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Preface

Since the mid-1970s Chile has undergone a massive privatization pro-
gram, transferring more than 550 state-owned enterprises from the
public to the private sector. Privatization in Chile, from which this
executive summary is taken, is the first study to provide a detailed and
rigorous account of the economic impact of this unprecedented wave of
privatization. Here Dominique Hachette and Rolf Liiders examine ex-
actly what privatization has meant for efficiency, employment, gov-
ernment revenues and expenditures, the capital market, and savings
and investment in Chile.

Privatization may be an idea whose time has come, but its net
cffects are often difficult to determine and obscured by preconceived
notions and biases. On the one hand, critics of privatization claim that
it causes unemployment and leads to disparity in capital ownership. On
the other hand, proponents claim that it increases economic efficiency
and strengthens capital markets. In this study Hachette and Liiders take
on both sets of assumptions, showing that ultimately the effects of
privatization depend on how the process is carried out.

Based on Chile's experience with privatization, unique in its
scope, Hachette and Liiders extract policy lcssons that are essential for
anyone who works on or studies the privatization of state-owned cn-
terprises around the world.

Nicolds Ardito-Barletta
General Director
International Center for Economic Growth
Panama City, Panama
December 1992



Summary of Conclusions

Dominique Hachette and Rolf Liiders analyzed Chile’s privatization
process from 1974 to 1989. Their conclusions include the following:

1. The Chilean experience with privatization seems to in-
dicate that successful privatization is possible for a
middle-income developing country. Betwcen 1974 and
1989 —that is, under Chile’s military government—
more than 550 of the largest state-controlled enterprises
were divested. In addition, more than 50 percent of the
arable land, the administration of the social security
system, a high proportion of the health-care and edu-
cation systems, and several other significant activities
were transferred to the private sector.

* Although markets are more imperfect in developing
countries than in developed countries, the Chilean
experience confirms that they can function well
enough to generate fair transfer prices and to induce
relatively cfficient operation of the privatized enter-
prises. Free internal markets, competition—made
possible to a large extent by opening up the econ-
omy to international trade—and effective regulation
of natural monopolies seem to have becn cnough to
generate a socially useful private sector in Chile.

¢ The resources for privatization always exist, even
in a developing country. State-owned enterprises
(SOEs), for instance, can be divested by giving
shares to private citizens or by divesting companies
to foreigners. In most countrics poor in liquid
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PRIVATIZATION IN CHILE

assets, there is a tendency to divest by granting
credit to purchasers of SOE shares. Chile’s experi-
ence in this respect was a disaster and points to the
pitfalls of debt-led privatization.

2. The Chilean experience suggests that a wide range
of enterprises and activities can be privatized. Chile
privatized most public utilities (public transportation,
electricity generation and distribution, telephone and
other communication services, some ports and most
port services, gas distribution and some gas-producing
operations, some water-distribution services, garbage
collection, and many others), as well as a substantial
proportion of social services (including education,
health care, pensions, and housing). State land was
also divested. In the case of some public utilities (nat-
ural monopolies) and social services, the Chilean ex-
perience suggests that adequate regulation and control,
together with the right economic policies, are essential
for achieving the desired results in terms of efficiency
and rescurce allocation.

3. Privatization in Chile suggests that a number of condi-
tions, in addition to those already mentioned, must be
met for the successful implementation of privatization
policy. These are mainly political and institutional in
nature.

® Leadership. Most successful privatizations have
been led by a person or a small group of people
determined to implement the policies at almost any
price.

e Initial political support. Even under an authoritar-
ian regime, the desire of the leaders to privatize, no
matter how strong, is probably not enough to
achieve as wide and deep a process as prevailed in
Chile. Public support from opinion leaders and in-
terest groups is essential.
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e Means of gaining additional support. A govern-
ment must take a number of steps to insure contin-
ued support for privatization over the long term.
Divestiture transactions should be transparent and
sequenced appropriately. The institutional and pol-
icy environment must be favorable. Chile also used
labor and popular capitalism, making many work-
ers and citizens into stockholders, to achieve sus-
tained support.

e Institutional investors. The Chilean privatization
process was accompanied by the spectacular devel-
opment of the capital market. The development of
large, competitively managed pension funds made
a decisive contribution to the development of the
capital market and thercby made divestiture of sig-
nificant packages of stock in some of the largest
Chilean corpcrations possible through the stock ex-
changes.

