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1. Introduction
1.1. Preamble: In the last lecture, we analysed post-socialist privatisation from a theoretical perspective. We now look at the experience with privatisation accumulated during transition, essentially comparing the principal types of policies implemented in different countries.
1.2. Lecture Outline: Today’s lecture is organised as follows:

a. Section 2 introduces some background information on the types and methods of privatisation, on its extent and speed, and on the revenues which these have generated in various post-socialist economies.

b. Section 3 focuses on a first type, mass privatisation to outsiders, relevant to the Czech experience.

c. Section 4 considers mass privatisation to insiders, illustrated by the case of Russia.

d. Section 5 turns to standard privatisation, i.e. privatisation through sales, by analysing its top-bottom variety of sales to outsider investors based on the experience of East Germany.

e. Section 6 goes on with standard privatisation to “outsiders”, but this time initiated from the bottom and effected in a gradual manner, as in Hungary and Poland.

f. Section 7, finally, concludes by summarising to what extent the objectives of privatisation, as stated in the preceding lecture, have been achieved or not.

2. Background Information
2.1. As economists readily admit, the process of large-scale privatisation in former socialist countries was a historically unprecedented experience for which no ready recipes existed. Similarly to macroeconomic stabilisation programmes, commented in more detail earlier in this course, guidance was sought again in cases at least distantly resembling the problems with which transition economies were faced.

2.2. A recent example that could be followed in this context was the United Kingdom, which had undergone a considerable wave of privatisations during the years in government of Margaret Thatcher. It was not surprising, therefore, that most post-socialist economies initially tried to adapt the British experience to their needs. Such early privatisation commitments involved a reassertion of state property rights over enterprises, called usually commercialisation, and a centralised policy of sales following a process of valuation.

2.3. However, it soon turned out that privatisation in the wake of central planning had to be much broader and deeper, so that bold and innovative solutions appropriate to the environment of transition were required. The policy of commercialisation was thus abandoned in all countries. A new “fashion” emerged somewhat later, as mass privatisation by giveaway through vouchers gained supporters. Yet this did not last for long either.

2.4. In result, each transition economy developed a more or less specific privatisation policy tailored to its preferences and constraints. In general, it is difficult even to speak about a well-defined policy. What came out as privatisation experience was thus a combination of direct sales, management buyout and vouchers particular to any of the countries. Similarities in the broad approaches could nevertheless be found. To further evaluate this variety of experiences, it is useful to consider several important aspects of the available data on post-socialist privatisation.

2.5. The dominant type and method of privatisation have differed across transition economies: Table 10.1, p. 231 in Roland (2000) provides a rough classification of the main policies followed by the earliest reformers.
2.6. The extent and speed of privatisation in Eastern Europe have differed as well: Table 10.2, p. 232 in Roland (2000), itself based on EBRD’s Transition Report (1999), compares estimates for the evolution of the share of the private sector in GDP. One can see that countries which implemented fast giveaways, e.g., the Czech Republic and Russia, experienced very fast growth in the size of the private sector. Economies such as Ukraine and Slovenia that did not have very active privatisation policies witnessed, by contrast, the slowest growth of the private sector. An interesting case is Hungary: no matter that its privatisation policy was gradual, it was at the same time very consistent and by 1998 the Hungarian private sector was the largest among transition countries, 85%.

2.7. We would recall that the fiscal, or financial, aspect of privatisation through sales was often considered as one of its principal objectives, and virtues. However, revenues from the privatisation process have turned out to be far below initial expectations: Table 10.3, p. 233 in Roland (2000) shows that even Hungary and Slovakia, which opted for a policy of sales, generated by 1998 cumulative revenues of 12-13% of GDP. Countries where mass privatisation schemes have dominated like the Czech Republic and Russia obtained 4 to 5 times lower revenues.
3. Mass Privatisation to Outsiders: the case of the Czech Republic
3.1. The first experience with mass privatisation began in Czechoslovakia in 1992. For a very low price, citizens received vouchers that they could use to purchase shares in privatised companies.

3.2. The scheme was consistently implemented only in the Czech Republic, under the governments of Vaclav Klaus. Once Slovakia became an independent state, it gradually abandoned the voucher idea and changed preferences in favour of privatisation through sales.

3.3. In principle, privatisation to outsiders is considered a better method than privatisation to insiders when it comes to replace incompetent managers and to achieve efficient matching of managerial skills to privatised assets. However, such a generalisation would not be true if privatisation results in dispersed outside ownership. The reason is the well-known free-rider problem: small shareholders do not have enough incentives to bear the costs of collective action but benefit from its outcomes. Dispersed ownership thus leads to insufficient monitoring of incumbent managers.

