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I Introduction

A changing relationship between state and enterprise 1s one central element in the economic
reforms of post-socialist countries  In most reforming countries mass privatization has been a prime
ingredient in a menu of policies designed to sever the old links between state and enterprise and to
channel interactions mto the legal and regulatory form charactenistic of developed capitalist
democracies Thus an important indicator of progress in the microeconomics of transition 1s the
condition of enterprise-state relations after mass privatization In this paper, we present a comprehensive
description of those relations m one formerly Soviet-bloc country Mongolia which adopted a
comprehensine voucher-privauzation scheme early n its reform program

W e focus on description pulling together fragmentary information on the varied aspects of
enterprise state interactton The purpose 1s to provide an overall picture rather than examining causal
underpinnings Nevertheless i providing description we are able to subject to scrutiny common
assumptions about the nature of enterprise-state relations in transition countries

Not surprisinghy we find evidence of a state that interacts with enterprises 1n multifarious ways,
mam of which are hardlv consonant with the role of the removed regulator that 1s the presumed
obrectine of mass prnatization  The image of the state as an absentee owner which was popular 1n the
eathy amalvsiv of tansiton docs not comeide wath the evidence presented here W e find that intensity of
inter iction 1s strong iy related 1o the degree of residual state ownership in enterprises enterprise-state
interactions tend to be concentrated in a subset of enterprises  Indeed our results suggest the incipient

creation of two ditterent priv atized sectors one in which there 1s residual state ownership which

accounts tor a lat_c proportion of enterprise-state interactions and one 1 which there has been complete

privatization more remosved trom the state
Our results come from one countrs Mongolia and therefore we can make no claims to generality
Rather the purposc 1s sumph to add one data point to the stock of information on transition processes

This 15 especially the Cise for the poorer more 1solated countries for whom reforms involved a much
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more severe Jogistical and administrative problem since there 1s still a dearth of post-privatization
evidence on countries outside Central and Eastern Europe and Russia

Among such countries Mongohia's de facto political status as the sixteenth republic’ ensured that
it had the economic conditions the ensemble of institutions, and the industrial structure of a poorer ex-
Soviet republic  But its de jur e independence meant that it began reforms earlier then comparable
countries Mongoha also pursued privatization more vigorously than did most other reforming countries
Its privatization scheme was relatively successful in channeling a large number of enterprises through a
consistent process m a short time  Section Il of this paper presents the background information on
Mongolia s privatization process that 1s necessary to place in context the evidence of later sections

As has been frequently noted privatization invariably results in the state retaining ownership 1n a
significant proportion of enterprises ' Mongolia was no different as we document in Section III,
presenting information on the size and distribution of retained state ownership Section IV examines the
state’s formal involvement m the enterprise by focusing on the composition of corporate governance
bodies and the presence ot government officials on these bodies That section also anai zes data on
whether enterprises percene the supervision of a particular state entity  providing evidence that the state
15 not 2 abseniee ovwel

Scetion N looks at how enterprises lobby when pursuing their political goals W e find clear
evidence that the lobbyving activities of completely private enterprises differ from those of the enterprises
with residunl state ownership  The latter rely more on traditional ties while the former tend to make

more use of nuwer channels that have been made possible by the establishment of democracy

Y Sl Prstor i Turkewat €1996) Brom and Orenstan (1994) and Earle Frnndman and Rapaczynshr (1993 p 17)

In cont st to the conclusions of Aghon Blinehard ind Burgess (1994 p 1328) and Fan and Schafler (1993 p ) on other
Transion countric
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In section V1 we turn to subsidies and soft budgets We examine a variety subsidies such as those
through the banking sector and through tax authonities as well as direct state funding of enterprise
activities Agamn there 1s a clear relation between the degree of subsidization and the extent of state
ownership This relationship is stronger for more explicit forms of subsidies, and quite often non-
enistent for less explicit ones such as tax arrears and commercial bank funds This latter observation
suggests that aid to state enterprises is part of the open political process, rather than being hidden n the
arcana of governmental decisions Section VI examines whether the subsidization translates into
managerial perceptions of soft budgets suggesting that managers in the state sector might be somewhat
more optimistic about state aid 1n troubled times than the objective evidence on subsidies would justify

Sections VII and V1II turn to the state s involvement in transactional process In an institution-poor
transition enmyironment a state wishing to pursue the public welfare could certainhy find market failures
in need ot correction  The beneficent state could find opportunity to act as facilitator of transactions and
resolver of disputes while a venal administration could intervene in @ manner that 1s common 1n the
characterizations of the rent-seeking literaturc W hile our data do not allow us to determine which type
of statc we are observine they do show a high level of state activity 1n enterprise transactions As
customer the state s imvolved ina sigmificant proportion of enterprise sales some of which enterprises
view as mandatory purchases  The state also plavs a large role as mediator of disputes

Section I\ concludes by looking at the degree of concentration of enterprise-state nteractions

Clearlv 1 narron et of enterprises 1s the most frequent object of the state's attentions and these
enterprises are ones with a hich share ot residual state ownership The picture that emerges 15 of a

cohesn e state sector that has arisen after the privatization process



11 Mongohan Privanzation

After a peaceful revolution and democratic elections in Mongoha in 1990 a broad coalition
government began sweeping economic reforms The centerpiece of these reforms was privatization,
which occurred i three difterent programs for small enterprises large enterprises, and agriculture
Here we focus on the privatization of the large enterprises, which began in March 1992  In the next four
vears 483 large enterprises were privatized 55% in 1992 30% 1in1993, 12% 1n 1994, and 3% in 1995