4. Privatization takes time, although not always necessar-
ily as much as in the case of Chile, whose privatization
process lasted seventeen years. More often than not,
countries with a significant entrepreneurial sector also
have heavily protectionist and interventionist economic
policies, so that privatization, to be successful, must
go hand in hand with sweeping institutional reforms.
Preparing SOEs for privatization is usually a time-
consuming and dit{icult task. In Chile, this preparation
was accomplished for all practical purposes as a by-
product of general policies designed to make the whole
economic system more efficient. The government
forced most SOEs to operate with a hard budget, like
private enterprises. By making the whole system com-
petitive, Chile virtually forced its SOEs to operate ef-
ficiently.

5. Empirical analysis of the Chilean case suggests that the
change in ownership associated with privatization does
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not affect employment levels per se but that the drive to
increase efficiency levels, of which privatization might
be a tool, does. SOEs and private enterprises in Chile
were subject to nearly the same rules of the game after
the military takeover in 1973. As a result, SOEs ad-
justed their employment levels downward faster, if
anything, than privatized enterprises, to establish nor-
mal productivity levels, aiter the abnormal years of the
Allende regime (1970-1973). Although privatization
might tend to reduce employment to its optimum level
per unit of cutput, instead of maintaining the excess
employment levels common in SOEs, this does not
imply that such a policy will increase overall unem-
ployment in the economy.

. Privatization can lead to an important degree of worker

participation in ownership of capital and control of di-
vested SOEs. Through labor and popular capitalism,
many workers have become sharcholders in privatized
SOEs. In some cases, workers have become so enthu-
siastic about these investments that they have gone into
debt in order to purchase stock packages beyond those
to which they were entitled by the privatization system
itself. Of course, the significant capital gains obtained
since privatization and the high dividend rates of return
on their initial investments, which occurred in the sec-
ond half’ of the 1980s, have helped. It remains to be
seen how these worker-capitalists will react when macro-
economic conditions change.

. The issue of gains or losses in government wealth re-

sulting from privatization has drawn a great deal of
critical attention in Chile. In fact, the issue seems to
have been a subject of concern almost everywhere gov-
ernments have privatized. The Chilcan experience
shows that cven in a country poor in liquid capital,
shares of privatized firms can be divested at fair market
valucs as long as there is private sector confidence in

4]
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the economy, the right institutions are created and de-
veloped, and for:ign investment is welcomed. The
Chilean case alsr, shows that the final effect on wealth
depends on government expenditure policy. If the
funds collected from privatization are consumed by the
government, privatization will almost by definition be
associated with a loss of goveinment wealth. If the
funds are totally reinvested, the final outcome can in
principle range all the way from a significant loss of
wealth to a gain equivalent to the national gain result-
ing from the increase in internal efficiency.

. Privatization can affect government revenues in several
ways. First, the process alters the timing of revenues.
This is most evident in cash sales, in which, assuming
relatively well-functioning capital markets, govern-
ments anticipate the future cash flows thcy might have
received from SOEs. In addition, revenues tend to in-
crease if the privatized SOEs are expected to be run
more efficiently by the private sector, assuming these
enterprises are divested at fair market prices. Revenues
tend to diminish, however, if sales proceeds arc con-
sumed by the public sector or invested in non-revenue-
producing projects. In the Chilean case, divestiture did
reduce expected government revenues, if one takes a
sufficiently short view. If one takes a longer view,
however, the answer is not so clear. Privatization has
relieved the government of the net investments it made
in its SOEs.

. The case of Chile suggests ways to avoid policy rever-
sals with regard to privatization. Chile suffered the re-
veisal of many of the most important privatizations of
the 1970s. The reason is that debt-led privatizations,
together with the auctioning of stock, yield relatively
high stock prices. In this situation capital-poor purchas-
ers tend to take high risks in order to pay installments,
and their low capital basc is fragile. In a business

11
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slump, the number of privatized enterprises that go
broke is large, making government investment perhaps
desirable. In Chile, this scenario occurred during the
recession of the early 1980s, when management of a
relatively large number o previously privatized enter-
prises was indirectly taken over by the government.
Economic and political conditions were such that these
enterprises were soon privatized again, but this may not
always be the case.

