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CHAPTER - 1

A. MAIN THEME AND NEED FOR THE STUDY :

Over the past fifty years of planned devel opnent of nany
devel oping economes as in India, public sector assuned greater
importance with nore enphasis on nmacro econom c planning, policy
analysis and use of determnistic and nanagenent techniques at
mcro and macro levels all being incorporated into plan nodelling
wth a strategy or alternative strategies of developnent as to
fulfill ordered set of social and economc goals. Cover nnrent
interventions of states and center interns of direct and indirect
pl anning neasures to evolve and assune entrepreneurial and
managenent functions as to form state nonopolies in critical
strategic, key and basic sectors, particularly in industry (basic
and capital goods) and capital intensive, infrastructural sectors
as engines of growh and developnent of nation and states or
regions through rapid pace of comanding heights of public
i nvestnents and nationalisation of industries and of financing
and pronotional bodies / corporations and of devel opnent
banki ng, insurance and many econom c and soci al overheads sectors.

During the latter half of the period of 1970's onwards the
states and centre led to evolve joint sector concept in pronotion
of and financing of many industries in backward regions in India,
whi |l e managenent of them is left to private sector entrepreneurs
and to distinct specialized managerial skills of private and public
limted conpani es and to cooperati ves.

However, since md-1980s the earlier trends towards raising



more of public investments, ownership, management and such ot her
interventions have been seriously questioned, replacing them by
| i beralization of imports, industrial policy instruments nonetary
and fiscal instrunents too, particularly 1991 onwar ds
strengthening, wdening and intensifying many of these economc
reforms. This led to a w despread debate about the merits of
privatization, public-disinvestment as against public ownership
and management of erstwhile activities. Privatization which
occurs by way of transfer of assets or service functions from
public to private ownership and control attracted greater
attention of researchers all over the world.

Privatization, in general is practised in different
activities with the follow ng objectives.

a) to inmprove the economc performance of the assets or

service functions,
b) to depolitize econom c decisions,
c) to generate public budget revenues through sale receipts
of public assets,
d) to reduce public outl ays, t axes and  borrow ng
requirenents,
e) to reduce the power of public sector unions, and
f) to pronote popular capitalism through the wi der
ownership of assets.

Devel oping economes have been enbracing and practicing

economc reforms of varied kind of realizing the cited objectives

of privatization which is the central issue or the main thene



focussed in this study. Wiile liberalization of industry trade,
nonetary and financial rigidities are also examned to the extent
relevant to the issue of privatization specific and reference to
its major objective i.e, to contribute for the inprovenent in
economc perfornmance of enterprises. Hence, privatization and
l'iberalization have been nmutually reinforcing and exhibit a
conplenentary role to play in devel oping countries. Devel opnent
of capitalistic institutions in privatization and liberalization
process would bring in inprovenents in economc perfornance.
privatization is drawn for inplenentation by statutes of public
authorities and by interplay of market forces. Privatization and
l'iberalization are expected to easeout bottlenecks and shortages.
Furt her, privatization and liberalization are expected to
facilitate and pronote the trade wth bearing on industrial
activities directly or indirectly as lubricants and have a
function of catalytic agents for industrial devel opnent that
further provokes for privatization in all other activities /
servi ces.

B. OGBJECTIVES OF THE STUDY :

Thus the study examned the issues of privatization and the
conmtnent of liberalization schemes in the devel opnent process of
devel oping countries and India with the follow ng sequence of
obj ectives of the study,

a) To trace, the role of dependency school of thought and of
institutions such as Bretton woods. I nternational Mnetary Fund

(IMF), Wrld Bank (IBRD) for devel opnent of devel opi ng economi es.



b) To examne, the commanding heights and role of public
sector for rapid pace of devel opment of devel oping econom es and
to present a case for privatization with the relevant theoretica
explanations and to lead for different forms of privatization in
devel opi ng countries.

c) to trace, the All India govt. initiative of economc
reforms and to examne their I npact t hat brings forth
privatization successfully for devel opment in India.

d) to trace, the requisite economc structures, structural
adj ust ment s and stabilization policies for privatization
progranmmes, and

e) to examne the sale proceeds of public assets and other
forms of dis-investnments in public sector with the growth of other
forms of privatization and their inter Ilinkages in selected
devel opi ng econom es, as outcomes and eval uation of privatization.

C) HYPOTHESES :

1) Privatization in developing economes is expected to
resolve their economc problems caused by the commanding heights
of public sector.

2) Relevant and requisite econom c structures, institutions
structural adjustments and stabilization policies to the
i ndi vi dual devel oping countries concerned are a pre-requisite for
the success of privatization in developing countries.

3) Privatization can best be regarded as a mediumterm supply
side economc-policy, a logical conplement to a broad strategy of

private sector developnent rather than a "Panacea" - for the



multitude of ills endured by the devel opi ng countri es.

D DESIGN COF THE STUDY :

This study involves the critical survey of literature
covering the concepts, historical developnent and pattern of
devel opnment of the privatization and liberalization in devel oping
econom es nanely Jamai ca, Trinidad & Tobago, Kenya, Mal awi, Papua,
New CGui nea, Sri Lanka, Ml aysia and |ndia.

It takes into consideration of the theoretical background and
enpirical content for a conparative verification and analysis of
devel opnent, trend and pattern leading policy inplications for
devel opnent in general and industrial developnent in particular of
devel opi ng economes with enphasis on India too. This study is
classified according to themes as denonstrated and anal yzed in the
respective chapters with a contribution to evolve an overall
synthesis of inter-relationships and role of privatization and
i beralization in selected devel opi ng economes. The analysis and
synthesis as supported by enpirical evidences in practice will be
relevant and fruitful for future developnent programes of
devel oping economes, is a conprehensive and critical review
(survey) based research study with a enpirical data tabulated and
anal yzed wherever is needed for an relevant nuch reliance is
placed on the availability of literature and data from secondary
sources, which are authentic and reliable from the accessible
libraries and research organizations and their reports published
or unpublished, but authentic and reliable as they are suited to

t he present study.



I NSTI TUTI ONS & LI BRARI ES | NFORVATI ON

01 |.CRI.E R New Del hi Books, Journals, Research

reports prepared by lIcrier
and other published un
publ i shed reports and data
inits library.

02 N.C. A E. R New Del hi - do -

03 R 1.S, New Del hi Speci al country

04 R 1.D.C, Warsaw School of R1.D.C working papers,
Econom cs, Warsaw, PCOLAND Study reports, Monographs

ot her Rel evant dat a.

05 American Centre, New  Del hi Lat est | nt ernati ona
avai l able official data on
deveIoPing and USA

Journal s and Books.
06 The British Library, Delhi - do -
07 J.N U, New Delhi - do -
08 Delhi School of Economics - do -
09 India International Centre, New Delhi - do -
10, U N.D.P., Delhi - do -
1. 1.GM Library, -do-

Uni versity of Hyderabad
E. CHAPTERI SATI ON SCHEME :

This thesis is based on the followng ten chapters.

The first chapter is an introduction dealing with main thene,
focus, need for the study, objectives, hypotheses and design of
t he study.

The chapter two probes into the "Dependency school of
t hought” in terns of the devel opnent of dependency, reasons for
under devel opnent and irrelevance or relevance of dependency for

devel opnent in devel opi ng econom es.
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Chapter three explains the role of Brettonwoods Institutions
for developing countries and the |I.MF and Wrld Bank in the
devel opnent of devel opi ng econom es.

Chapter four gives an overview of public sector devel opnent
in the selected economes viz., India, Milaysia, Sri Lanka, Kenya,
Mal awi , Jamai ca, Trinidad & Tobago and Papua New Cui nea.

Chapter five presents and examnes theoretical explanations
for privatization in devel opi ng econom es.

Chapter six draws insights regarding privatization outcones
and evaluations in selected countries (excluding India) of
devel oping world formearlier reports.

The Seventh chapter continues to examne the privatization
out cones and eval uation further.

Chapter eighth traces the requisite economc structures of
those selected <countries and spells out specifically the
structural adjustnents and stabilization needed in those econom es
as to pursue privatization and |iberalization packages.