On the supph side large privatization was highly centralized with enterprise themseives having
little scope tor decision-mahing All large enterprises went through the same method of privatization
The state retamed ownership nterests in some enterprises decisions on the size of which were made by a
tangle of actors In the eariv critical phases the Privatization Commuission which had the power to make
detailed dectsions was led by a politician ady ocating the most extensive reforms possible and was
stafted by hke-mmded individuals The Privatization Commission was an arm of a government that was
much more conservatine but which tended to ignore the detaiis of privatization Guidelines which
defined the enterprises that were to remarn under some degree of state ownership could be loosels
mnterpreted by the Privatization Commussion staft  Enterprise msiders who had no formal power
whataver could nevartheless use obfuscation and delay to push their mterests  Informal bargaining
rather than open debate led 1o the decisions on residual state shares

Once the stite shuc was decided i the context of the approval of a privatization plan an enterprise
was corporitized At that time control shifted nto the hands of the general director the workers, and the
Prnatzation Commission as putitn e representative ot future shareholders Enterprise shares were then

schedulcd tor sale on the stoch exchange not for cash but for vouchers * Everv citizen had received a set

This scetior provades only th iformation neeessary for an understanding of the general context in which the paper s results
should be pliee A detuled overview of Mongohan privauzauon appears in korsun and Murrell (1994)

* Botore hare war o 'cad tothe wen ! public emplovees had the option of buving shares at the nominal opening price
which woas hiscg on the boos vituc ol netass 1~ Linmatedy  this concession was rather unimportant since the opening prices

{continued )
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of seven non-tradeable vouchers for large privatization Markets 1n which vouchers were exchanged for
shares determined the allocation of enterprise shares between individuals Enterprise employees could
buv shares 1n their own companies and this was a verv popular option In the sample of enterprises that
torms the basis for this study the mean residual state share 1s 20% 1nsiders and their families own 35%,
and outsiders 45%0

In Mongolia as in many other transition countries insider owners can more easily gain
representation on corporate bodies than can non-state outsiders On the one hand, insider shareholding
probably resulted from concerted efforts on the part of emplovees to hold a large share 1n their own
enterprises (horsun 1993) On the other non-state outsiders had few mechanisms to create blocks of
shares Investment funds hayve not been popular and have a significant ownership share in onlv a small
numbcr of enterprises v ouchers wete non-tradeable so that initial share ownership was diffuse  The
secondar\ trading of shares ofticialls began only in August 1995 onlv ten months before our data was
collected Although there was heavy trading ot stock in that ten months this 1s a hmited amount of time
tor tormation of significant outsider power By mid-1996 only thirteen percent of enterprises reported
am\ presence on their boards of individuals representing investment funds or large outsider shareholders

Other 1spects of tetorm proceeded contmuoushy throughout 1991-1996 although not without many
setbachs on the wav  Formal liberalization ot the economy was announced very earlv in the reform
process but actual iibcrahization proceeded more siowly due to the effect of lingering interventions By

the end of 1997 atier the tarlure of mitial attempts at stabilization runawan inflation no longer was a

danger  However smee that me successive governments have been in a struggle to mantain fiscal

{ continue
tended to be shove the auction prices and sinee the tamiiies of emplovees were not allowed to participate n the concessionan
don thu hming cach ampioyce s coneessionary purch ases o those shares that could be bought with the emplovee s own
vouchers  The overwhddmine maonty of emplos ce ownership resulted trom emplovee participation in the auction process just
as any atzan pa omated in th it proces

Sce Boon (1994 101 discussion ot stabilizauon and Murredl Dunn and Korsun (1996) tor the development of price
Iiberalizator
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balance with one consequence being that inflation remained just above 50% in 1995 and 1996 Growth
resumed by the middle of 1993 afier a relatively mild (for transition countries) fall in GDP of 18% But

concurrent with that fall there was a catastrophic drop n hiving standards as a result of the withdrawal of
Soviet aid which during the 1980's had been as high as 30% of Mongolian GDP

Inmid 1996 we surveved 249 enterprises in Mongohia well over half of the enterprises that had
passed through the large privatization program  The survey covered all enterprises in the national
capital Ulaanbaatar and all enterprises in the regional centers of eight of the remaining twentv-one
administrativ e districts (aimags) ot the country  The response rate for the survey was effectively 100%
II1 Size and Distribution of State Ownership in the Privatized Sector

As has been trequently noted (Pistor and Turhewitz 1996 Brom and Orenstein 1994 Earle
Frvdman and Rapaczyvimshi 1993) mass privatization invariably results in the state retaining partial
ownership in a large number of enterprises  Mongohan privatization was no different 1n this respect as
Table 1 shows State ownership averages 20 1% across the sample of enterprises 56% of enterprises
have no state ownership 13% have state minority ownership and 31% have state majority ownership
The spihe n the distribution 1t 2190 obviousiy suggests the aim of retaming a controliing mterest in a
sizeable propottion of prnvatzed entarprises  The distribution of state ownership shares 1s roughly
similar to that found by Pistor and Turkewitz (1996 p 197) after the first wave of privatization 1n the
Czech Republic  Russia has less 1esidual state ownership with estimates for that country in the 10-13%
range (Dolgopiaton 1 1995 p 10 and Shleifer and Vasihey 1996 p 72)