Econometric evidence from this study does not defi-
nitely show whether privatization leads to more effi-
cient enterprises. One important reason may be that in
Chile SOEs and private sector enterprises were operat-
ing under a similar general framework, and therefore
important behavioral differences between these two
categories of enierprises cannot be expected. This does
not mean that ownership is irrelevant or that the form of
the framework is independent of the ownership struc-
ture. It is likely that in the long run the legislature and
other public officials will tend to alter an SOE rcgula-
tory framework like the one existing in Chile during the
1980s in orde: to grant political favors such as employ-
ment and goods and services at subsidized prices.

Chile’s experiences raise the question of whether a
massive privatization is possible in a developing coun-
try only under an authoritarian political regime. The
answer to this question lies in the realm of opinion.
Chile’s program probably could not have been carried
out under a regime of a different nature. At the time, no
developing country, with the possible cxception of
Bangladesh, had any experience with massive privati-
zation, and it was still gencrally accepted in Latin
America that public utilitics and basic infrastructure
enterprises had to be run by governments. Chile was
therefore breaking new ground. Democratic regimes
are by naturc conservative, and institutional change is
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slow. Today, however, democratic conditions in Chile
probably reduce the possibility of a reversal. This does
not mean that today massive privatization cannot take
place in developing countries or emerging democracies
under democratic regimes. In Central Europe, privati-
zation is part of the process of democratization itself,
and in Latin America ideological conditions have
changed radically. The examples of Costa Rica and
Great Britain have demonstrated that privatization is
possible in a Western-style democracy.

13



An Overview of
Privatizatiorn in Chile

Chile’s experience with privatization has been unique in both scope
and diversity. Between 1974 and 1989, Chile privatized some 550
state-owned enterprises (SOEs; see Table 1). In that period, SOE par-
ticipation in gross domestic product (GDP) fell from 39 to 16 percent.
Because of the unusual nature of this massive privatization, Chile’s
experience offers numerous lessons to developing countries who are
embarking on a path of privatization.

The Economic Framework in Chile, 1973-1989

The successes and failures of privatization in Chile are closely related
to certain [eatures of the country’s general economic development.
Privatization in fact took place in two rounds that were clearly tied to
two different phases of Chilean economic evolution.

The First Round, which began with a major recession in 1975 and
ended with an even deeper one in 19821983, took place during a
period of substantive institutional adjustments, a major drive to re-
establish macroeconomic balances, and painful stabilization efforts.
During the two years of recession that followed that hectic period,
about fifty of the most umportant privatized firms came back under the
control of the government in the wake of a massive disruption in the
financial sector. A period of recovery, adjustment, and consolidation
of the main institutional developments of the 1970s cnsued, followed
by a boom starting in 1984 and lasting until the present. Firms that had
been managed by the state during the downturn returned to the private

14
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TaaLE 1  State-owned and State-managed Enterpriscs in Selected Years,
1970-1989 (number of enterprises)

1970 1973 1983 1989

Enterprises related to CORFO 46 571 24 24
Subsidiaries 46 228 23 24*°
State-managed enterprises 0 325 0 0
Banks 0 18 1 0

Other state-owned enterprises 20 22 21 18°

Other financial institutions 2 2 2 2

National Copper Corporation (CODELCO) 04 1 l 1

Total 68 596 48° 45

Note: CORFO is the State Development Corporation.

a. Between 1983 and 1989 14 ncw enterprises wete created by splitting existing enterprises,
b. This docs not include state-managed companies (comparifas intervenidas) in which CORFO
had only a minority interest. Those firms are counted as subsidiaries.

c. After September 1973, 350 state-managed enterprises were returned to their owners, most of
them auring 1974.

d. Although CODELCO did not exist, the state owned 50 percent of the big copper companies.
It acquired this perceniage when 1t invested in foreign-owned companies during 1570 as a restlt
of the Chileanization pre.cess.

