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1. Introduction
1.1. Preamble: Privatisation was the central ingredient in the process of the structural transformation of post-socialist economies. It was intended to be implemented in parallel or soon after the IMF-supported stabilisation packages. As we have seen, the other building blocks of this longer-run aspect of transition included reforms of the banking and financial sector, the tax system, the labour market and the social safety net. Such structural transformation was usually undertaken with the technical and financial assistance of the World Bank. In the present lecture we consider privatisation from a theoretical perspective; in the next lecture, we continue with the varieties of privatisation experience in transition countries. 
1.2. Lecture Outline: Today’s lecture is organised as follows:

a. Section 2 discusses the objectives and constraints of privatisation, also enumerating its several theoretical types.

b. Section 3 then describes in some detail a model that provides a theoretical rationale of mass versus standard privatisation, and sketches another basically extending the first.

c. Section 4 finally returns to the broader context of privatisation through sales, summarising the set-up and conclusions of a third model, which applies to Western privatisations as well.

2. Privatisation: objectives, constraints, types
2.1. Post-socialist privatisation could generally be defined as the transfer of state ownership (and corporate governance) into private hands.
2.2. Privatisation is very important for the overall success of transition. To be able to asses privatisation policies in East European and former USSR countries one has to first understand their objectives and constraints as well as major varieties.
2.3. The primary objective of privatisation has been to achieve greater efficiency. There are two complementary channels to do so:
a. Better managers: ensuring a better match between the productive assets to be privatised and the managerial talent to be entrusted with their operation.
i. Under central planning, the allocation of firms to managers was not necessarily done on the basis of productive efficiency: under transition to a market economy, negotiating favourable production plans and subsidies was no longer a relevant managerial skill, given the changing realities;
ii. Moreover, the importance of correct matching was increased by the scarcity of managers able to operate in a market(ising) environment.
b. Better incentives: providing better incentives to managers after they have been appointed.
i. If managers were at the same time the owners of a firm, private ownership would provide the right incentives, i.e. full marginal return to effort through the residual claims on the generated income. This is, however, not necessarily the case:
1. ownership of assets is often joint, so returns have to be shared among owners

2. there is a problem posed by the separation of ownership (by shareholders) and control (by managers)

ii. In a market economy these incentive problems for managers are mitigated by the disciplining effect of competition in:
1. the product market
2. the market for managers
3. the capital market – either through takeovers or through bank monitoring
4. the market for debt
2.4. A further objective, going beyond the legal change of ownership, is to achieve viable restructuring, i.e. reorientation of the enterprise’s activity in the new economic conditions. Much has been said about enterprise restructuring in the early years of structural reforms in transition countries, but the concept has remained rather vague. A useful distinction of two aspects of, or approaches to, restructuring – which address different problems and do not therefore require the same instruments and skills  – was introduced by Grosfeld and Roland (1997), “Defensive and Strategic Restructuring in Central European Enterprises”, Journal of Transforming Economies and Societies 3: 21-46:

a. Defensive restructuring

i. the primary goal is the immediate survival of the enterprise

ii. involves measures to reduce costs and scale down unprofitable activities

iii. does not necessarily imply the existence of a long-term strategy aimed at maximising the enterprise’s value but may well constitute a painful first step towards it

b. Strategic restructuring

i. the primary goal is to enhance the performance of the enterprise

ii. involves innovation and investment: new product lines, new processes, new technologies

iii. therefore, various sources of finance: firm’s retained earnings, but - fundamentally - outside (external) finance such as bank credits and the issue of equity (stocks) and debt (bonds) in financial markets

2.5. The major constraints facing the process of privatisation during transition were the following.

a. Stock-Flow Constraint: with no (much) pre-existing private wealth under socialism, the stock of state assets could at best be sold against the flow of annual savings of the population plus the small stock of existing savings

i. Could be partly relaxed through import of capital but not eliminated, due to

1. international capital market imperfections

2. exchange rate risks

3. lack of information

4. the huge aggregate uncertainty surrounding the institutions of a transition economy

ii. In consequence, flows of capital to Eastern Europe have been meagre at the beginning of transition

iii. Could also be dealt with by

1. delaying privatisation of state assets until more revenue is generated… but this is inefficient