The ninth chapter traces the initiatives and inpact of
economc reforns in India particularly about privatization and
| i beralizations.

The last chapter provides findings and policy inplications,

suggestions of the study.



CHAPTER

DEPENDENCE AND DEVELOPING COUNTRIES DEVELOPMENT

A CRITICAL SURVEY
| NTRODUCTI ON

In the light of Trade Liberaliszation and Privatization
packages under the auspices of Wrld Bank and International
Monetary Fund (IM) and of the previous experiences of devel oping
countries as to undergo nmatured theories regardi ng devel opnent and
under - devel oprment in devel oping economes, the relevant areas to
be probed for a critical analysis is the theory of dependency and
devel opnent of under-devel opnent. The chapter 2 exclusively deals
with it in details.

1.1 INCOVES CLASSIFICATION O ECONOMES AND EMERGENCE OF
DEVELOPMENT THEORI ES AND PARADI GVS :

On the average, China, India and the people of Africa have
| ower incones than the people of Latin America, while the Latin
Aneri cans have incones |lower |level than the people of East Europe
relatively to Western Europe, New Zeal and, Australia, North Anerica
and Japan. The ranges of individual country inconmes overl ap,
average incones of individual countries give a snapshot inpression
of the geographical distribution of incomes in the world. Wthin
each country, famly incones differ greatly. The incones of the
| ower 1incomes group in developing country are shared by the
peasants cultivating by peasant farners will be the |argest sector.

In a devel oped econony the incone generating sector is

| arge scale manufacturing (larger share in GD P) while services



will be the |argest enploynent generating sector.

How does the econony nove froma primtive technol ogy of
agriculture to nodern technology based agriculture and services
for enornously increased incomes ? is the basic problem of
econom ¢ devel opnent of the devel opi ng worl d. Devel opnent theory
has undergone a sea-change during last five decades. The change
Is by no neans total, nor is there universal agreenent on what it
takes for a country to develop, but the early faith in the ability
of the state to direct developnent seens to be given way to a
greater reliance on markets. Inward oriented strategies are nore
and nore replaced by outward oriented strategies.

In the recent past, nmany devel oping economes inplenented
mar ket oriented refornmns. Wth these changes has cone a grow ng
recognition that developnent s anulti-dinentional pr ocess,
within which, price reforns, investnent and institutional building
are conpl enentary. It is also true wth India too, welcomng
foreigndirect investnent and opening econony via liberalization
and privatization as part of globalizing the econony. The nature
extent and efficacy of the state's role and invol venent in planned
economes failed and now they are (Erstwhile USSR and other East
Eur opean econom es are centrally pl anned econom es) in
transformati on towards narket economes. W also have another set
of economes from third world i.e., economes from Africa, 1i.e,
Zinbabwe and Kenya in 1980's adopted the pro-market policies
devised by the Wrld Bank and | M. Especially in Z nbabwe these

radical reforns could not sustain as well in Ethiopia the sane



experience took place.
1.2 DEPENDENCY - A SCHOOL OF THOUGHT :

The problem of developnent and conditions of devel opnent
forever is a passionate subject for the devel opnent econom sts.
At the first out set, the problem of developnent and
under - devel opnent in Latin America, wthin the perspective of
dependence on foreign sector/factors appeared very interestiangly
in the first half of 1960s. The formal beginning of the
dependency school (D School) is wusually traced to A G Frank's
article of 1966 illustrating the essentials of the new approach.

A few vyears later his book appeared wunder the title
"Capitalism and under-developnent in Latin Anerica." It was

viewed initially as the finest and conprehensive exposition of the

underenpl oynent. On the other hand, Frank hinself was considered
as the originator of the D School. One can classify the D School
into Frankian and Post-Frankian periods. In fact the initial

stream of nost radical dependency studies was nainly authored by
Carribean and Latin Anerican econom sts such as F.H Cordoso, T.Dos
Sant os, A. Qui j ano, R M Marini, O Sunkel , C. Thopnas, J. Nun,
V. Banbirra and ot hers.

In the 1970s the research nethods of the D School were taken
up by scholars from other continents and of other nationalities
Africans: S.Amn, GAmn, A Emmanuel: Asians : Sen.R, S BDe

Silva, SlLal as well as European the British and French in

A. G Frank, the Devel opnent of under devel opnent. Monthly Review,
1966.

10



particul ar whose contribution to the devel opnent of the D School
centered around nunerous critical articles. Tracing the dependent
nature of developnent of Third Wrld is difficult but one can
| ocate the contributors. New works based on theoretical and
nmet hodol ogi cal achi evenents of the D School have been incorporated
into many conceptions of devel opnent of the third world capitali st
econony. They indeed inspired the new ways in the evolution of
econom ¢ thought. They encouraged as well political action on the
international level, formng the theoretical basis for the concept
of the New Economc Oder. Nevert hel ess, their work has
contributed to our understanding of the third world dependence and
devel opnent. 2

1.3 THE VI EW OF DEPENDENCY :

Any attenpt to put into precise words regarding D School
meets with difficulties. There are several reasons for such a
state of affairs. First, the sheer volune of output of D School
is a barrier of considerable magnitude for historians and critics
of economc, social and political thought. Reading the works of
i ndi vidual even the nmost well known authors is, unfortunately, no
substitute for nore through acquiantance and can not ensure a

correct appraisal of the whole body of work. The contributions of

2The approach of Soviet and Polish economsts to the problem of
dependence and its inplications is nore throughly treated by A W
Kubiak in "Studies on the Devel opnent theory", Research Institute
for the Devel oping Econom es, Warsaw School of Econom cs, 1986,

War saw, Pol and.

11



various dependence witers diverge widely in respect of their
subject matter, point of view and concl usions. The views of
i ndi vi dual authors evol ve, under the inpact of discussions, their
research objective. 3

The D School is a user of nore or less diverging views but
unani nous, however, as far as the subject matter is concerned
Dependence and devel opnent or wunder developnent of the third
wor | d) as wel | as met hods of anal ysi s (historical,
inter-disciplinary, dialectical, globally oriented approach). The
long term perspective adopted by the dependency witers in their
investigations allows to identify changes in economc and social
structures. Anal yses are carriedout on the basis of historical
informati on enconpassing the period of expanding nercantilism
whi ch spread overseas (chiefly to Latin Anerica) the fornation of
the export oriented colonial econony (1600 - 1850) that underwent
sonme nodifications retain, however its export orientation (1850 -
1930) the period of devel opnent characterized by inport
substituting industrialization as well as the present tine marked
by the expansion of transnational corporations in to the backward

ar eas.

| nvestigations of econom c phenonena are usually set against

t he conpl ex background of social and political matters seen in the

This is particularly true of A G Frank. He rejected in late
seventies the theses he had propounded in the 1960s. A. G Frank,
Dependent Accunul ati on and underdevel opnent, The Macm |l an Press,

Londo n, 1978.
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perspective  of class relations and in an institutional
envi ronnent . The extent to which the socio-political phenonena
are actually incorporated into the analyses can vary, however,
from fairly small in the works of Frank to avery large in
Cordoso's. The dependency witers are prinmarily interested in the
participation of various classes in the generation of incone in
relation to production or social costs of production, and above
all in the distribution of income or benefits that various classes
derive fromparticul ar nodels of production and distribution.'

The D School witers accept gladly sone form of dialectics,
look at various phenonena in their novenent and nutual
interaction. They enconpass to a greater extent global phenonena.
It should be stressed that the periphery is analysed either as
constantly interaction with the centre or as an elenent of the
worl d econony.

Surprisingly, the D School yields many categories which
diverge widely from their standard economc interpretations. The
traditional economc structure is changed, wth the production
relations. Karl Marx, Engels, Lenin focussed their interest on the
relations of production in different social formations and on
different |levels of advancenment within one fornation. The focus
on the relations of distribution was taken from Rosa Luxunberg.
The spot | i ght on the distribution i's preci sely what
differentiaties the dependency witers from contenporary marxists

who carry on only the approach of Marx. For this reason, the

13



D School is sone tines called the "Neo-marxist" paradi gm

Anong the nunerous descriptions and classifications of the
current, the analysis of GPalma stands out as a particularly
i nteresting and preci se:

1. The works of G Frank, Dos Santos, Marini and Pizzario as
well as F.Hnkelnert constitute an attenpt to construct a theory
of under-devel opnent of the Latin America.