¢. This does not include more than S0 *‘odd sector’” enterprises indirectly managed by the state,
which fell into government hunds during 1983 as a result of government intervention in some
financial institutions and which were privatized before 1979.

SGURCE: State Developnient Corporation (CORFO).

sector and a Second Round of privatization took place, which ended
when a new president assumed office early in 1990.

The government of Salvador Allende (1970-1973) tried to revamp
the Chilean economy as part "f its political agenda. Among the mea-
sures it took were significant income redistribution and extensive state
control of the means of production. By the end of 1973, however,
Allende had created a legacy of deep macro- and microeconomic dis-
equilibria. In 1973, the deficit exceeded 20 percent of GDP. In August
of that year, official inflation was an unprecedented 300 percent per
year; only two months later, it rose to around 1,000 percent. Since the
sources of revenue necessary for control of the mears of production
were dwindling, nationalization or expropriation were soon replaced
by government requisition or outright seizure of firms. Fair compen-
sation was awarded in only a few instances.
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The military government that took power in September 1973 ini-
tially aimed to ecliminate serious and pressing macroeconomic dis-
equilibria. In the long run, however, its three main goals were the
following:

1. to secure a high and stable rate of economic growth,
which, in the government’s view had been seriously
jeopardized in previous decades by a combination of a
faulty develupment strategy and an inadequate choice of
instruments

2. to eradicate extreme poverty and achieve full employ-
ment through highly productive activities

3. to achieve both price and policy stability

To achieve price stability, the government pursued a combination of
restrictive fiscal and monctary policies and use of the exchange rate to
control expectations for most of the period. It also adopted mandatory
wage adjustments in the first few years to hinder the growth of aggre-
gate demand.

Development policies involved eliminating price controls and mul-
tiple exchange rates; liberalizing the capital market and ending interest
rate ceilings; eliminating most taxes, subsidies, and prohibitions that
fostered discrimination among sectors; and liberalizing foreign trade.

Finally, the government attempted some redistribution of income,
through increased and more tightly targeted social expenditures and the
creation of a public work prograr.

In 1982 and 1983, however, Chile underwent a deep ecoramic and
financial crisis. Although the depressed international cconomy may
have sparked this recession, domestic management of the exchange
rate and certain features of the financial market only worsened the
situation. In response the government set exchange ra‘es to encourage
exports and limit imports. Tariffs on imports were doubled from 10
percent to 20 percent, and other measures were taken to put financial
institutions and other enterprises back in solid positions. As a result, in
1984 there was a fundamental shift in the trend of the main aggregates,
and the economy began to recover,
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When privatizations were resumed in 1984, recovery from tlie
crisis was far from complete. The government worked to gain addi-
tional foreign credit and to stimulate savings and investment. These
steps paved the way for the economic boom of the late 1980s.

The Ideological and Economic Objectives of Privatization

Privatization in Chile took place as part of a sweeping process of
institutional reforms undertaken by the military regime, which was
convinced that its goals of economic growth, full employment, and the
elimination of extreme poverty could not be achieved within the ex-
isting institutional arrangement. The regime further held that effective
economic decentralization was a necessary condition for attaining ef-
ficient democratic organization.

Restoring economic freedom. State-owned enterprises generated
about 39 percent of GDP in 1973. Central government subsidies to
these SOEs helped cause runaway inflation in that year. The nation-
alization and intervention policies of 1971-1975, wlhich took place
within a chaotic social ard political context, gencrated an image of the
state as an extremely incfficient entreprencur, which intended to use
eccnomic power to establish a totalitarian regime. This perception
became the basis of support for the military takcover and provided the
government’s fundamental political legitimacy, explaining to a large
extent the speed and depth of the privatization process in Chile. The
divestiture of SOEs therefore was an instrument of the military regime
designed to decentralize and spread economic power in the country, an
objective considered essential for establishing a viable democracy. At
the same time, it may have played an important role in granting the
government the power it found necessary to keep public order and at
the same time produce revolutionary structural reforms.