The 20°0 muan state share might be a poor indicator of economic importance if state ownership
were correlated with enterprise size Table 2 therefore presents some weighted means of the state share

using four measures of enterprise size as weights ® Two different enterprise valuations were generated

Lable 2 omns dits ononc enterprise which s very daree compared to all other enterprises and which has ven large state
ownership Inclusion of this enterprise would tend to obscure the general picture analy zed in that Table
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during the privatization process one based on the book value of net assets and the other reflecting the
relativ e valuations that Mongolian citizens piaced on the enterprises when vouchers were used to buy
enterprise shares The second and third rows of Table 2 report the size of the state share based on these
valuations indicating that the state retained shares in enterprises that were larger than average

In 1995 the re trading of shares began In preparation, accounting data on the book values of
enterprises 1n 1994 were circulated widely in the media’ The value of the state share based on these
values 1s given in the fourth row of Table 2 There 1s a small decline from the analogous value at the
time of privatization  Much more remarkable 1s the change in nvestors' valuations of the relative worth
of enterprises ha\ ing a residual state share Between the mnitial public offering and the first ten months
of re-trading the value of the state's residual share fell from 29% of the privatized sector to 19%,
accordimng to the rechoning of investors © Note however that these two stoch market valuations
represent the assessments of two different sets of investors  During privatization all Mongolian citizens
made 1 estment decisions with their vouchers each citizen having an equal amount of voucher
purchasimg power In subsequent trading buvers used cash the primary buvers being insiders aiming to
increase their stahe in thenn own enterprises and large outsider investors hoping to obtain controlling
stahes

One obyious dumension along which one might expect state-owned enterprises to differ from those

with no residual state ownership is i sectoral composition * Of seven aggregate sectors the state tended
to retan higher shires in enterprises i the agricultural products sector and in wholesale trade a large

sharc ot the latter bemg concerned with the procurement and distribution of agricultural raw matenals

Some ¢nterp ises did not subnut 1994 accounts necessitating the use of inflation adjusted 1993 values for these enterprises
Phis wi due 1o chnges i redative valuations the state did not sell any shares in already privatized enterprises at this stage

See Ro s and NMurredl (1996) for an investigation of the determinants of state ownership based on a much smaller set of
SNILIPrise
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and processed agricultural products This sectoral composition 1s consistent with the regionai
distribution of residual state ownership which 1s higher 1n rural areas
IV Formal Ties Arising from Ownership

A simple wav of ascertaining whether state ownership 1s meaningful 1s to ask enterprises know
which specific authority exercises the state’s ownership rights In the enterprises with state ownership,
fully 91% of respondents i1dentified a specific government entitv  Moreover, 65% of enterprise directors
met with this authority at least once a2 month to discuss enterprise affairs a rather large figure in view of
the someumes formidable costs of such meetings 1n this poor but vast countrn Evidently the state 1s
not a disinterested owner

The Partnership and Company Law of Mongolia of 1995 gives shareholders the power to select two
boards The Board of Representatives 1s analogous toa U S board of directors  Such boards came
into existence sigmificantly after many enterprises were privatized because the first company law, the
Economic Entines Law of 1991 did not mandate their formation '° The Auditing Board has deeper
and murkter roots 1n the process of transition It 1s the institutional successor of the onlv board originally
mandated tor privatized enterprises i the Economic Entities Law the "Control Council " The Control
Councils were a curtous hvbrid between the momitoring units of the old centralized administrative syvstem
and a German-t\ pe supervisors board a group of outsiders elected by shareholders to monitor company
operations According to the 1995 Law the declared functions of the auditing boards are much closer to
those of an auditor But there 1s still some rather broad language for example the auditing boards are to

superyise the activitics of the management of the company "
Tables 3 and 4 present data on board membership The central conclusion from Table 3 1s that the

state s ownership interest 1s represented The formal mechanisms of corporate governance are working,

Tharesestene was mandted only tnJuly 1995 atter amendments were passed to the Economic Entitics Law

" Artide 84 Clause 1 oparnt oot the Partnership and Company Law of Mongoiia of 1995
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at least as evidenced by these rudimentary measures since state representation 1s aligned with ownership
But the proportion of board membership 1s not necessarily the correct measure of the strength of the
state s representation an oserwhelming army need only send a single messenger Therefore, Table 4
pro\ ides evidence on how many enterprises have some state representation on their boards That
evidence suggests that the state's presence reflects more than just ownership for example, fully 41% of
enterprises with no state ownership have a government official on at least one of the boards "2

There 1s a clear difference between the two boards governmental membership on the board of
representatiy es 1s more closeiv aligned with ownership than 1t 1s for the board of auditors There are two
possible reasons explanations Perhaps the state sull wants a role 1n monrtoring the affairs of privatized
companies and 1s able to use 1ts power to gam a presence on the monitoring board the board of auditors
Alternatnvely the historical generation of the two boards might provide the explanation The boards of
representatin es were usually tormed significantly after privatization when private owners were natural
candidates the pre-cursors to the boards of auditors were formed before privatization at corporatization,
before private owners were hnown  Inertia could then explain the larger government presence on the
boards of auditors
v Lobbving