3.4. Strangely enough, given the preceding argument, the Czech mass privatisation was initially designed in a way that would bring about dispersed ownership…

a. For a fee of 1000 koruny any citizen over 18 could purchase a booklet of vouchers worth 1000 points with which to bid for shares of firms being privatised. The book value of the counterpart of such a booklet has been evaluated at over 80000 koruny.

b. Moreover, the law prevented investment funds from holding more than 20% of shares in a firm.

3.5. Czech managers understood well the effects of dispersed ownership.

a. Before the first wave of mass privatisation, they were given the opportunity, together with external investors, to submit privatisation projects: incumbent managers tended to favour privatisation of their firm through the voucher programme, expecting that dispersed ownership would leave them in control.

b. Among the enterprises participating in the first wave of the mass privatisation, 85% of the privatisation projects approved by the Ministry of Privatisation have in fact been submitted by managers.

3.6. The objective of giving managers incentives to engage in defensive restructuring is partly achieved through such a giveaway scheme. Managers who have low costs of defensive restructuring benefit from signalling themselves to potential investors who would be more inclined to bring in fresh capital once restructuring has already started.

3.7. The stock-flow constraint is not satisfied, but it is anyway not important when this type of privatisation, through vouchers and not sales, is opted for.

3.8. However, the fiscal constraint is violated too, which may undermine public good provision or macroeconomic stability (as we shall see in the similar case of Russia in the next section).

3.9. The administrative constraint is likely to be met under mass privatisation, since the administrative requirements are much less important in this case than any other top-down approach.

3.10. Mass privatisation addresses primarily political constraints related to restructuring: ex-ante acceptability is enhanced because incompetent managers are less afraid to lose their job when they face dispersed owners. And as we stressed in the theoretical analysis of our preceding lecture, it also relaxes ex-post political constraints, by giving the population for free a stake in the success of the privatised enterprises.

3.11. In a related sense, allowing sales of the shares acquired by vouchers would reduce the irreversibility of privatisation. That is why this was prohibited in the Czech Republic during the first year after the change of ownership. Nevertheless, some have argued that selling the shares may mitigate the dispersed ownership problem. Another solution to it could be to let financial intermediaries -- such as mutual funds or universal banks, as envisaged in the Polish Mass Privatisation Programme that was not implemented due to political opposition -- act as instruments of outside investors’ control inside firms. This could be done if these intermediaries take an active role in restructuring and act on behalf of small shareholders or depositors to replace incompetent management, a behaviour which, however, is not guaranteed (because of the free-rider problem again, as small shareholders and depositors will not have incentives to monitor the management of the financial intermediary).

3.12. With the benefit of hindsight, the Czech programme has turned out to be disappointing.

a. The corporate governance structure that came out of mass privatisation was, in the words of Roland (2000), “incestuous”:

i. most investment funds were founded by banks that were to be privatised through vouchers…

ii. … as a result, banks were privatised to investment funds that belonged to banks

b. this practice resulted in full insider control

c. moreover, due to inadequacies in the legal and regulatory framework, all sorts of asset stripping of privatised firms became possible, leading to illegitimate enrichment of fund managers and disillusionment of the public: such asset stripping is more likely under mass privatisation when there is no efficient matching and those who end up controlling the assets have not paid for them.

4. Mass Privatisation to Insiders: the case of Russia
4.1. Another major involvement with mass privatisation started in Russia in 1994. But the type of giveaway preferred in this latter country has been to managers and workers. A second difference with the Czech case is that Russian citizens were allowed to sell for cash the shares acquired through vouchers.

4.2. A common feature of both country cases is, however, the similar effect  of these two mass privatisation strategies. Neither of them provides a mechanism for replacing incompetent management because

a. in the Russian case, the latter receive ownership directly;

b. in the Czech case, no strong outside control is provided due to dispersed ownership

4.3. For the same reason, both giveaway schemes tend to favour insider entrenchment of managers of profitable firms with “empire-building” motives.

4.4. Both giveaway policies also tend to provide insufficient outside finance…

4.5. … and, hence both offer incentives only for defensive restructuring

4.6. Both forms of mass privatisation essentially address ex-ante political constraints of restructuring.

4.7. Yet, as the fiscal constraint is violated under any giveaway schemes, the ensuing loss of governmental wealth may have disastrous consequences for macroeconomic stability. This danger has, unfortunately, materialised in Russia. The government has been slow and inefficient in ensuring tax collection until, deprived of funds and influence, it could no longer protect property rights and the rule of law. The situation has been difficult to reverse, given the combination of a weak government and powerful industrial groups controlled by insiders who find ways to block efficient taxation.