Economic objectives in the 1970s. Although the Chilean privatization
process, like the British process, pursued political objectives, in the
final analysis, its main objectives were economic. Like privatiza-
tions everywhere, the Chilcan privatizations during the 1970s were
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expected, above all, to help finaice the public sector deficit. At the
time of the military takeover in 1973, central government expeiditures
had reached about 50 percent of GDP, and only half of expenditures
were financed through taxes and other income. Therefore. divestiture
modes were chosen that would maximize public sector revenues.

Of course, privatizations in Chile were also expected to contribute
to economic efficiency. Officials continually stressed this point, and
they created an environment in which both public and private enter-
prises had incentives to be efficient. In the 1970s and carly 1980s,
therefore, all enterprises were subject either to strong competition or to
sp=cial regulations based on marginal cost pricing; public enterprises
were obliged to become self-financing with no further subsidies and
were allowed to charge market rates for their products; and the gov-
ernment stopped interfering with SOE management. In addition, SOEs
were obliged to distribute a high percentage of their profits to the state
in dividends, and new irvestments were allowed only after careful
project evaluatior:. These measures raised the rate of return on SOE net
worth during the carly 1980s to close to that of private enterprises.

Lessons from the 1970s and new objectives for the 1980s. The
government learned scveral lessons from the First Round of privati-
zations that caused it to adopt new modes of divestiture from 1985
onward. During the First Round, it had attempted primarily to maxi-
mize revenue and efficiency. To this c..d it offered controlling stock
packages to investors, expecting in this way to receive better prices per
share than by spreading ownership widely. Since there was iittle cap-
ital in the Chilean priva' - sector at that time, it provided credit and did
not require purchasers to prove ownership of any level of net worth.
Some of these ideas proved to be wrong. During the economic and
financial crisis of the early 1980s, the highly indebted conglomerates
failed and the enterprises they controlled fell apain into the hands of the
state (becoming known as ‘‘the odd sector’’).

In 1985, therefore, the list of objectives was expanded to include
the following:

1. the normalization of the financial and productive insti-
tutions of the odd sector
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2. the generation of resources for public debt repayment
and necessary investment in public services and general
economic infrastructure

3. a strengthened financial pusition and increased invest-
ment in SOEs

4. an increase in the availability of investment instruments,
especially for the pension funds, and a strengthening of
the capital market in general

5. the spreading of ownership, through the offering of fa-
vorable purchasing conditions

Implicit privatization objectives. Although the explicit privatization
objectives of the Pinochet regime were always clearly stated, the con-
stant modification of the government’s goals regarding the percentage
to be sold in the various SOEs during the Second Round was unex-
plained by the expressed objectives. These modifications probably
reflect objectives that were not explicitly stated.

From ihe beginning, the process of privatizing the large SOE pub-
lic utilities and infrastructure enterprises was, to say the least, contro-
versial, and the authoritics had no way of knowing the force of the
generalized negative reaction. The government may have believed that
the favorable impact of these initially partial privatizations might cre-
ate a favorable climate for broader privatization goals. 1t might have
acted as well on the idea that moderate changes would produce a
weaker political reaction. Stated differently, the variation in the priva-
tization goals may reflect the fact that the government, after the crisis
of the carly 1980s, aware that it eventually might have to relinquish
power to the opposition, tried to privatize the SOEs as fast as was
politically possible, with the purpose of reducing the state’s economic
power to a rcasonable minimum.

The Privatization Process

The First Round (1974-1979). During the First Round of privatiza-
tions, the management of about 350 of the largest cnterprises in the
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country was transferred back to the private sector; land expropriatea
under the agrarian reform of the late 1960s and early 1970s was allo-
cated to private owners (generally former agricultural werkers); and
market forces and decentralization were introduced into the education,
housing, health, and social security sectors.

Immediately after the military takeover in September 1973, the
government appointed representatives in every state-controlled enter-
prise for the purpose of normalizing their operations. In 1974 the
government returned 325 state-managed enterprises to their owners.
Between 1975 and 1979, the government transferred 207 financial
institutions, industries, wholesale distribution companics, and other
corporations to private hands. These divestitures were carried out
through liquidation, bidding at auction, or direct sale.

