difficult bal~nce of payments position.) For chis reason, 

it is important that the f.or~.8n exchange regime should be rairly 

liberal. Ctlpital outflows must be possible without aignificant 

impairment. to allow repatriation of profit til royalty feeo and the like. 



20. A.a in other areAS of dl:velopment, ~etting the prices right ill II 

prerequisite for ~f:ficient priv8ti~ation. So, for inatancc, much leas 

is achieved than could be by privatising the agricultural distribution 

syatem, if farm gate priceo and market pric~8 are still regulated. The 

benefita of priv~tisation are likely to accrue to the distributors and, 

to s lesser e~tent, the consumer, uith no improvement in inc~ntiv2s to 

the farm~r. E'lually, if cht! "pric~" of credit ijj kept art.ificially low, 

the privstised Geccor i~ likely to react by choosing techniques of 

production 0; o~rvice that are too capital-intensive. Controls in 

rente, wages and in trAde. where tariffs, quotas and other non-tariff 

barriers r~8ult in s~vere price diatortion& in many countri~s>411 

mitigate again6t the efficiancy of the private Gector, and hence of 

pdvat ivat ion. 

21. Government procurement policy is an area 60metimes overlooked in this 

debate. Some governments have been notoriously bad at paying their 

bills. If these become receivables for a state enterprise, addressing 

the problem can (althoueh should not) be delayed since there is no 

threat of ba,lkruptcy involved: not so, if n private finn i~ supplying 

the goods or services. 

22. Assumin~ tha gov~::nment is paying its billa, however, another issue 

~riileB. Procuremtnt ccmtracto are lil(ely to b~ in deliland. In these 

circumstances. procurement policies should generally be 

non-discrfmin&tory ao that stat~ enterprise or newly privatised concerns 

hav~ to c~~pece on an equal footing for gov£rn~enc businesa. It hal 

been argued thic it may be neces~ury to guarantee a procurement 

arungement wl.th a newly privatised enterprise) to underwrite its income 

and thereby ica net worth. However, if its net wor[h is that uncertain, 

it may be better to think in termn of liquidating the state enterprise 

rather than privdcising it. 
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23. Perhaps the moat 8upportive policy aspect for privatisation to succeed 

is a favourable policy orientation. Although policy may not be totally 

stable, privata investors Dhould be secure. They rnuat feel policy 

chanses will either be neutral or positiv~ in their impact on private 

capital. To bJ credible in thiD respe~t is one of the most difficult 

8spect6 of policy Lefonn for a developing count~y government changing 

from 8tBce soci~lism or stute oriented development £trategy to a more 

private sector oriented str4tegy. Investors, both domestic ~nd foreign. 

will not forget sny historical antipathy towards capitaliam all that 

quickly. 

The lmportancil of La~ 

24. HarketB work well where contr~cts sre obs~rved, property rights are 

onforced, and there is freedom to a2termine where one wOt'ks and for 

whom, Bnd with ~hoc one trsJeo. In other w~rdA. to achieve the full 

potential of the private sector, ~nd therefore, privatisation J it is 

important that the law should be r~&pected by the gr~at majority of 

people and inst it ut ions - inc luding government in the count ry in 

quest ion - and thllt the IS\1 should be impart iAl. 

25. By contrast, in many develo?ing countri~~, sources of authority more 

powHful than the law Art! kinoUp Bnd fealty relationahiiJs. 

26. It is difficult to se~ much advantage in privatising an organisation if 

its public accountability is not increased. If effective control i. 

retained in the hands of someone closely associated through kinllhip to 

th~ governm~4t leadership. then privatisa:ion may b~come a sham. 

27. The social changes which can move a country form accepting kinship 

authority to the imper~on~l authority of the law, are man~ and compler.. 

The proceoe of (lrivati~!i.tion, itoelf. can po[oitively contribute to this 

change in a society. It should be coupled with the development of 

ind i vidual right s in im[>artially adjudicat :!d property and cont ract law. 

Such insticutionbl dev210pment cun support the development of a middle 

cltl8s aB IJell ilS entreldoe'leuri!ll attitudes. 

6. 



7. 

The 0peortl.lnit.y for the .M!l;[.~ill 

28. What can the aid agencies and c~ternal Governments do to influence the 

policy environrr,cr.t in 8 way conducive to [Iuccessful priviltieation? 

Several possibilities arise. First is support for a strategy of 

experimentation. It is important that the developing countries 

concerned should b~ encouraged hy the aid sgencies to undertake 

privatiG8tions to see how they work ir. local conditions. Some countries 

have begun pro~~~mme~ of privatis8tion already. Others are thinking of 

it. Mor~ priv~tisations are needed 80 that we can build from our very 

Ihuitetl experience on ho\) these cAn be roade to work best in the mf:dium 

term for ~conomic develoFllent. 

29. Second in ths role of di8~ernin8ti~g experience systematically, so one 

country may lebrn from the experi~nce of others regarding the critical 

policies for privati8atio~. 

30. Third, Gpeciali6~d a&enci~a like the Intern~tional Finance Corporation, 

the MIGA and OPIC can seak to develop new unys of encouraging fore ian 
invelltment in dElvelCl:,ing countrieb. The fruqucnt lac~ of credibility of 

local govermller.t policy m.!ly be offset to ae·me d&::gree if there. are 

involvement B~d/0r guar~ntees from an out9ide multilateral source in 

suppo I"t .,; f irlVeljr;mcnt £;;'w,l . .acrOJ,J. 