5. Top-Down Sales to Outsiders: the case of East Germany
5.1. In East Germany, top-bottom sales through competitive auctions have been the dominant privatisation strategy. From the point of view of allocative efficiency, the more competitive the process of privatisation, the less important the role of informational constraints.
5.2. Moreover, auctions also lead more naturally to strategic restructuring, since buyers are willing to put up the funds necessary for new investment. That is why this form of privatisation is not characterised by the “decoupling” between the transfer of ownership and the provision of external finance typical for giveaway schemes.
5.3. The East German strategy through sales, however, faces the stock-flow constraint. This creates a dilemma for the government:
a. to phase down  privatisation so as to ensure that a fraction of the available stock of assets is offered for sale to the annual flow of savings for each year, thus hoping for higher revenues but slower transfer of ownership;
b.  or to speed up the process at the  cost of much lower sale prices, resulting ultimately in a fall in budget revenues.
5.4. The latter choice was the preferred one in East Germany, which of course posed problems in terms of the fiscal constraint. Even the powerful West German economy suffered a huge fiscal strain from the transition in East Germany.
a. Part of it was due to the strong wage increases after unification, which dramatically reduced the value of East German enterprises.
b. Another part of the fiscal strain resulted from the expenditure side of the budget, because of the considerable social outlays intended to buffer the shock of reunification.
5.5. Political constraints are likely to be strong under such auction strategy, due to the resistance of managers and workers. But because of the dominance of the West German population in German politics and the fast speed of East German transition, the potential problem did not emerge sharply in reality.
5.6. The administrative constraints are particularly important with this type of privatisation. There was a staff of 3000 employees at the Treuhandanstalt alone! To compare, Poland’s Ministry for Ownership Changes had 200 employees and Hungary’s State Privatisation Agency only 140.
6. Gradual Bottom-Up Sales to Outsiders: the case of Hungary and Poland
6.1. The policy de facto implemented in Hungary and Poland was one of gradual sales, with the bottom-up approach seemingly the most frequent one. Under such type of privatisation, several potential buyers, insiders or outside investors, signal their interest in purchasing a firm. This bottom-up approach results actually in gradual sales not because of a limit in the supply of privatisable assets but due to a limit in their demand.
6.2. In the Hungarian and Polish cases considered here, this limited demand for assets was not really related to limited private domestic wealth. The reason is that sales to domestic buyers took mostly the form of sales against noncash bids, such as
a. leasing
b. partial purchases
c. payment by instalments
d. purchase against future payments associated with debt contracts
6.3. Noncash bids have been advocated by economists as a way to circumvent the stock-flow constraint of ownership transfer. But this noncash  privatisation has proved to be very slow and cumbersome.
6.4. A more likely reason for the low demand for privatisable assets may thus have been the asymmetric information about the quality of
a. the firm’s assets
b. the incumbent management
6.5. In the above sense, private investors, usually foreign ones, tend to prefer firms where the quality of assets and management yields more promising expected returns. Preprivatisation restructuring can therefore serve as a useful screening device. Bad managers do not have incentive to accelerate the privatisation of their firm and lack the necessary skills to engage in defensive restructuring. Yet good managers expect to gain from strategic restructuring and have interest in attracting the attention of private investors by being active in defensive restructuring provided that its costs are not too high.

6.6. Under gradual privatisation, the best firms tend to naturally be privatised first because they are the most likely to find a buyer. Through hardening their budget constraint, political risks of government bail-outs seem to be mitigated. The problem remains, however, of how to quickly attract buyers for the worse enterprises as well, and at what price… As for the administrative constraint, it is less important in this case since information is provided from below and shared more broadly.

7. Transition Experience with Privatisation: were the objectives achieved?
7.1. It is hard to say precisely which of the objectives, and to what extent, have been achieved by the various forms of privatisation. A good summary of the effects of the different privatisation approaches, based also on the particular country experience we discussed above, is provided in Table 10.4, p. 249, Roland (2000).

7.2. The most important conclusions on this issue seem to be the following:

a. All forms of privatisation have changed managerial and workers’ incentives, by relating them more closely to effort and enterprise performance in the new economic conditions.

b. Inducing strategic restructuring has however turned out to be the most problematic aspect, especially in the case of mass privatisation which definitely failed to solve this problem.

c. Mass privatisation to insiders has been a particular case of stuck reforms, as powerful interest groups have captured the state and blocked enforcement of tax collection, more transparent financial and prudential regulations, and effective implementation of bankruptcy rules.

d. As for generating financial resources in the government budget, mass privatisation has not been successful either; but even privatisation through sales has brought modest revenues, mostly due to

i. rather outdated plants (and machines) offered for sale

ii. partial asset stripping

iii. various schemes of noncash payments, imposed essentially by the stock-flow constraint

iv. overall uncertainty during transition, in general, and fears of investors about reversal of reforms (renationalisation)
PAGE  
1