2. undertaking mass privatisation whereby assets are given away or sold almost for free… but this runs into the…

b. … Fiscal constraint: the state sector had to be completely reformed

i. Under central planning tax systems were not really needed as the government had direct control over productive resources; but after privatisation, the government had to rely mainly on tax collection to ensure financially the provision of public goods

ii. More generally, there is some threshold level of government expenditures beyond which they cannot be compressed

1. unemployment benefits had to be paid to workers from closed enterprises: laying off workers is more efficient when the subsidy per worker from keeping the enterprise operating is higher than the level of unemployment benefits

2. furthermore, infrastructure investment – modern roads, telecommunications, etc. – had to be quickly undertaken

iii. Despite expected efficiency gains, there is thus a danger of macroeconomic disequilibrium related to the gap between revenues and expenditures in the government budget.

iv. In fact, that is why this fiscal constraint has also been considered as transforming itself into a fiscal, or financial, objective of privatisation, namely to generate more financial resources into the government budget. 

c. Political constraints: in addition to the political constraints related to potential opposition to, and reversal of, transition reforms, a key point in the present context is the enormous opportunity for rent seeking provided by the unique historical situation of “dividing the remains” of the communist state

i. Insiders such as workers or managers favoured the transfer of ownership to them or opposed the privatisation of their firm 

ii. Outside interest groups lobbied to obtain as much as possible, and free if possible, of the state-owned assets

iii. The more there was to distribute, the higher the stake, and the more it paid to engage in rent seeking (e.g., in Russia)

iv. A major effect to understand is that rent seeking works in the opposite direction of privatisation: Roland (2000) eloquently argues that whereas privatisation aims to clarify property rights, rent seeking creates confusion over property rights by trying to constantly redistribute them through political means, implying subsequent redefinitions of the boundaries of existing laws.

v. Lavigne (1999) considers certain political constraints rather as another objective of privatisation, relating it to considerations of equity

d. Informational constraints: a privatisation agency to allocate state assets to private owners on the basis of the best buyer

e. Administrative constraints: defining ownership titles of state assets, valuing them, finding potential buyers and registering the transfer of ownership

2.6. Discussing privatisation has led to considering different types of it, essentially according to the method of its implementation.

a. Privatisation through sales versus mass (or giveaway) privatisation

i. Cash privatisation

ii. Non-cash privatisation: includes payment through credit or leasing as well as partial acquisition of shares with plans for future acquisition

b. Privatisation to insiders (workers or managers) versus privatisation to “outsiders”

c. Top-down privatisation (the government takes the initiative) or bottom-up privatisation (initiative from insiders or outside investors)

3. Models of Mass Privatisation
3.1. In designing privatisation programmes, political motives – and constraints – played a key role. A common idea has, consequently, been to use mass privatisation as an instrument to create irreversibility in the transition process, by giving domestic population a stake in the success of privatisation. In this section, we present two theoretical models of mass privatisation. Only the first of them is considered in more detail, while the second one is summarised just in a paragraph.

3.2. Roland and Verdier (1994), “Privatisation in Eastern Europe: Irreversibility and Critical Mass Effects”, Journal of Public Economics 54: 161-183, makes the point that standard privatisation policies may lead to renationalisation if they create too much unemployment. Therefore mass privatisation may come to the rescue if it is used to shift the balance against renationalisation.

3.3. It will be shown first how standard privatisation, i.e. privatisation through sales, can create backlash due to restructuring and layoffs.

a. Assumptions of the model

i. A continuum L of workers normalised to 1 and a continuum of firms also normalised to 1, therefore one worker per firm.

ii. Socialist firms lose money, i.e. their output ys < w, the fixed wage going to workers, so subsidies are paid to cover the losses w – ys
iii. With a tax rate on workers income of t, the government budget constraint will be tw = w – ys
iv. When a firm is privatised, it adopts the production function yp = min [ap(np), lp], where lp is the amount of labour in the firm, ap(np) is the productivity of capital and np is the number of privatised firms. Privatised firms choose lp endogenously to equal ap(np). We first consider ap < 1 to be a constant, so that when a firm is privatised it sheds labour 1 - lp = 1 - ap. However, privatisation makes the firm more productive: yp = lp > w > ys. The wage is downward-rigid so it remains at level w.