Privatization of the pension system was instrumental in the success
of the entire privatization process. Until 1980, the pension system in
Chile was financed on a pay-as-you-go basis and was managed largely
by government-operated institutions. Fraud was rampant, service was
inefficient, and costs were high. In 1980 the government instituted a
new pension system based on three principles: a minimum pension for
all Chileans, benefits based on individual capital accumulation, and
private administration. The real novelty of the system lies in the fact
that it is privately administered. Profit-secking private pension fund
companies compete for the right to manage individual funds on the
basis of commissions and quality of service. Employees can freely
choose among these companies and can switch from one to another if
they like.

The Second Round (1984-1989). The Second Round of privatiza-
tions followed the deep recession and financial crisis of '982-1983.
In 1984-1985, the government divested companies belonging to the
odd sector, which had come under its control during the recession. The
government used a variety of privatization modes in this period. The
productive companies of the odd sector were generally auctioned
off. Since local investers were still undercapitalized, some of the larger
reprivatized companies were acquired jointly by foreign and local
interests. Some enterprises were sold through popular capitalism, in
which the government offered new shares to the general public,
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granting an automatic long-term credit at zero interest to pay for them
and offering an extremely generous investment tax credit.

Between 1986 and 1989 the government began to privatize a rel-
atively small number of traditional SOEs, among them the large public
service companies. The main modes used at this stage were labor
capitalism (in which shares were sold directly to the workers of the
enterprises to be divested), institutional capitalism (in which the shares
were sold to institutional investors, particularly the pension fund com-
panies), traditional capitalism (involving other forms of onerous di-
vestiture), and in some cases popular capitalism.

Overall accomplishments. By early 1990, when the new civilian
government took over, the military government had accomplished its
objective of transferring to the private sector the property and man-
agement of all but a handful of the nearly 600 enterprises it had
controlled in 1973. It can be argued that it accomplished significantly
more than initially intended, since, at the beginning, it did not aim to
privatize traditional public service or infrastructure SOEs created or
intervened in through specific laws. Perhaps even more important, the
privalization process, including that of the traditional SOEs created by
law, came to be generally accepted. Privatization led the public sector
to substantially reduce its participation in all economic sectors except
mining (big copper and petroleum), making ample room for the private
sector to become the engine of economic growth.

Effects of Privatization on Government Revenues and Wealth

Privatization of public enteiprises implies a transfer of public assets to
the private sector, cither domestic or foreign. The transfer may be
unrequited or onerous. If onerous, the public sector receives cash,
which it may use either to carry out current or investment expenditures
or to redeem public debt. In other words, privatization can affect both
the balance sheet and the income statement of the public sector.

Government revenues. Maximizing government revenues was per-
haps the single most important economic cbjective of privatization
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during the second stage of the First Round (1975-1979). In the short
term, the Chilean government appears to have lost revenue. Although
it obtained additional revenues from the private sector by privatizing
public firms, the government lost tax revenues and dividends on the
divested shares. In the longer term, however, it is not entirely clear
whether the effects on government revenues were pasitive or negative.
Leaving out the case of the Chilean national copper corporation, which
has not been privatized, and taxes, which if anything are expected to
generate large revenues from divested enterprises, the Chilean gov-
ernment had since the 1940s made net investments in its enterprises,
taken as a group. Tharefore, privatization has allowed the public sector
to replace spending vn public enterprises with spending on other pro-
grams, such as socicl programs and public works.

Government wealth. Estimates of the short-run effect on government
wealth (before expenditure of revenues from privatization) were made
on the basis of a sample of ten large traditional public enterprises
divested during the Second Round. The total long-run impact was then
estimated for each round on the basis of actual government expenditure
policies.

The analysis suggests that, as a group, the ten public enterprises
were probably sold at fair market prices, except for those shares sold
to workers and popular capitalists, which were divested with an inten-
tional subsidy to spread ownership and gain support for the process.
Those who complain that the enterprises were sold at artificially low
prices tend to compare divestiture stock prices from years ago with
either book values or recent market prices, both of which are irrelevant
for past market prices.