Lobbying 15 the opposite side of the picture from goyernment representation on boards enterprises
reaching out to attect pohicy  Surves respondents rated the importance of different methods of lobbying

via members of pulinment officials of the parent or former parent mimistrn government officials who

arc acqu sntinees manicement of other enterprises and business associations The lobbying route most

* Comprison with other transition countries sutters trom the lack of comparabie published data  Pistor and Turhewntzs
(1996 p 22~} summan of representation n the Czech Republic seems comparable to the situation in Mongohia Blasi and
Shlate 11996 p 891 tound that 1% of the members of a small sampie of Russian boards were state officials a figure that 1s
almost exactly the same as Tablc 35 11 1% figure tor eovernment officials in an official capacity on boards of representatives
For Russit frvdman Pistor and Rapacsnsh (1996 p 208) repont almost the same figure as we do (46 4°0) for enterprises that
hive 1 le one shie reprosent ity es on thar boards of dircetors  Given that residual state ownership afier privatization in
Russtar lower thovm Moncohie this suooests that the Russian state has been more persisient 1n securing representation on the
board ot wholhy privatized companies than has the Moneoha state
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indicatn e of the continuation of past ties based on state ownership 1s the use of officials of a parent or
former parent nimistry - The route most representative of the new institutions of marhet democracy 1s the

use of a bustness association or formal lobby group The data on the use of these two lobbying options

are presented 1n Table 5

Not surprisingly contacts with ministries are more important for enterprises with a residual state
share mdicaung that ownership provides a formalized role for contact with the old structures The
enterprises with no state ownership tend to use associations more than the enterprises with state
ownership But there 1s still much overlap between the methods used by the different tvpes of
enterprises  Onc view of the privatization process is that it was a means of breaking the power of
ministries and for Russia Shleifer and Vasiliev (1996 p 68) claim that this strategy was effective The
data in Table ~ give equivocal evidence on this point tor Mongolia  Clearly the old ministries are less
important for completely privatized enterprises  Nevertheless over half of the enterprises with no state
ownership hist a tormer parent mimistry as an nmportant contact in the lobby ing process
V1 Subsidies ind Soft Budgets

Privanization aims to harden budget constraints both in actuahity and 1n perceptions Our data
reflect on bath aspects

Enterpriscs g1ve information on whether they had recenved a variety of subsidies in the previous
fiscal vear funds or loans tor investment direct subsidies credit with interest rates below the market
rate tax relief or debtrelief ! Table 6 summarizes this information hsting the percentage of enterprises
that had receined at least one subsidy W hile the reported twentv-two percent 1s in the context of a
gorernment tacing severe fiscal constramts this level of subsidies 1s significantiy below that observed in

a similar sunvey of Russian enterprises (Alfandart Fan and Freinhman 1996 p 167 185, Earle Estrin

b Government foans are viewed as subsidies since those usualls involsve low interest rates and uncertain repay ment



~11-

and Leshchenho 1996 p 228 ) While the presence of subsidies 1s correlated with state ownership,
nevertheless of the fifty eight subsidized enterprises twentv-three have no state ownership

Basic accounting data g e a complementary view of the financial interactions between government
and enterprise  hornai (1993 p 316) cites financial subsidies tax concessions or postponing tax
commitments rescheduling of loan pavments and providing new soft loans as the primary ingredients of
soft budget constraints In Poland for example tax arrears rather than explicit subsidies are the primary
mechanism of soft budgets (Pinto et al 1993 p 245 Belkaetal 1994 p 11 ) As Table 7 shows, tax
arrears are a significant source of implicit state aid for Mongoiia enterprises although the fact that more
enterprises are (n arrears on profits tax than on social insurance suggests that tax arrears are not simply
due 10 less profitable enterprises bemng unable to pav  In contrast to the analvses presented above and
also 1n contrast 1o the situation 1 Russia and Poland (Belka et ai 1994 p 31 Earle Estrin and
Leshchenko 1996 p 228) there 1s no evidence that tax arrears especially help state-owned enterprises

Table 8 focuses on loans which are important to examine since there 1s deep government
imolhvement in commercial banking including ownership It 1s difficult to make a case that the
commercial banking sector 1s a large source of subsidies With inflation approximately 3 5% a month
mterest rites are achigh real leveds The proportion of enterprises overdue on pavments 1s below 10%
much smallcr than those i arrears on taxes 1n Mongoha much smaller than similar figures for Russia
(Fan Leo and Schaticr 1996 p 149) and iess than i the Czech Republic (Rona-Tas 1996 p 26) ™
Enterprises with state ownership have shightls lower interest rates than do other enterprises but have no

greater tendeney 1o be onerdue m then joan paviments nor to borrow from commercial banks '

" Blanchard (1994 p 1170 identities the main source of hidden subsidies 1n Poland appears as bank loans

In Palind stite enterprises have batter access to oans (Belha et al 1994 p 50) while in Russia there appears to be equal
aceess 101 state and priy atized enterprises (Fan Lee and Schatter 1996 p 159)