v. Private investors taking control of the firm incur a fixed sunk cost f to restructure it; a continuum of investors on [0,1]
vi. Timing of the game:

1. all firms are offered to private investors

2. investors decide independently upon entry and acquisition of firms

3. after entry, the government reconsiders its privatisation policy and may reverse a given number of deals if its preferred amount of privatisation is less than the achieved one; however if the preferred level of privatisation is higher, the government cannot force new investors to enter

4. production takes place and unemployment occurs

b. Government’s optimisation problem: maximise expected utility of income of the average citizen who faces an unemployment risk subject to the constraint that employed workers pay a tax to finance subsidies in the non-privatised firms:
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i. We can write the budget constraint as
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ii. Now plugging the t-expression constraint into the objective and taking the FONC, one gets:
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which shows the trade-off induced by privatisation: a higher level of privatisation increases

· the likelihood of losing one’s job (1st term in RHS)

· the income of employed workers because of lower tax burden (2nd term in RHS)

· an interior solution 
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 will equalise the marginal benefit and cost of privatisation: therefore any amount of privatisation np in excess of the above solution will be undone; an assumption is made at this point that all firms have equal probability of being renationalised defined by 
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c. Investors’ optimisation problem: maximise expected net profits 
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 (net of the fixed cost f) in a Nash play against each other, taking into account the probability of privatisation reversal (renationalisation), depending itself on the actual number of entries np
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d. Figure 4.1, p. 89, Roland (2000) shows the Nash equilibrium: it is always unique, although it depends on the entry (fixed) cost f
e. If instead unemployment risks are assumed transitory so that full privatisation eventually leads to full employment, Roland and Verdier (1994) modify their model to incorporate in it a positive externality of the size of the private sector. One may argue how realistic a full privatisation / full employment assumption might be, but we shall nevertheless sketch their reasoning further on in order to illustrate a theoretical rationale behind mass privatisation. The positive externality itself is less of a problem: it can be rationalised by complementarity of reforms or by a dense network of business relationships creating a climate of trust based on repeated contracting and social capital as Roland and Verdier (1994) also claim in their paper. The size externality is modelled by assuming that above a certain threshold 
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 the ap(np) term in the production function above becomes
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consistent with the assumption of full employment under full privatisation. 

f. The optimal level of privatisation V(np) is then derived in a similar fashion as already shown. Figure 4.2, p. 91, Roland (2000) illustrates the effect of the externality, embodied in what is referred to as a “critical mass of privatisation” 
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. Below it, increased efficiency in result of more privatisation comes at the cost of higher unemployment risks; above it, there is a “virtuous circle” of increased efficiency and job creation.

g. The presence of such a critical mass affects the expected profits of investors, essentially by generating a discontinuity in them at 
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, as illustrated in Figure 4.3, p. 92, Roland (2000). What one can see on this figure is that the critical mass effect and the irreversibility it creates lead to multiple equilibria, adding a second Nash equilibrium, with full privatisation, to the one with partial privatisation studied in the simpler model version before. Full privatisation is now the first-best outcome in terms of welfare but it is not necessarily reached because investors are facing a coordination problem: amounts of investment below the critical mass result in privatisation reversal to the local (not global) optimum of n*.

h. And here is where Roland and Verdier (1994) suggest that mass privatisation could be used to help investors coordinate on the “good” equilibrium. They argue that giveaway of state assets can create political irreversibility by making privatisation popular enough with the voters. This is formally modelled in the described analytical framework by introducing a proportion of shares in privatised enterprises ( which is freely distributed to the population through a voucher scheme. As a consequence, the average citizen receives dividends, 
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. Expected welfare should now be written in a way that reflects how free distribution affects individual preferences for privatisation:
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i. The marginal utility of privatisation thus becomes:
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j. The first two terms above are similar to our simpler case with constant ap considered in detail earlier. The point here is the third term: it is positive and represents the welfare gain from (partial and additional) mass privatisation; if it is big enough, and thus if ( is big enough, the above marginal utility will be non-decreasing for any np => Figure 4.4, p. 94, Roland (2000) illustrates the effect of this free distribution of shares. The overall conclusion is that mass privatisation in the Roland-Verdier (1994) model can eliminate backlash and policy reversal but, unfortunately, cannot eliminate the two equilibria in a particular intermediate range of investors’ net expected profits!