The final cffect on wealth depends on government cxpenditure
policy. During the First Round the government used divestiture reve-
nues to increase social expenditures. During the Second Round
revenues from privatization, somewhat diminished because of the
giveaways and subsidies implicit in some of the divestiture modes
used, were reinvested largely in public works. As a result the public
sector loss of weaith was reduced to about the amount of the giveaways
and subsidies.
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Privatization and the Capital Market

As part of the privatization program, the government divested a large
number of banks and commercial, industrial, and financial institutions.
These privatizations coincided with a deepening and broadening of the
capital market. The mode of divestiture, however, may have had a
negative effect on the development of the capital market during the
1970s. It helped push up interest rates and destabilized the capital
market, evidence of which appeared in the financial crisis of 1982-
1983. The authorities learned the lessons of this experience and de-
signed divestiture modes in the 1980s that would decpen and broaden
the capital market. Privatization of public enterprises also stimulated
the capital market by providing investment opportunities for the newly
privatized pension system.

Privatization and Employment

Privatization does not seem to have had negative effects on the number
of persons employed in Chile. Although the adaptation of all firms—
private and public—to the rules of the market in the 1970s created
unemployment, the sale of public firms to the private sector per se was
not a contributing factor. In the 1980s, while relatively stable rules
applied to both private and public firms, employment in privatized
firms actually increased with divestitures.

Privatization and Efficiency

Available evidence does not allow a definite conclusion on whether
privatization lcads to more cfficient enterprises. No significant differ-
ences of behavior have been found among public, private, and priva-
tized enterprises under similar sets of rules and regulations. Public
firms adapted rapidly to changes in regulations, reducing their level of
inefficiency and becoming more similar to private enterprises in the
1970s. Although the greater efficiency of these public firms was not
intended as a preparation for a new round of divestitures, there is no
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doubt that it facilitated divestitures in the 1980s. It is useful to remem-
ber that public choice theory suggests that the similar rules operating
in the private and public spheres may be unstable. In the medium and
long term political pressure is likely to produce a change in the rules,
which would allow public enterpriscs to be used for patronage and for
supplying certain goods and services at ‘‘low’’ prices—in other
words, to become incfficient.

Two Polemic Cases of Privatization

Several privatization operations have been strongly criticized and re-
main controversial to this day. Two such cases are those of the In-
vestment Stcel Company of the Pacific (CAP) and the National
Electricity Company (ENDESA).

Investment Steel Company of the Pacific. The Steel Company of the
Pacific was cstablished as a private stock company in April 1946. In
July 1968 the government initiated a takeover of the company, grad-
ually increasing its share of stock ownership from 41 to 99.6 percent.
In 1981 the government authorized CAP to become a holding company
and changed its name from Steel Company of the Pacific to Investment
Steel Company of the Pacific.

In April 1980 the government had asked CAP to submit to a
program of stock issucs to reduce indebtedness and increase private
sector participation in ownership. CAP stockholders agreed to sell
about 260 million shares at a price of US$0.25 per share. But no
investors were interested in buying at that price. In May 1983 the legal
deadline for the sale was reachzd with only 0.4 percent of the issued
shares sold.

In 1984 the company tricd again to sell shares at a US$0.25 apicce.
Once again, intcrest was scant. The price at that time in the stock
exchange was US$0.12. The low market price was due to the high
level of risk of investing in CAP, which had historically shown low
profitability; the unfavorable macroeconomic conditions and the pres-
ence of other investment alternatives; and a world surplus in iron
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production. The price of US$0.25 per share, however, had been set by
the CAP stockholders to last until late 1987.

Some other method of divestiture had to be found. The solution,
carried out in 1986, was a capital reduction operation in which CAP
purchased shares from the State Development Corporation (CORFO)
at US$0.25 a share. This operation meant that existing stockholders
increased their share of ownership, while the share of state ownership
declined. In 1987 CORFO started to sell CAP shares in the Santiago
Stock Exchange, and the company was fully privatized in that year.

The privatization of CAP appears to have been largely successful
in terms of profitability and efficiency. Yet criticism still centers on the
capital reduction operation of 1986. Critics claim that the price of
US$0.25 was too low, given that the price in the stock exchange at that
time had risen to US$0.38. CORFO, these critics stated, was not
getting a fair market price for the shares. However, a high level of
demand for CAP shares may have deveioped as a result of the repur-
chase operation itself, pushing up market prices.