2. The approach of Sunkel and Furtado is an effort to
refornmulate Economc Commission for Latin America (ECLA)'s
anal yses of dependent devel opnent.

3. The remaining contributions started by Cardoso and Pal eto
give analyses of concrete form in which dependence appears and
devel ops. The typology referred to above does not consider
nuner ous researchers 'applying nethodol ogy of dependence such as,
S. Amn, Emmanuel, Wallerstein. The Carribean dependency authors
(Thomas, Levitt) or Indian Economsts (S Lal, R Sen and S.B., De
Silva). Neither does Palma examne the evolution of the
dependency school as a whole nor the nodifications in view of
particular authors belonging to S G Pal na. Dependency a fornal
t heory of under-devel opnent or a nethodology for the anal ysis of

concrete situations of under-devel opnent ?

4A.Foster & Carter from Rostow to G Frank-conflicting paradigns in
the analysis of underdevel opnent, in "Wrld Devel opnent” Vol . 4,
1976.

5

Wr | d Devel opnent, Vol 6, 1978.
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It would be a mstake to think the systematization of the
multifaceted dependency thinking as an easy task. The
characteristic features of this body of knowl edge (and at the sane
tine its weak points) are precisely the multiple fornmulation of
fundanental problens and the nultidirectional evolution of views
held by its proponents. As nuch as we agree H Bermestein that it
Is possible to discern certain commobn features as well as
difference in the views of the dependency econom sts.

Cenerally the subject matter of the dependency theory is
constituted by the state and dynamcs of the econony in the
devel opi ng countries (of the periphery) beginning with the nedi eval
period to right now

Al the D School witers negate western |inear evol utionism
with assunptions of permanently traditional and backward character
of peripheral economes vis-a-vis the devel oped countries (Centre)
and thus invalidate the principle of developnent imtating the
path of the rich countries. According to them the periphery was
not always poor, there was a time when its |evel of devel opnent

was equal or even surpassed the achievenents of the western

countries. It is stressed that exploitation of other parts of the
H Bernstein, "Sociology of wunderdevelopnent Vs. Sociology of
Devel opnent” in D.Lehmann (ed) Devel opnent Theory. Four Critical

St udi es, London, 1979.

This assunption is typical of Wstern Economc theories of under

devel opnent, e.g. of Leibenstein, Nurkse, Rostow, Lerner etc.
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world was one of the inportant factors in the success of the early

coiners in capitalists devel opnent. In other words, the drain of
surplus from the periphery was and still is the nobst inportant
source of the primtive accurulation of capital. The dependency

aut hors have cone to the conclusion that historical devel opnent of
capitalismon the world scale leads to the enmergence of different

forns of inequality (in terns of class and space) which underlines

the conplenentarity of the two parts of the world. The countries
which were drawn later into the world capitalist econony. The
devel opnent of the centre and of the periphery -this

I nt erdependence was from the beginning qualitatively different -
It was just dependence.

Initially they assuned that dependence based on inequality
between the <centre and the periphery was the fundanental
characteristics of functioning and devel opnment under capitalism on
the world scale and hence stress was l|laid upon specific features
and nechani sm of peripheral devel opnent. D School witers clainmed

that developnment of the periphery is dependent and dependence

T.Dos Santos, "The crisis of Devel opnent. Theory and the
probl ens of dependence in Latin Arerica" in H Bernstein (ed) Under
devel opnent and Devel opnent . The Third Wrld  Today.
Har nrondsworth Press, M ddl esex, 1978.

°R Duval |, Dependence and Dependence theory. Not es towards
precision of concept and argunment in International O ganization,

Wnter, 1978 No. 32. P. 60- 68.
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itself is the reason for differentiation of devel opnent prospects
in the centre vis-a-vis periphery. It is because dependence
reflects the differentiating and asymetrical process  of
capitalist production and reproduction on the world scale; its
analysis is a key to the explanation of wunder-devel opnent and
advancenent of the periphery.

1.4 WHAT | S DEPENDENCY ? WHAT ARE THE MECHANI SMB OFI TS EMERGENCE
AND REPRCDUCTI ON ? WHAT FORMB | T DCES ASSUME ?

Apart fromthe category of dependence and its inpact upon the
devel opnent of the periphery, the dependence econom sts devoted
attention to the nmanifestations and consequences of dependent
devel opnent as well as to explain the various forns of dependence.

Dependencies enphasized the Jlack of —autonony in the
devel opnent of the periphery (S.Amn), its totally externa
condi tioni ng devel opnent of under-devel opnment and exploitation of
the periphery by the centre, (Frank, Dos Santos, H nkel, Marini
Caputo, Pizzaro, Emmanuel), inability of the state to effectively
steer the capitalist developnent and its subordination to the
worl d system (Frank, Cardoso), |ack of interdependence between the
devel opnent of key dunamc sectors in the econony, gaps in the
process of capital reproduction (Cardoso),social marginalisation
of the exploited classes etc.

A nunber of publications concerning various aspects and
mani festations of dependence had to face the challenge of
processes that have proved to be a severe test for a variety of

propositions advanced by the dependence witers. Numner ous
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controversies were stirred by such descriptions of dependency.

Since the D School witers failed to provide a full and
generally accepted definition of dependence in relation to the
devel oping countries and analysis of a devel opnental effort not
act ual | y defi ned. *°

H storical studies as well as real economc processes occured
in the 1970's denonstrated that the periphery is not only a
het er ogeneous part of the world, but it is also rapidly changing.
Sone countries of the periphery, developing in the conditions of
dependence, nmade considerable head away on the path of
devel opnent. For instance Australia and United States of Anerica
were indeed a dependent part of the capitalist econony, but
managed to transform thenselves into the countries of the Centre.
Thus, the central thesis about the decisive or determning
i nfl uence of dependence upon the devel opnent of the periphery was
threatened. It was also clained that, now a days interdependence
repl aced the relation of dependence. As a result, new conceptions
of interdependence have been advanced as a substitute for the
theory of dependence.

Citicismin relation to the D School inplies greater need
for nore precise definitions as well as nore thorough research
into the rel ationshi ps between dependence and (under) devel opnent.
The D School itself concentrated its efforts on analysis of

processes taking place within the periphery and did not explain

YA E.Karm "The nmeaning of Dependence”, in the Devel oping

Econom es, 1976, pp.202- 206.
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unequal developrment of its various parts, nor the reasons for
rapid growh and structural change in the group of the dozen or so
countries of the third would and their external expansion.
Therefore a nunber of researchers turned to the analysis of the
world system seeking there nore convincing solution to the
persistent and grow ng doubts.

These new endeavours have partially abandoned the initial
subject matter of the dependents i.e , the relationship between
dependence was included into the analysis of the nechanism of the
world capitalist econony. A G Frank in his reassessnent of the
dependency thinking, its genesis and achievenents brought into
relief entitled "Dependence is Dead. Long live / Dependence and
the dass Struggle' .

1.5 THE CONCEPT OF DEPENDENCY :

One can discern two types of approach in descriptions and
attenpts at a definition of dependence. The first one creates
dependence as econom ¢ and social category and seeks its roots in
the relations between the classes of the Centre and of the
peri phery. Such relations determ ne the nmechani sns of functioning
of the peripheral economes. The second approach devel ops certain
propositions of the early structuralists. The essence of
dependence is sought among the economc factors (productive

forces) which exert inpact upon the social aspects of devel opnent.

YA G Frank, Dependence is dead, Long |ive dependence and the cl ass
struggle - an Answer to critics, in "Wrld Devel opnent” Vol.5,

pp. 355 to 370, 1970.
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The notion of dependence itself gradually w dened and
acquired greater depth. A G Frank who is reputed to have founded
the whole approach, did not infact, explain the nature of
dependence. He did not show its sources and prem ses and nerely
drew attention to its manifestations (the surplus drain, creation
of the capitalist structure), the greatest nerit in the study and
identification of economc dependence of the peripheral counbtries
upon the centre should go to the Latin American Econom sts in
particul ar Dos Santos, Cardoso, Faletto as well as to the Canadi an
econom st C. Leys.