-12-
But enterprises also borrow from the state ' The Jast two columns of Table 8 provide pertinent
evidence Majority state-owned enterprises have superior access to state loans ! Of course the maimn

channel of funds to enterprises under the old svstem was not loans but rather direct aid especially for

investment projects Table 9 shows that this source of funds has fallen to very low levels, Dolgopiatova
(1995 p 15) found state sources of investment four times more frequent in Russia Nevertheless, state
enterprises recen e the lion's share of such resources
To what extent do these financial interactions translate into perceptions of soft budgets” The
e\ustence of subsidies of course 1s not the ssnomymous with soft budgets because subsidies can be
unrelated to enterprise performance (kornar 1992a p 10) Similariv the absence of exphicit subsidies
does not implv hard budget constraints since assistance can be channeled 1n wavs other than direct
financial subsidics  Thus we ashed enterprises the following question designed to elicit their
understanding of the hkelihood of state aid if their enterprise came upon hard times
Suppose that unfortunate market conditions resulted in a sudden drop 1n vour
enterprise s revenues so that vou might have to lav off workers How hikels 1s 1t
that the government (either national or local) would help vour enterprise out so that
it would not be torced by 1ts financial situation to avoff workers® Please indicate
vour expectition of the hkelv government reaction by choosing a point on a scale
trom 010 10 —a 0 means vou that think that the government would do
absolutcy nothing to help outand a 10 means that vou think that the government
would completeh mahe up for the decline 1n revenues in some way anda 3
means the government would make up half the decline 1n revenues '8
According to Table 10 27% ot enterprises expect some form of help when their enterprises are

disticss 13% expuct that the goyernment would make up more than half of a dechne 1n revenues By

changing scale onc caninterpret the answers to the above question 1n terms of the degree of softness

The diata on state loans probably averstate the tlow problem since many of these loans are from preytous years
Fan Lee and Scnatter (1996 p 14s) report no corredation between the loan source and ownership t pe in Russia

™ The question use | untortunate market conditions as the cause ot the enterprise s problems rather than any wording that
could hve beor ik o mmphy that the unterprise was responsible for its phight 1o remove any ethical content trom the answers

Smulirhy we tocuse 1 on emplovment as the obiectine of the government aid to reduce the negative connotations from admitting

the recaptof such 1 & Lmplos ment maintenance 1~ also a likely goal of governments in transition enyronments

)
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of budget constramts For example (see last column of Table 10}, the mean score 1s 1 23, which
indicates that on average enterprises believe that 12 3% of lost revenues wiil be made up by government
There 1s significant variation across ownership types for non-state enterprises 1t 1s 7 5% of revenues and
for state-majority owned 24 1% of revenues *°

One question that naturally arises 1s whether the perceptions of enterprises seem justified given the
previous figures on financial interactions  For example, comparing Table 6 to Table 10, 22 5% of
enterprises reported some hind of subsidies while 27% reported an expectation of a soft budget For
majority state-owned enterprises 32% recenved subsidies while 42% expect soft budget constraints
This suggests the possibility of over-optimism concerning state aid especiallv for state-owned
enterprises possibly reflecting lags in expectations as described by Kornar (1993 p 332) ¢ when
financial disciphine 1s being applied more forcefully {a] quite long period must pass before the actors in
the economn start believing that the state s conduct n this respect has changed for good and all”’
VII The State as Customer

The state 15 1 customer with an equiv ocal character  When buving the state could be using 1ts
power to pursue goals other than economic efficiency perhaps using mandator purchases as a
pohtically cheap means of taxation Nevertheless in an environment where marhet ifrastructure 1s
extremeds poor and where only a few vears ago the state was the sole provider of distribution services 1t
1s possible i principle that state purchases represent efforts to fill market lacunae Additionally, of

course there are state purchases normal in any countrs needed for the provision of public goods
Becausc of this ambiguits i the role of the state as a customer the suney aimed to discern which

state purchase~ were on a commercial basis and which involved compulsion Enterprises were ashed

™

As far as one e iudae from non comparable data Mongolia hies between Poland and Russia. in terms of soft budgets
Pinto <t al (1992 p 31 and Pinto et al (1993 p 243 found essenuallsy no expectation of government help in Poland while Fan
and Schatter (1993 p 363 and Suteda 1994 p 424) report widespread sott budgets for Russia in 1993

The subsidies reported in Table 6 overhip with those in Tables 7 9 so that it would be double counung to accumulate all the
arrangements listed 1 these tables
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which sales to the government were freely negotiated and which ones were mandated -! The data n
Table 11 show that 18%0 of sales go to the government on average a dramatic change from five years
presioush when oyer 60% of enterprise sales were mandatory state orders This is a higher percentage
than observed by Belha et al (1994 p 16) in Poland 1n 1992 but significantly lower than in Russia
(Alfandari Fan and Freinkman 1996 pp 167, 186 Earle, Estrin and Leshchenko, 1996, p 228 ) Asn
Poland and Russia the proportion of sales that go to the state 1s correlated with state ownership

Sull enterprises classify more than one-third of sales to the state as mandatory, a low figure m
comparative historical context but nevertheless significant in a country where such purchases could be
unconstitutional  The correlation with state ownership expected from previous tables is also present in
mandatory purchases
VIII The State as Mediator

Under central planning the state administration was the fount of contact enforcement and the
arbiter of inter-enterprise disputes that enterprises were not able to resolve themseives In the transition
period enterprises are removed from the hierarchical svstem but the economn lachs the dense network
of legal mstutions and mformnl mechanisms for contract enforcement and dispute resolution that are
charctarstic of muhecceononizes . There 1s wide scope tor costly transactional failures  For better or
worse state otticials have the power to step into this breach providing dispute resolution services