Another question concerns a small number of private investors
who purchased shares at the set price of US$0.25 in March and April
1986, reaping profits later that year when the central bank authorized
CAP to purchase some of its own debt at highly discounted market
prices. Some have asked whether these investors were notified in
advance of the upcoming debt-repurchase transaction. Unfortunately,
the answer to this question is beyond the scope of this study.

National Electricity Company. One of the most interesting privati-
zations carried out in the late 1980s was that of ENDESA. ENDESA
is one of the country’s largest enterprises and ihe largest electric power
producer, and the company had been state property since its creation in
December 1943.

Preparation for privatization began in 1980, when ENDESA’s
electricity distribution units were transformed into independent com-
panies and subsidiaries and gradually privatized. ENDESA itself was
then privatized largely through labor capitalism, the least controversial
mode of privatization. Preferential shares were offered to ENDESA
workers at a low price on credit in 1987. After sales to workers, the
divestiture process continued through sales to other investors, and by
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1939 the privatization of the Chilean electric power sector was almost
complete.

The privatization of ENDESA was criticized for two reasons.
First, some belicved that privatizing a traditionally public enterprise
producing a basic public service would lead to higher tariffs that would
hurt the poor. The error in this view lics in confusing ownership with
who establishes tariffs and how. Second, critics pointed to the debt
reduction operation carried out between CORFO and ENDESA in
December 1986 to prepare the company for privatization. To improve
its financial pcsition, ENDESA floated shares for US$500 million,
which were purchased by CORFO. To pay for the float, CORFO
acquired ENDESA’s debt for an equivalent sum. Critics of the oper-
ation argue that although the debt reduction amounted to US$500
million, the market value of the shares purchased by CORFOQ was
lower at that time and that CORFO therefore sustained a loss of capital.
In fact, the shares purchased by CORFO had a market value of 28.92
pesos per share, greater than any market price before or after the
flotation except for February 1987, shortly after the operation. There
is no doubt, however, that a US$500 million reduction in debt implies
a similar increasc in the value of the company for CORFO. But if the
debt reduction operation had not been carried out, revenues from share
sales when ENDESA was later privatized would have been lower than
they actually were, because the company would have been more in-
debted and more financially risky. Morcover, the debt reduction op-
eration reduced the likelihood of reverse privatization, which could
easily have happened given ENDESA'’s high indebtedness. In short,
criticisms of the debt reduction operation do not seem well founded.

Conclusion

Chile’s unique privatization process was on balance successful. It dis-
tributed property ownership; it stimulated the private sector to improve
efficiency; it opened new investment opportunities and created new
responsibilitics for the private sector; and it helped reduce practical and
psychological dependence on the powerful and pervasive public sector.
The process was also successful in converting critical and antagonistic
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groups, convincing them of the benefits of privatization. In doing so,
it reduced the risk of reversibility despite significant changes in the
political setting when the military government transferred power, after
elections, to a democratic government. The latter recognized the va-
lidity of the privatization process and is even following in the steps of
its predecessor, though at a more modest pace.

Errors were committed in the process of privatization. Some were
predictable; others were unavoidable; and still others, put forward by
some critics, were nonexistent. The most repeated error—though not
unique to Chile—appears to be the lack of transparency in divestitures.
Although this problem does not seem to have affected the fiscal results
of privatization, it provided ammunition to groups that felt they were
not being given fair access to public enterprise stuck being divested
and to ideologiral groups opposed to any notion of privatization.

The success of privatization in Chile resulted from the political and
economic environment and from the diversity of divestiture modes. A
president who held power for scventeen years and was convinced of
the economic and pnlitical significance of the process ensured relative
constancy. The economic situation in the 1970s was favorable to the
process. The large deficit and high level of inflation were convincing
factors. Finally, the diversity of modes of privatization ensured that
objectives as varied as maximizing government revenues and spread-
ing property ownership—two important goals of both supporters and
opponents—-were met.
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