According to Dos Santos, dependence is a situation of
conditioning in which the econom es of one group of countries are
condi ti oned by the devel opnent and expansion of others. |If one is
to conprehend the nature of dependence one has to say that Dos
Santos investigated the economc relations generated within the
peri phery as well as inter relationships between different
international and national elenents which create the dependence
situation. *? In this and ot her works, Ds Santos enphasis that the
interlinked elenents he refers to are to be found not only anong
the forces of production, but above all, in social groups and
cl ass forces.

Thus the conception of dependence can not be understood
without turning towards analyses of the inter-relationships
between domnant interests in the hegenonic centres and the

12
T. DosSantos, the crisis of Devel opnent theory and the probl ens of

Dependence, op.cit. p.79.
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dependent econom es. Al this suggests that, if the actions of
domnant forces in the centre did not find the basis and support
in the actions of the dom nant classes of the periphery, it would
have to be dependent. Thus,, dependence has social nature.
Hence, through class alliances, dependence is a set of
relationships in which the external factors are reflected at
numerous |evels of internal changes, which in thenselves, can
reinforce the nodel of external relationships. Economc alliances

explain why the world capitalist system is reflected in the

devel opnent of the periphery. 13

Dependence is no longer an external matter. "The nati onal
situation says Dos Santas, is determned by its own specific
novenent. The international situation within which this novenent

Is acconplished constitutes a general condition and not the cause
of national processes, since this situation is an elenent
constituent of the inside of nation that determ nes the inpact of
the international situation upon the national reality. 14
13

G P. Pal ma, Dependency and Devel oprnent. A critical overview in
D. Seers (ed) Dependency theory. A critical reassessnent, op. cit.
p.61 R duvall - Dependence and Dependencial theory, notes towards
preci sion of concept and argument in "International O ganization”

1978. No. 32.

T, Dos Santos. The crisis of devel opnent theory, op.cit. p.72
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The nost significant contribution to the understanding of the
class nature of dependence is authored by Cordoso. According to
him the economc process is as social process whereby different
social groups and classes attenpt at the creation of an economc
system which allows for the attainment of their goals and

15. As a result, analyses is focussed on characterizing

I nterests.
a common and conflicting interests of various classes, inside the
peri phery and in the world scale. Cordoso and Faletti conclude
that common interests i.e., the economc prerequisites, between
the various classes of the centre and of the periphery and the
rel evant states lead to class and state alliance. |In a manner the
econom c processes occuring in the periphery are seen as
originally linked to social and political processes. They require
to the investigated jointly and not nerely analyses side by side
and then put together. Cordoso and Faletto understand dependence
as a part of social relations between various classes as well as
between those <classes and state. Thus  Cardoso finds
contradictions inherent in the state which created the nation
wi thout itself being sovereign, are at the heart of all dependency

issues.16

15
Cardoso, the Industrial Elite in Latin Arerica, in Bernstein (ed)

Under devel opnent and Devel opnent, op.cit. pp.193-194.

®Mar kowska. E. ' Dependency debate on the concept of the State, in

Econom ¢ papers, Wirsaw School of Econom cs, Warsaw.'
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The relations between the dom nant classes of the periphery
and of the centre are not only based on and limted to externa
fornms of exploitation and coersion. Such ties are deeply rooted
in the conformty of interests between these classes, Economc
alliances of classes of the Centre and the particular class in the
peri phery which realized the central bourgeoisie interests and
reflects the organization of international capitalism constitute
the origin of the classes formati on processes in the periphery.

Col | aborating with the central bourgeoisie in the process of
exploitation of the toiling nasses of the periphery, certain
peripheral classes not only foster the objectives and interests of
the bourgeoisie in the centre, but also reinforce their own
position in the social hierarchy becomng thus the ruling classes.
The remaining classes and social groups and this yields the
specificity of development in different countries of the
peri phery.

According to Cordoso, these economc alliances are not

18 " The choice of the col l aborating class in the periphery

| asti ng
is determined by current and long term interests of the
bourgeoi sie of the centre. At the sane tinme, as the dependent
17

Car doso. Associ ated Dependent devel opnent, theoretical and
practi cal I npl i cations In St ephen (ed) Aut horitarian
Brazil-origins, Politics and Future" New Heaven Press, London,

1977.

18
Cardoso, Associated Development, op.cit.
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capitalist advances, the spectrum of social forces allied to the
col l aborating class w dens. In this manner the incorporation of
the periphery into the world capitalist econony leads to the
emergence of a peculiar social system in which profits are
di stributed among the small section of the |ocal econom c interest
groups and international bourgeoisie. In Cordoso view the system
is not static, it reacts to the changes securing in the centre. 19
In relation to the problem of measurement of dependence,
Cordoso stresses that such a neasurement of dependence or
I ndependence of Sovereign states and its scope does not explain
key probl ens:
a) the dependence of which socio-economc classes or groups
has di m ni shed ?
b) which classes have becone nore independent ?
c) what alliances and interests wthin each individual
country and at the international |evel provide the dire-
ction to the historical process of devel opnment. 20
The problem of economc alliance as the fundamental cause of

dependence and under-devel opnment of the peripheral countries
belongs to the most w dely discussed issue with-in the dependency
t hought .
19

Cardoso and Faletto. Dependency in Latin Anmerica, Berkely press,
London, 1977.

20
Car doso, Capi tali st Devel opment and the State bases and
alternatives in "lbro-Americana", 1978,. Vol . 7.
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Cordoso's views were upheld by G Frank who thereby revised
substantially his earlier propositions. In his book "Lunpen
Bour geoi si e, Lunpen devel opment, Dependence, Class and Politics in
Latin America", Frank stresses that the nost inportant thing is to
understand under developnment in terns of social / economc
cl asses. According to him bourgeoisie generates the policy of
under devel opment in the economc, social and political life of
Latin Anerican nations through the use of Governnent as well as
ot her state instrunents.

Later C Leys in his study of Kenyan society and econony
arrives at the conclusions simlar to Cordoso's that peripheral

bour geoi sie collaborated with the bourgeoisie of the centre, and

22
it is its natural ally in the exploitation of the peripheral.
The outflow of surplus is in view of Leys secondary
i mportancein so far as it is a natural phenomenon in the
capitalist developnment of the periphery. He also says 'under

devel opnent of the periphery is not caused by the transfer of
surplus which is appropriated by the metropolis capital, and this
is irrespective of its dinmensions. Such transfer should be
considered as an effect of peripheral structure which discourage
production investnent that would rely in the surplus generated in
21

A. G. Frank, Lunpenbourgei osie, Lunpen devel opnent Dependence,
class and Politics in Latin Anerica, New York, MR Press, 1972.

22
C. Leys, under developnent in Kenya - The Political Econony of
Neo- col oni al i sm London, Hei neunon, 1975.
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t he periphery.23

The second thesis was not confirnmed by the Canadian
econom st Ms. Ni cola Swainson, in her detailed study of capital
structure in local and expatriate corporations in Kenyan
I ndustries, she maintains that |ocal capital extended its pattern
of accumulation into manufacturing industries. This has led to
cooperation as wel |l as conpetition with foreign capital.?

This is a conpromse between the two extrenme formnul ati ons of
Leys. It is possible to affirm therefore, that at early stages
of devel opnent the peripheral econony is dependent upon the
internal social structures while at sone later stages it is
dependent upon the internal and external structures.

Economc and class alliances are clearly relevant to the
problem of the state activity to its role in the transm ssion of
dependence as well as to the nature of peripheral devel opnent.

The state policy as resultant from the class struggles and
the fundanental relations of dependence in the periphery is,
according to the D School subordinated to the nechanism of
operation of the world capitalist econony. The state under
peri pheral capitalism developed and strengthens as a resultant

policies pursue by the domnant classes which are favourable to

3C. Leys, Capital Accumulation, <class formation, Dependence.

Soci al i st Regi ster, London, 1978.