QOur survey ashed enterprises to indicate the importance of a variety of mechanisms used by
enterprises in the two previous vears for solving disputes with their customers of suppliers Among the
mechmisms warc other (e thud party) enterprises banhs government courts private arbitration, and
private security enterprises (the latter tahen to include organized crime ) Formal court proceedings were

by the tar the most used alternatine with government the next most common Table 12 summarizes

1 <101 seudd oo minore _osernmenoinvolvement whether or not the government was the ujumate consumer

See Hendies o8 101997 1or a deseription ot such problems i Russia



-15-
important elements of enterprise responses on dispute resolution contrasting the use of the courts and of
government in resolving disputes with the chief private sector alternative The use of government
intenv ention to resolve disputes 1s correlated with state ownership Nevertheless more than one quarter
of fullv privauized enterprises had been the recipient of such government intervention
IX Conciuston A Cohesnve State Sector”

We have shown that the intensity of many of the interactions between the state and enterprises 1s
related to the degree of state ownership This obseryvation raises the question whether enterprise-state
interactions are concentrated nto a narrow set of enterprises rather than being spread across the
prinatized sector

To examine the degree of concentration of enterprise-state inter-relations we compiled simple
summanr data on the total number of interactions between each enterprise and the state  Twenty-one
possible interactions were examined among those listed above In choosing the specific interactions to
examine two criteria were used First the interaction should clearly be one that 1s state promoted rather
than enterprise mitiated 1 order focus on government intenention Second there should be no double
counting through the mnclusion of different reports of the same activities  Even ginven this second
criterion one would not expect a single enterprise to exhibit all of the interactions since many activities
such as different torms of subsidv are substitutes for each other

Table 13 summarizes the pertinent information Enterprise-state interactions are heavily
concentrated 1 enterprises that have some state ownership  While 72% of completelv private enterprises
have three or fewer interactions fullv 82°0 ot enterprises with majority state ownership had four or more
interactions  This 15 strongh suggestive ot a policy mechanism that 1s conscious of ownership when
decistons are made on specific interyentions nto the enterprise sector This conclusion 1s buttressed by

the obscry ation that those interyentions most correlated with ownership are explictt state activities (state
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loans funding of investment projects) rather than measures channeied through more independent bodies
such as the commercial banks (or even the tax authorities )

These resuits stand in contrast to some widely held assumptions about the transition environment
and to observations on other transition countries Certainly, after mass privatization in Mongolia, state
behavior does not conform to the assumption of the disinterested owner that has been commonplace
(Aghion Blanchard and Burgess 1994 p 1328 ) The results also indicate that there 1s a stronger
correlation between ownership and interaction with the state in Mongolia than has been observed n
Russia for example (Commander Fan and Schaffer 1996 p 8) In contrast to Stark's (1996 p 126)
obsen ation that property transiormation has resutted 1n the blurring of boundaries between pubhic and
private in Hungary the data presented aboy e suggest an increasing delineation in Mongoha Whereas
Rona-Tas (1996 p 23) concludes that ownership ts irreleyant 1n the interactions between the Czech state
and Czech enterprises our results suggest that ownership 1s important in Mongoha

The question that naturaliv arises is what mechanism leads to the systematic pattern of interactions
identified above  There are several possibilities  First the enterprises that have residual state ownership
might have difterent characteristics than others and 1t 1s these characteristics that are important rather
than stk owne ship par se Sceond lecal constraints on the exercise of state power might cause the
state to focus its attentions on those enterprises where 1t has an owner s power Third informal norms
might b alieads i place guiding mterventions toward those enterprises for which the symbol of state
ownership gnes sanction to state intervention  Fourth and relatedly the obser ed pattern of enterprise-
state interactions might result trom paternalistic patterns of behav ior between subordinate enterprise and
supertor bureaucratic owner (hNornai 1992b p 144) Lastiv following Shleifer and Vishny (1994), the
presence of state ownershup might alter the financial incentives of the state and of management None of
these hypotheses 15 mconsistent with the others but 1t remains to be seen which one can most adequately

explain the results that have been presented This 1s the subject of further research



-17-
REFERENCES

Aghion Phillipe Olinvier Jean Blanchard and Robin Burgess "The Behavior of State Firms in Eastern
Europe Pre Privatization Ewropean Economic Review 38(1994) 1327-1349

Alfandari Fan and Fremhman Government Financial Transfers to Industrial Enterprises and
Restructuring 1 Stmon Commander Qimiao Fan and Mark Schaffer eds Enterprise Restructuring
and Economic Policy in Russia EDI Development Studies The World Bank, Washington D C 1996

Belka Mareh Schaffer Mark Estrin Saul and Inderjit Singh "Evidence from a Survey of State-
Owned Privatized and Emerging Private Firms " Paper Presented at Workshop on Enterprise
Adjustment 1n Eastern Europe Transition Economics Division The World Bank, September, 1994

Blanchard Obinvicr Transition In Poland  Economic Journal Sept 1994, pp 1169-77

Blasi Joseph and Andrer Shleiter - Corporate Governance in Russia An Imtial Look * in Roman
Frndman Chervi Grav and Andrzey Rapaczynshi eds Corporate Governance m Central Europe and
Russia Tolume 2 Insiders and the Stare Central European University Press Budapest 1996