3.4. Building in part on the theoretical work we have just described, Schmidt (2000), “The Political Economy of Mass Privatisation and the Risk of Expropriation”, European Economic Review 44: 393-421, has highlighted the difference between mass privatisation favouring outside investors versus firm insiders. In an appropriate  theoretical framework, he has shown that these two policies differ in the amount of political irreversibility they generate. The main contribution of his paper is that giveaway of assets to the population at large – and not mostly to insiders – leads to more irreversibility of reforms. The reason is the greater diversification embodied in the portfolio of shares purchased by voters with their vouchers. By contrast, workers receiving instead shares in their own enterprise – only or primarily – will hold much more risk. Since they face lower risk, the stake in the continuation of privatisation of voters in a scheme of giveaway of state assets to outside investors will be greater relative to favouring insiders.

4. Models of Privatisation through Sales
4.1. In this last section of the lecture we sketch another model, due to Biais and Perotti (1998), “Machiavellian Underpricing”, Institut d’Economie Industrielle, mimeo. In fact, it appears more general in the sense that it could be applied not only narrowly to mass privatisation but also to privatisation through sales. Moreover, this model can explain privatisation policies not only in post-socialist countries but also in market economies, in particular early privatisation programmes of the Thatcherian type in the UK.

4.2. Biais and Perotti (1998) focus less on the insurance aspects of policy reversal and more on the direct redistributive aspects of privatisation. They construct a richer model of the political process by modelling a right-wing and a left-wing political party competing for the votes of the median voter.
4.3. The analysis highlights how a right-wing party can use underpricing of shares to encourage median income agents to buy enough shares in privatised firms so as to have a larger stake in voting for the right-wing incumbent government. 
4.4. Model set-up
a. Three classes of citizens: rich, median and poor, having in each period exogenous income of wr, wm and 0, respectively. Average income is thus 
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 = (rwr + (mwm. As in most real income distributions, median income is assumed lower than average income: wm < 
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.
b. There are two periods.
i. In the beginning of period 1, the incumbent right-wing government decides on the income tax t1 and the level of redistribution g1. Even when there is no redistribution, some taxation is needed to cover the fixed cost s of state administration. The government also decides on a privatisation policy, and since it is right wing it follows the interests of the rich. Citizens, in turn, decide how many assets they want to buy.
ii. After shares have been purchased, there are new elections. The new government in period 2 will decide again on tax (t2) and redistribution (g2) policies. It may also decide whether to expropriate the privatised assets or not.

c. A privatised firm can generate profits (H provided some effort e is put by the management. Without effort, the firm generates zero profit (L = 0, which is assumed suboptimal since (H – e > 0. Management is assumed to provide no effort if it expects expropriation.
4.5. Summary of the conclusions from the model
a. The key analytical result is embodied in the following equation, summarising the condition under which the median voter will be inclined to re-elect the right-wing government:
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, with qm denoting the quantity (number) of shares held by the median citizen.

b. One can see from the formula that:
i. the higher the income inequality (the second multiple above), the higher must be qm: the reason is that with more inequality the median voter will gain more from redistributive policies implemented by a left-wing government, so to persuade him to vote for the right-wing incumbents a higher number of shares is needed
ii. the higher (H  (which can be interpreted as both the efficiency gains from privatisation and the size of privatisation), the lower qm
c. Since the inequality above may not be satisfied, the right-wing government in power will have an incentive to underprice strategically: in case 
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i. in that case the rich will be rationed, effectively holding less shares than they could otherwise do

ii. however, they are still better-off, having avoided the left-wing party coming to power
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