2N, S. Waki nson. The Devel opnent of Corporate Capitalismin Kenya,
1918- 1977, London, Hei man, 1983.
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the devel opnent of the corporate system as well as due to links
bet ween entrepreneurs are conducive to the energence of a specific
market, for the peripheral capitalism In its operation it relied
on inconme concentration and marginalisation of the society. In
consequence the state is being separated fromthe nation and state
policy does not serve the national interests. 25

As the D School developrment and its influence various studies
appeared which were focussed on specific types of synptons of
dependence (in trade, finance and technol ogy). The scope of these

studies was usually restricted to the indication of various forns

and mani festati ons of dependence and of its inpact upon selected

sectors of the peripheral econony. Such studies were aptly
described by T.Billick as "Dependence worries" and were treated
as a separate strand. Killick as well as Caporaso, Zare and
Gobalet (all African Economsts) introduced the distinction

bet ween dependence and dependency. The forner is assuned to be
result of trade capital or technological ties wth other
countries. It does not lead to lasting negative economc effects
and econony, in question, is able to operate w thout such ties.
But dependency on the other hand springs from the integration of
25

T. Sant os ' Dependence Relations and Political Devel opnent in Latin

Aneri ca. some considerations' in |bero-Anerican, 1977, vol.8,
pp. 12- 18.
26

T.Killick "Trends in Devel opnent Economes and their Rel evance
to Africa, in Journal of Mdern African Studies, 1980, Book No. 3.
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the periphery into the world econony and as such generates durable
transformations in economc and social structures of the
peri pheral countries. Therefore dependency can justifiably be
seen as a w der concept than dependence.

1.6 DEPENDENCY AND UNDER DEVELCPMENT

The rel ati onshi ps between dependency and under-devel opnent
constitute the central problem as well as the main point of
contention of the D School. However, this is not to say that the
dependence witers devoted nost of their effort to its study. The
reverse is true, nost of their attention was directed to the
probl ens of functioning of the peripheral econony.

In the nultifaceted opinions of the dependence witers one
can discern three approaches to the problem of dependence and
under devel opnent of the periphery.

1. Dependency generates growi ng under-devel opnent of the
peri pheral countries in relation to the countries of the centre.

2. Dependency leads to a specific, distorted pattern of
devel opnent ie., to the so-called peripheral or dependent
capitalism

3. Dependency leads to a specific, distorted pattern of
devel opnent, in other words, dependence pronotes growh and
devel opnment in sone peripheral countries, while gives rise to
under - devel opnent in sone other areas.

27

S Lall "I's dependence a useful concept in anal ysing
under devel opnent ? - in Wrld Devel opnent, 1975, Book No. 11/12,
pp. No. 807- 809.
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1.7 DEVELOPMENT COF UNDER DEVELCPMENT :

For a long tine the D School was being identified with the
under devel opnment and as such attracted the attention of both
marxi st and devel opnent econom sts. The diagnosis of under
devel opment which was contrary to the western theory of the
identification of causes of wunder developnent in the external
factors ie. , the links with the capitalist countries and not in
natural and economc conditions prevailing in the backward areas
as well as the pronotion of the idea of disassociation from the
world capitalism as a necessary path of developnent in the
peri phery have made the D School world renown.

The works of dependence witers of 1960s were fairly uniform
in their conviction that capitalist developnent in the periphery
was inpossible both in case when it is inported from outside or
generated in an autononous fashion. It is quite surprising to
note that in spite of the initial relative unanimty as regards
the consequences of dependence there have always been quite
di vergi ng news anong dependence witers as to what the dependency
itself was. The difference were also particularly notable in
respect of manner and nechanisns through which dependency
I nfl uenced the under devel opnent in the periphery.

A.G Frank indicates the existence of internal and external
nonopolies in the economes of the peripheral countries. These
nonopolies saturate the satellite econony wth capitalist
structures and generate the phenonenon of exploitation of

satellites by netropolis. Its nmost visible manifestation is the
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28 A. G Frank

appropriation and transfer of economc surplus.
defined capitalism and feudalism are not nodes of production but
as a socio-economc system characterised by specific types of
exchange rel ati onshi p. He thus neglected their connections wth
class structures and relations of production and built what is
rightly enphasized by e.Laclau static and nechanistic nodel of
under - devel opnment  incapable of fully explaining the social
transformation brought about by capitalism in the peripheral
countries. 22 Sinmilar drawbacks are shared by nmechani sns of soci al
and econom ¢ under devel opnent sketched in the works of Dos Santos
and S. Am n. Dos Santos view is that capitalism was transferred
from the centre to the periphery along with the nercantilist
expansi on  of West ern Europe into the vast areas of Latin
Anerica. ¥

S Ann in turn clains that dependent capitalism (which sub-
ordinated pre capitalist nodes of production existing in Latin

Anerica) originated as a result of the dom nation of unequal

28
A.G.Frank "Capitalism and Underdevelopment, op.cit.

29

E.Laclau : Feudalismand CapitalisminLatain Anerica is New Left
Reviw, 1971
30

T.Dos Santos "The Cises of Devel opnent Theory and the Problens
of Dependence in Latin Aneri ca in H. Benstei n (ed)
Under devel opnent , the Third Wrld to-day - Harnonds Wrth

Publ i cation, 1973.
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exchange and asymmetric international co-operation. sl

Al'l the dependence witers subscribing to the devel opnent of
under devel opnent thesis do not nention the |loss of the economc
surplus. A .G Frank devoted to this pehnonenon in his analysis of
the exploitation of Chile, but hardly nmentions it in the case of
Brazil. Moreover, the proofs of large scale transfers of surplus
which are supplied by dependentists suffer from significant
nmet hodol ogi cal drawbacks. Dos Santos in his calculation |eftout
indirect contribution of foreign capital to the growh of
production exports and inports which has led to the exaggeration
of | osses. Besides, he did not consider the time |lag between the

noment of investnent outlays and the noment of repatriation of

profits generated by it so that the calculations were very
32

in-accurate. In Emanuel's theory of unequal exchange , We can
also find shortcomngs those can partly be sumed up as the
limtation of his argunent to the supply side only, the neglect of
demand in the price nechanism for both neans of production and
exchange of commodities. Profits that the devel oping countries
obtain from the production and sale of nunerous goods are
determned not only by this nechani sm described by Emmanuel, but
also by some other factors, such as nonopolistic regulation
qualifications and |abour intensity in both groups of countries.

The structure of resource allocation, state interventionist, which
3LS. Amin "Unequal Devel oprent, London, 1974".

32
A. Emmanuel "Unequal Exchange" OUP, New York, 1972.
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are all left out of consideration. I n consequence, Emmanuel's
theory is neither a sufficient proof for the existence of the
inequality of exchange nor does it yield sufficient evidence to
lack the thesis that dependence is at the root of progressive
under - devel opnent of the peripheral countries. A G Frank says
"even a nationalit Covt. can't successfully pronote capitali st
devel opnent because  of the constraints inposed by the
I nternational environnent". In his opinion the state remains an
entirely sub- ordinated el enment of global system irrespective of
its political sovereignty. 33one of the dependence witers
presented a full and convincing picture of all the nmechani sns that
could lead to the reproduction of wunder developnment in the
countries of the periphery. Their explanation raise nunerous
doubts and |eave nany questions unanswered. It was fairly
difficult to provide practical verification of Frank's contention
about the devel oprment of under-developnent. In spite of the fact
that Frank was fully conscious of the economc situation in Latin
Anerica which has resulted from the colonial and inperialist
expansi on, his definition of under-devel opnment is not quantitative
and neasurable but qualitative and non-neasurable. Fr ank
concl udes that "Underenploynent is not sinply lack of devel opnent
or non-devel opnment, but it constitutes a unique social economc
structure generated by the integration of a given econony into the
real m of devel oped capitalist countries.

33
E. Mar kowska, Dependency debate on the concept of the state in
Econom ¢ Papaers, WS. E, 1985, Wrsaw.
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The interests of foreign and |ocal business class are clearly
manifested in the <creation of export oriented enclaves in

agriculture and m ning. The indi genous business class fostered
34

est abl i shment of industries production of |uxury consunmer goods.