Boone Peter Grassroots Macroeconomic Reform in Mongoha * Journal of Comparative Economics
18(3) June 1994 pages 314-26

Brom Karla and Mitchell Orenstein The Privatized Sector in the Czech Republic Government and
Bank Control in a Transitional Economv  Ew ope-4sia Studies 46(6) 1994

Commander Simon Qimiao Fan and Mark Schaffer Introduction 1n Simon Commander Qimiao
Fan and Maik Schatter eds Entciprisc Restucnning and Econonuc Policy i Russia EDI Development
Studies The World Baink Washington D C 1996

Dolgopiitona Tauant  The Transittonal Model ot Behavior of Russian Industrial Enterprises
Moscow  Institute 101 the Economs i Transiion 1993

Earlc Tohn Saul Lstrin and Lanisa Leshchenho  Ownership Structures Patterns of Control and
Enterprisc Behavior in Russia  1n Simon Commander Qimiao Fan and Mark Schaffer eds Enterprise
Resvuctnmg and Econonue Policy i Russiu EDI Development Studies The World Banh  Washington
DC 1996 pp 20~ 249

Earlc John'S Roman Frvdman and Andrzej Rapaczvnski  Transition Policies and the Establishment of

a Prinvate Property Reaime m Eastern Europe  Paper presented at the 18th Panel meeting of Economic
Policv Oct 10993

Fan Qimiao Lne Lec and Mark Schafter Firms Banhs and Credit in Russia  1n Stmon Commander
Qimiao Fan and Mark Schafter eds Ewnrerprise Restructuring and Economic Policy in Russia EDI]
Dexelopment Studies The World Bank Washington D C 1996

Fan Qumuio ind Mark ' Schattar Government Financial Transfers and Enterprise Adjustments in
Russia with Compansons to Central and Eastern Europe  CEP B orking Paper No 394 Oct 1993



-18-

Frvdman Roman Katharina Pistor and Andrze) Rapaczyvnski “Investing tn Insider-Dominated Firms A
Study of Russian Voucher Privauzation Funds 1n Roman Frydman Chervl Grayv and Andrzej
Rapaczynshi eds Corporare Governance in Central Europe and Russia Volume 2 Insiders and the

Starc  Central European Universits Press Budapest 1996 pp 187-242

Hendley kathrvn Barry Iches Peter Murrell, and Randi Rvterman  Observations on the Use of Law bv
Russian Enterprises Posi-Soviet Affans 13(1), pp 19-41, 1997

kornai Janos The Postsoctalist Transition and the State Reflections in the Light of Hungarian Fiscal
Problems American Economic Review 82(2) pages 1-21, May 1992a

Kornai Janos The Socialist Svstem The Political Economy of Communism  Princeton University Press
Princeton 1992b

Kornai Janos The Evolution of Financial Discipline under the Post-socialist System * Kvklos 46(3),
1993 pages 31>-36

Korsun Georges "Inside Ownership Internal Influence and Enterprise Behavior Evidence from the
Mongohan Large Privatization  Ph D Dissertation Unnversity of Manvland College Park 1995

Korsun Georges and Pcter Murrell  The Politics and Economics of Mongolia's Privatization Program,’
4sian Suvay AXAV No 5 Mav 199> 472-486

Korsun Georges and Peter Murrell How Does the Transitional State Behave? Evidence from Retained
State Ownership m Mongohan Privatization  University of Marvland 1996

Murrell Petcr Karen Turner Dunn and Georges korsun "The Culture of Pohicy Making 1n the

Transition from Socialism Price Policy in Mongoha " Economic Development and Cultur al Change
1996

Pinte By Mach Belhyand Stefan krajewsht Microeconomics of Transformation in Poland A
Surven of State Enterprise Responses World Bank Worhing Paper WPS 982 September 1992

Pinto Brian Marek Belka and Stefan krajewshi "Transforming State Enterprises in Poland Evidence
on Adjustment by Manutacturing Firms " B1ookings Papers on Economic Actnaty 1993 (1), pp 213-
270

Pistor Katharina and Joel Turhewitz  Coping with Hvdra — State Ownership After Privatization A
Comparative Study of the Czech Republic Hungary and Russia  tn Roman Frnndman Chervi Grav, and
Andrze) Rapaczanshi ods Corporate Governance mn Central Ewope and Russia 1 olume 2 Insiders and
the Sture Central European University Press Budapest 1996

Rona-Tas Akos The Czech New Wave The Third Wave of Privatization and the Role of the State 1n
the Czech Republiv  The National Council for Soviet and East European Research Washington D C
Septembur 1996



-19-

Sutela Pehha Insider Privatisation in Russia Speculations on Systemic Change ” Europe-Asia
Studics Vol 46 No 3 1994 pp 417-3>

Shleifer Andre1 and Dmitri Vasilien Management Ownership and Russian Privatization’ ,” in Roman
Frndman Chervl Grav and Andrzey Rapaczvnshi eds Corporate Governance in Central Europe and
Russia Volume 2 Insiders and the State  Central European University Press Budapest,1996, pp 62-77,

Shleifer Andrer and Vishny Robert W ' Politicians and Firms ” Quarterly Journal Of Economics,
November 1994

Starh David "Recombinant Property in East European Capitalism," American Journal of Sociology,
1996



Table 1 The Distribution of Restdual State Ownership in Mongohan Privatized Enterprises

Percentage share

Percentage Number of
state ownership Enterprises of the sample of
enterprises

0 140 562
1-19 6 24
20-29 8 32
30-39 il 44
40-49 6 24
50-59 66 265
60-69 6 24
70-79 0 00
80 89 3 12
90 99 3 12

Tablc 2 Masures of the Proportion of the Privauzed Sector Owned by the State

Weighted mean of the percentage state

W eight used 1 calculating mean state share
ownership of prinatized enterprises

Unweighted 201
Book value of enterprise at ime of privatization 319
Stock market valuation of enterprise in 29 4
the voucher denominated auctions -

Book value of enterprise in 1994 299
Stoch market valuation using average price n 192

the first ten months of secondary tradiny




Table 3 Size of State Representation on Corporate Boards

Percentage Membership of the Board of
Representatines Means Over Sets of
Enterprises

Percentage Membership of the Board of
Auditors Means Over Sets of Enterprises

Set of State officials State officials in  All state | State officials State officials in  All state
enterprises | n official role  unofficial role  officials | in official role unofficial role  officials

All 131 17 149 283 64 347

No state 16 3] 48 160 91 251

ownership

Minority state 199 00 199 334 32 366

ownership

Majority state
ownership

Tablc 4 Prescnce of State Representatives on Corporate Boards

Percentage of Enterprises with Government Representation on

Set of Board of Representatives Board of Auditors One or both of the
enterprises boards

All 46 4 48 1 637

No state 170 348 415
ownership

NMinority state 64~ 516 806
ownership

Majornity state 89 3 69 3 94 7

ownership




Table 5. Importance of Two Different Types of Lobbving Contacts

Importance of Contact
Type of (% of enterprises)

Set of enterprises Contact Very

Important  Important important

Not

All Ministries 13 53 34
BA/LG 18 51 31

No state Ministries 9 47 44
ownership BA/LG 25 53 22
Minority state Ministries 16 61 23
ownership BA/LG 6 48 45
Majority state Ministries 17 62 22
ownership BA'LG 10 50 40

BA LG Busimess Associations or formal lobby groups

Table 6 The Proportion of Enterprises Receiving Subsidies

Percentage of enterprises reporting
Set ot enterprises  that thev recened subsidies in 1995

All 225

No state ownership 16 4

Minonity state 58
ownership -

Majority state
ownership




Table 7 Indicators of Enterprise Subsidies through the Tax System

Effectine
corporate 1ncome
tax rate for those

Percentage of
enterprises
earning positive

Percentage of
enterprises with
more than one

Percentage of
enterprises with
more than one

Set of enterprises profits that were year's worth of year's worth of
Enterprises earning positive assessed corporate  corporate income  social insurance
profits income tax tax fiabilities habilities
All 028 829 225 159
No state 025 776 250 160
ownership
Minority state 029 833 250 143
ownership
Majority state 033 90 8 176 16 4

ownership

Table 8 The Prevalence of Loans the Levels of Interest Rates, and the Extent of Overdue Pavments

Set of
enterprises

Percentige of
enterprises with
current loans

Average monthly
interest paid on
loans from
commercial banks

Percentage of
enterprises overdue
on loans from
commercial banks

Percentage of
enterprises
recerving loans
from the state

Current loans from
the state as a
proportion of total
current loans

All

No state
ownership

Minority state
ownership

Majority state
ownership

(W]
[V
O

[9%]
1
>

610

620

94

10 8

36

93

95

59

71

228

149

333

338




Table 9 The Percentage of Enterprises Undertaking Investment and the Importance of State Funding

Percentage of Of those enterprises Percentage of
enterprises with currently mvesting mnvestment
Set of positive the percentage that expenditures
enterprises investment uses state funds for  derrved from state
during 1995 imnvestment sources
All 413 76 57
No state 375 44 44
ownership
Minority state 321 00 00
ownership
Majority state 507 132 85

ownership

Table 10 Perceptions of Soft Budget Constraints

Percentage of enterprises choosing score
on the soft budget scale

Set of 0 14 5 6-8 910 Means of the enterprise
enterpriscs responses
All 73 12 6 4 3 123
Nostate 3 13 ! 2 3 075
ownership
Mimonts
state 77 12 6 3 0 078
ownership
Majority state 53 13 13 . 6 241

ownership




Table 11 Sales to the government as percentages of total sales

Sales with government invoivement (as Sales mandated by the
Set of enterprises buver or intermediary) as a percentage of  government as a percentage of all
all sales sales

All 18 4 71

No state ownership 141 50
Minority state 27 86

ownership

Majority state 24 4 103

ownership

Tablel2 Percentages of Enterprises Using Various Methods of Dispute Resolution

Percentage of enterprises reporting the use various methods of resolving

disputes with their supphiers or customers

Set of enterprises Intervention of Use of courts Use of private methods
government (arbitration security firms etc)
All 382 610 232
No state 281 612 237

ownership

Ninonity state 419 516 194
ownership

Majority state 553 64 5 237
ownership




Table 13 The Intensity of Enterprise Contacts with the State

Percentage ot enterprises with the following numbers
of contacts with the state

Set of 0 12 or3 45006 7,8,0r9 10,11, 0r 12

enterprises

Al 48 502 353 80 16

No state 79 721 193 07 00
ownership

Minority state 32 323 645 00 00
ownership

Majority state 00 179 526 24 4 51

ownership