In this manner, the pattern of growth of denand, whi ch, by the
way, does not reflect the needs of the people. The energence of
dependent and distorted structure favoured the transplantation of
new order. Monopol i stic sectors which were not integrated into
the donestic economc structure, such as altered organizati onal
structure has effectively shifted the growth of denmand for |abour
and excluded large portions of Ilabour force from the market.
Additionally, this was the fundanental nmethod where dependent
capitalism di ssemnated against nasses. Thus, the dependency
witers analyzed the structure of the periphery fromthe point of
view of econom c mechanismthat created it.

The criteria followed by the dependence witer to the
eval uati on of under devel opnment are very general, quite inprecise.
They do not provide the basis for easy conparisons between
i ndi vi dual peripheral econom es. The dependency theory is
capable of giving a clear and precise typology of peripheral
countries as regards the level and character of underdevel opnent,
except different studies specified the individual regions (Latin
Anerica, The Caribbean , Africa and Asia). It is not all straight
forward to say that the poor suffers fromexploitation and if year

34
S.Amn - Accunul ati on Devel opnent : A Theoretical Mdel in Review
of African Political Econony, 1974, Vol.1
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to what extent ? A nunber of D School witers assune that poor
classes are indeed exploited and oppressed but did not explain how
this takes place ?

Hence, |lack of conceptual clarity affects to an equal degree
the categories of under-devel opnent and expl oitation.

The radical witers in D School have given scope to nunerous
criticisns. The subsequent evolution of the D School was greatly
influenced by E Laclaw whose critique had given rise to new way
| ooki ng at dependence problens, and as well as the argunents of
Warren and Wi sskopf. The argunents of VWarren and Wi sskopf based
on the conparison of growh rates in the countries of the
peri phery and those of the centre in 1970's. By taking the four

South East Asian countries as exanples, Warren has denonstrated

that peripheral economes are capable of sustained growth through
35

the devel opnent of the industrial nmanufacturing sector. Wi | e
Wi sskoof showed that a nunber of peripheral econom es increased

their national incone at a faster rate than the centre.

CONCLUSI ON

So the grow ng devel opnent of under-devel opnent thesis was no
longer relevant for atleast three groups of countries (i.e New
| ndustrializing, Second generation of Industrializing and OPEC

35
B. Warr en, Inperialism Capitalist Industrialisation in Left
Revi ew, 1978.

%Y E Wi sskepf "Dependence as an expl oration of under devel oprent.

A Citique - Mchigan, 1976.
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countries). It looks Palns is right in stressing that D Schoo
witers are all too eager to junp from the analysis of specific
econom c, political and social <contradictions generated by
dependent capitalismto the conclusion that, in the situation of

dependence, capitalismhas lost its progressive character.
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CHAPTER - 1lI

BRETTON WOOD INSTITUTIONS AND DEVELOPING ECONOMIES
| NTRCDUCTI ON:

H storically 'Economc Liberalism was of Western

t hought where economc institutions like International Monetary
Fund (IMF) and Wrld Bank were infact the front institutions of
the western economc systens conprising of the early western
col oni sers who subjugated the colonies of third world during [ ast
three centuries. In other words, western econom es adopted subtle
packages for their inperialistic tendencies to be inposed upon
less fortunate countries. Such a mssion had been extended
universally that the western m ssionary zeal have now been changed
into a international nodel of economc devel opnent through the
vehicle of its preachings, a nodel that has yielded such wealth in
the west that has now becone a source of hope and emul ation to the
whol e wor | d. (ne consequence of this success is that economc
affairs of a growng nunber of countries in the third world have
been totally subjugated to the western financial institutions,
CGeneral Agreenent on Trade and Tariff (GATT) negotiations,
Mil tinational conpanies (MCs),experts and specialists,-all those
creators of wealth. : [
The manpower and natural resources of the devel oping
countries were arrogated to serve the interests of western
economc and industrial systens. Wen discussing the terns and
procedures  of I nt er nati onal trade treaties and agreenents

concerning GATT and intellectual rights and negotiating the terns
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of servicing our debts obligation to the west,historicity of
devel oping countries debts playing an adverse role w th unequal
treaties and open door trade agreenents, inposed by the invasion
of western conpanies. The developing countries can not retaliate
the invasion of the west nor can quantify the western debt to
t hem International trade with unequal though apparently to be
nmutual | y advantageous but the conbative cost advantage in the
hi storical experience of trade has been one of domnation by the
strong and deprivation of the wak as an instrument of
exploitation of the devel opi ng econom es.

According to the world bank and IM-, the crisis of the
country woul d undergo certain stabilization programmes in order to
overcone the problens. This chapter 3 divided into four sections
1) Bretton woods institutions and Role of India, 2) Stabilization
policies and Econom c reasons, 3) |M packages - sone case studies
and results, 4) Devel opnent Assistance and M\Cs.

1.1 BRETTON WOOD | NSTI TUTIONS AND | NDIA

The Bretton W ods conference held in 1944, designed an
institutional infrastructure that enbodied the principles of
liberal international economc order, while adherence to the rules
of the IMF woul d provide nmacro-economc equilibrium w thout which
the mai ntenance of a liberal trading system was economcally |ess
conpelling and politically nore difficult. The GATT provided
rules reflecting nultilateralismand non-discrimnation that woul d
enable the contracting parties to reap gains from trade accordi ng

to the principles of the theory of conparative advantage.
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India did not take an active role in the past rounds of
multilateral trade negotiations (MINs). An outside view is that
by taking a back seat, India took advantage of a free rider
posi tion. Its own trade restrictions were safeguarded by the
special and differential treatnent (S&T) accorded to devel opi ng
countries in GATT while India got the benefit of tariff reductions
negotiated in the successive rounds owing to the principle of the
nost favoured nation (MN) status.

But India viewis very different on GATT, India was placed at
a disadvantage in terns of negotiations and the net outconme of the
negotiations was that the tariff reductions on export products.
Besi des the beneficial effect of tariff reductions was offset to a
certain extent by non-tariff barriers set up by the devel oped
economes on which the rounds of negotiation have had little
effect. It is a process in which countries trade power they
command by virtue of their inports and exports in huge nunbers for
trade concessions. India whose share in world trade is 0.7% does
not have any |everage to obtain concessions.! United States (U9
used to obtain significant concessions from the EEC in Kennedy
round. I ndi a which probably suffered nore in relative terns from
Britain's entry into the community, tried hard but got no
conpensation fromEEC. In the recent round US sought conpensation
from EEC for losses it has suffered through the entry of Geece

and Spain into EEC, and has threatened punitive tarriffs on a

A V. Desai - Uruguay Round and India in "Dpnestic Trade Politics and
Uruguay Round" Col onbia University Press, New York, 1989.
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nunber of EEC products. India's textile products have suffered
too. The low levels of India's perceived economc interest in the
Uruguay round made its position there particularly vulnerable to
India's over all foreign policy. This has a positive and negative
aspects.

The net advantages to India from GATT until the Kennedy round
were two fold.

1) India received the benefit of the opening up to devel oped
countries. It did not have to abandon its quantitative
restrictions or bind its tariffs owing by Special and Differential
Treatment (S&DT) for devel oping countries for joining.

2) |If the structural adjustnent programme ainms to help and
assist the third world in their advancenent and economc
betterment, then poverty alleviation nust be integral to the
adj ust ment packages.

Since the basic objective of a poor country is to over-conme
poverty and to inprove economc betternment of the poor
classes,India's efforts to pronote exports manifest a nunber of
contradictions. Thus, the export of certain products puts them
beyond the reach of low income consuners. The consunption gap
between the rich and poor therefore widens, wth a consequent
receding of the goal of a reduction in economc inequalities.?

The present day interdependence is one which conbines

’Samuel Parmer - Self Reliant Development in an interdependent
world in "Beyond - Dependency"” edited by G F Erb and V.Kall ab,
Overseas Devel opnment Council, 1975, New York.
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sophi stication cones from enhanced technol ogical capabilities and
expanded social intellectual awareness, the symetry energes out
of a new egalitarian norality conbined with a nore balanced
capacity for nmutual harm The conbination of an egalitarian ethic
and reciprocal vulnerability wthin a framework of w der
technol ogical and intellectual frontiers provides the essence of
mat ur e i nt er dependence. *
I1. STABI LI ZATI ON PCLI G ES AND ECONOM C REASONS

Stabilization programconsists of five kinds of policies they
are :
a) '"Austerity' in the sense that the public sector is expected to
contract its fiscal deficit (in real and even in nomnal terns)
and to borrow less from the Central Bank, and include cuts in
state spending for public investnment and social service programes
resulting into higher prices for products supplied by public
enterprises and increased taxes.
b) Revision of the exchange rates in nost cases directed towards
weakening or devaluation of the host country. Appreciation is
occasional ly recommended as a anti-inflationary neasure.
c) Monetary restrictions, involving not only restriction on credit
to the public sector, but also reduced private credit limts,
interest rate increases, and simlar nanoeuvres as applicable in
the institutional context.

d) Policies aimed at inproving economc performance in the nedi um

5A. G Mazrun - The New Interdependence in "Beyond Dependency"
edited by GF.Erb & Kallab op.cit.
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term Since the IM- and Bank are mnarket oriented their
suggestions wusually include 'liberalizing and privatization' if
the system by renoving state interventions in domestic r.arkets
Lowering trade barriers and easing off on exchange controls. More
specific recommendations nay include interest rate increases
consistent with tight noney ained at raising saving cuts in the
real wage. Price incentives for exports and usually non price
supply policies such as directed planning and public investnent
are given short shift.
e) Inconme policies consistent with the manoeuvres just enunerated
are used to redirect specific paynents flow, wage restraint,
revision of subsidy and transfer paynents programres and stimnul ate
for inport-substitution or export pronmotion which favour certain
economc groups are frequently observed. Thus all these are
called as stabilization neasures of the fund and bank.
1. A URUGUARY ROUND OF GATT AND INDI A

Though, initially India opposed to active participation in
GATT rounds and earlier plagued by the bitter disputes e.g. on
Agriculture, as well as between the developed and devel oping
countries, the Uuguay round was successfully concluded in April,
1994. A key feature of the agreenent was the carefully bal anced
set of concessions between the devel oping and devel oped countries

that covered the three nmain sets of negotiating issues.

4 . : .
Wder Studies in Devel opnent Econom es. Lance Tayl or

Varieties of Stabilization Experience, xford, Calarendox.
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In brief they are as follows:

X) The issues not previously covered by GATT and involving
forms of deep liberalization previously mentioned, specifically
a) trade in service, b) trade based aspects of investment
measures.

2) 1ssues covering areas that had initially been subject to
standard GATT rules but were later excluded from GATT discipline
for special reasons namely, Agriculture and Textiles / apparels ;
and

3) Those related to traditional GATT issues such as tariff
Li beralization, subsidies, dunmping, Govt.procurenment, technica
barriers of trade, dispute settlenents and institutiona
reforns.

India earlier to md-1991 twice tried stabilization policies,

the first programme involved a devaluation in 1966. The other one

the process of trade |iberalization was supplemented by sone
easing of industrial Ilicensing and fiscal reform in Sri.Rajiv
Gandhi's early admnistration. It was not wuntil the macro

economc crisis of 1991 forced into the arms of World Bank and | M

5Robert Bal dwin - Devel opment prospects under i ncreasing
G obalization - a paper presented in International Conference on
India's Econom c Reforms, 12h February, 1996 at |CRIER, New Del hi
* | CEG, Sanfransico, USA.
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so that a nore serious attenpt at Liberalization.®

It is argued that growth in Indian Econony constrai ned by one
or nore of three factors.’

1. Potential Savings

2. Food Supply, and

3. Avail abl e Forei gn Exchange.

During the last 3 decades trends in Agriculture output growh
accel erated due to new technology, public investrment in irrigation
and supportive price policy, al though the econony renained
vul nerabl e to adverse food supply shocks from bad nonsoons. At the
sanme tinme, the rural incones of agriculture origin, and incone
distribution shifted towards the urban mddle class and upper
maddle class and rich class for several reasons (worsening terns
of trade and falling wage share) making the aggregated consunption
basket nore towards non-food intensive itens drawn from inports
and less of food intensive itens due to denonstrative effects of
change in inports and consuner preferences. Wth the rise in oil
prices of 1973 onwards the above trends drained off foreign
exchange causing binding restriction on grow h.

I11. I M PACKAGES- CASE STUDI ES:

Trade liberalization may stinmulate output (at least in nedium

®Deepak Lal : India & China Contrasts in Economc Liberalization?

Wrld Devel opnent Vol .23. Geat Britain-

"MAbjit Sen - Stabilization - Indian Experience - in Wder Studies

I n Devel opnent Econom cs. op. cit.
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tern) by creating neo-classical economc efficiency gains. It
may al so hold down inflation rate, if the law of one price broadly
applies, such views are typically Brettonwoods institutions. By
contrast the wder studies® suggests that |iberalization may
force de-industrialization if it draws in inports and not have
much effect on inflation, if the laws of one price is not enforced
by a visible presence of price, conpetitive traded goods in the
system Anti-liberal policies such as inport quotas and export
subsidies have positive effects wunder these circunstances.
Col onbi a and Kenya provide successful test cases.

Exchange liberalization may facilitate capital inflows and
create financial depth in the downside it can permt flight and
precipitate exanples of the latter events as well as situations
like Colonbia's and Brazil's where exchange restrictions held down
capital flight. The Wrld Bank and Fund (IM) feel that, because
it renoves distortions exchange liberalization should be pursued.

Interest rate hikes typically reduce aggregate denmand in the
short run, wll they also be inflationary by driving up working
capital finance costs ? several w der studies reports that
stagnation after interest rate hike in their economes is observed
| M= says that such outcome never occur.

In the short-run devaluation tends to be inflationary by
driving up intermediary inport costs and there by final goods

prices through markups. The higher prices cut real wages while

8Lance Taylor - Varieties of Stabilization Experience - in Wder

Studies - op. cit.
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deval uation itself reduces national purchasing power when inports

initially exceed exports. At the sanme tinme real depreciation nay

stinmul ate import-substitution and an export response through
the first two channel s devaluation wll mnake output contract
especially in a stagnant econony. Better trade perfornmance may

nmake GDP to go up.

Deval uati on has econony w de repurcussions dependenting on
institutional circunstances, in primary exporting countries. |t
is a tool of fiscal policy, the cash flow of state narketing
boards and depends on the difference between producer prices and
the exchange rate determned by broader price of export crops.
El se-where Walth effects nay be inportant, aggregate denand
probably feel no further, that happened in Mexico after 1982 due
to deval uation which increased the value of capital that has flown
across the border in Peso (Mxican Qurrency) terns, stinmulating
tp spend on the part of rentiers. The country studi es enphasize
such linkages ; but Brettonwoods approach is to turn themdown in
favour of price induced substitution effects.

One nay ask whet her deval uation and other price policies wll
inprove readability (reducing inport co-efficients and increase
export market penetration) by thenselves ? Alternatively is
deval uation effective only in connection with other policies such
as direct credit, inport tariffs, holidays for exporters and
commodity targeting along South Korean lines of 1960s and 1970s
and so on.

The Brettonwoods institutions view is that devaluation and
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other price signals do not require conplenmentary interventions to
wor K. g The authors studies are opposed to it.

Latin Anerica caught in Debt-trap by raising interest
paynments on foreign debt and falling exports proceeds due to
recession-structural adjustnent becane the order of the day
replacing basic needs of growh wth wequity in devel oping
econom es. Govt.s have to take Draconian neasures to cut public
i nvest nent programres and inports, workers have to accept reduced
| evel s of purchasing power and enployers had to adjust to
protectionism abroad and | ack of foreign exchange at hone.

V. DEVELOPMENT ASSI STANCE - MN\Cs

As the result of Wrld Bank and | M- packages into devel opi ng
economes the Iliberalization and privatization takes place as a
result of nultinational enterprises / conpanies (MCs) cones into
t hepicture. *°
I V. 1 MNCs pursue their foreign investnents for three main
reasons.

a) To take advantage of sales potential or to avoid barriers
t inports in the host countries.

b) To take advantages of cost-opportunities (particularly

I nt ernati onal Labour Organisation (ILO - Structural Adjustnent
by whom ?, for whom ? - Asian Enploynent Program (ARTEP) New
Del hi .

YConst anti no, V. Vai sot s- Foreign | nvest ment & Productive

Knowl edge-i n Beyond Dependency, op.cit.
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| on-wage / cheap labour) in the host countries that are critical
to the conpetitive position of their products in world markets,
and

c) To secure access to foreign sources of critical inputs,
such as mneral resources.

V. 2A study by United States of America (USA) Senate
indicated that the late 1960s the USA obtained significant overall
benefits fromthe Wrld-Wde operations of US based MN\Cs.

There are atleast two different perspectives from which the
economc effects of foreign investnent on devel opi ng countries can
be evaluated, the first involves analysis of different economc
indicators of the inpact of foreign investnent (eg. incone
effects, BOP effects and enpl oynent etc) on host country al one.

The second requires analysis of the total benefits obtained
from such investnent and the way they are distributed anong all

participants.

CONCLUSI ON

Sonme of the negative effects could have been reduced or even
avoided by correcting certain Covt, policies such as the high

| evel of protection of foreign affiliates although, such policies

USA - Senate Commttee on finance "Inplications of MCs for
Wrld Trade and Investnent and for US Trade and Labour
Washi ngton D. C
- US Govt. Printing office, 1973.
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are not independent of the ternms set by such firns as conditions
for their entry into the country. Not all investnents are in the
interest of host-countries, in such cases devel oping econom es
need to have an evaluating and regulatory capability and the
political will to refuse the entry of such investnents in the
first place. After comng across all these facts and results of
studies of different economes, it is clear that |M and the Wrld

Bank could and influence the devel oping countries devel opnent.

48



CHAPTER - IV

PUBLIC SECTOR - ORIGINS AND GROWTH IN DEVELOPING ECONOMIES

| NTROCDUCTI ON:

Most of the developing countries has been shifting from
nmassive investnment in the public sector. Mich of the output of
the public sector plants was in the production of capital and
basic goods (the forner includes machinery, while the latter
includes basic internediate products as fertilizers, heavy
chemcals, cenent, iron and steel, and non-ferrous netals). The
larger private firnms which cane under the licensing and other
control procedures of the Government were largely concentrated in
the production of a few agro-based internedi ate goods (non-capital
and non-basic inputs) and final consuner goods. The results of
earlier industrial ©policies in the developing countries were
m xed. Despite public sector achievenents of comrandi ng heights
and capital intensive diversified products of growh in the
devel opi ng countries there were problens of structural
retrogression and stagnation in the industrial sphere since md
Si xties.

Apart from the statutory which were applicable to the public
sector was subjected to additional controls, the expenditure of
foreign exchange by the public sector enterprises was subjected
to far greater scrutiny by govt. departnents, than was the case
wth the private sector, the matter of pricing and distribution

and even in respect of what it produced, the public sector was
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subjected to far greater control than the private sector. The
results in the public sector have been long delayed in
deci sion-making, all too often very weak managenent, inability to
reduce results in the public sector have been l|long delayed in
decision- making, all too often very weak managenent, inability to
produce |abour costs, and a frequent high-cost, Jlowreturn
oper at i on. In addition, while originally, govt . -ownership was
neant for capital goods and basic industries, public ownership
has served as a last resort for manufacturing Formerly private
firns that would have other w se gone bankrupt are closed, adding
to the local unenploynent. In this chapter we are going to prove
public sector in devel oping countries and how that would lead to
present situation in the light of l|iberalization era.

1.1 ROLE OF PUBLI C SECTOR VS PRI VATI ZATI ON :

There have been the rapid strides attaining comrandi ng
hei ght s unchecked for growth in public sector investnents in state
owned enterprises (SCEs) in many developing countries Ilike
Mal aysia, Malaw, Trinidad Tobago, Papua New Quinea, Kenya and
India, during their post-independence period. This comon feature
to all was/is on account of sone of those devel oping countries
ad- opi ng soci al i stic systens, sone adopted m xed and others even if
they adopt capitalistic system Wherein the role of public
investnments in critical and strategic sectors was / is not ruled
out but nore often found obligatory atleast to serve as
contra cyclical neasure and to regulate and assist if not to

control the role of public sector. Particularly in mxed econony
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like India both the experience and policy have been that the
public sector, 1in addition to its role of state-owned public
enterprises to grow in comand heights, served to assist,
I ncentive, help-regulatere-invigorate, channelize and control, as
per devel opnent plan priorities the private sector investnents;
and admnistering the supplies at reasonable control prices of
public goods to the advantage of private sectors activities, i.e,
stimulating effects rather than crowding-out effects to function
both as conpl enment s but not as conpetitive substitutes
irrespective of the above features of public vs private economc
system and [ or institutional setup and <changes in the
institutions and in their systens both the sectors are nutually
reinforcing for their growh, both enploy public investnents can
set for growth of private sector or coporate sector.

There have been rapid strides attaining comrandi ng heights
unchecked for growth in the public sector investnents in SCES in
devel oping countries in the past. For many devel oping countries
including those covered in the study the dom nant feature of their
post -i ndependence economc history has been the rapid growh of
the public sector. Public intervention in the econony was a since
quanon of policy thought the 1960s and 1970s, and the SCE sector
has been one of the nost comon instrunents used to effect such
I nt ervention. The SCE sector has traditionally been a nmajor
consuer of resources and credit is responsible for a major share
of fixed capital formation is one of the |argest enployers in many

economes and accounts in nany cases for a large share of the
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public sector deficit.

Measurenents relating to growh of public sector depends on
data reliability and differences in definition and biased due to
Inter-agency transfers and other off-budget resource flows.
Estimates vary wi dely but some strong trends energe. Nellis !
conservatively estimated that for a sanple of sub-saharan African
countries, the contribution of the SCE sector to total GOP was
17% He noted el sewhere 2 that this mght blow with a high
variance, having nany cases (even outside centrally planned
economes) where the SCEs accounted for over 50% of total CDP.
The public sector generally accounts for a simlar proportion of
gross investment, although in the snaller economes especially in
Africa, the share is higher. The considerable presence of the SCE
sector is offset, however, by the flow of funds to it from other
sectors of the econony. The SCE sector is rarely a generator of
surplus funds, and on average is a net debtor with respect to
central government (and through the Govt. budget to the donestic
and foreign private sector). A recent evaluation by the Wrld

: . 3
Bank shows that, for a sanple of 25 developing countries t he

Nellis, JLR - Public Enterprises is Sub-Saharan Africa Wrld
Bank Di scussion paper 1. Washington D.C 1986.

2I\IeI lis and Kikeri - Public Enterprises in Sub-Saharan Africa.
Wrld Bank D scussion papers 4 Washington, D C 1989.

The World Bank Wrld Devel opnent Report, Chapter 8, Wrld Bank,
Oxford University Press, New York, 1989.
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nmedi an SCE contribution to the overall public sector deficit was
48% Its share of donestic credit has been estimated at around
30% with a simlar share of total external debt.4 The SCE sector
I's however, frequently highly skewed and in general a small nunber
of SCEs account for a large share of output, total enploynent and
new profits or |osses. For exanpl e, the aggregate total
performance for the SCE Sector in Malaysia (which as a whole is
profitable) is highly distorted by the size and profitability of
the Nationak G| GConpany (PETAONAS) whose turnover al one accounts
for alnost 30% of the total turnover of the 100 SCEs in the
country. ° Behind this aggregate lies a large nunber of poorly
perform ng conpanies. A simlar exanple conmes from Jamai ca where
the conbi ned budget of the 21 largest SCEs were equivalent to the
total Central Govt. Budget. The sector is simlarly skewed
interns of its areas of involvenent, especially in Africa. SCEs
generally are domnant in the utilities sector for exanple 86% of
utilities in Africa and 6% in Asia are publicly owned.

In Africa, however public ownership also tends to domnate in
the transport (41% and Mning (55% and is also a najor player in
the Manufacturing sector (21%. Exposure in the manufacturing

sector is significantly lower in Asia and the Cari bbean where the

4The Wrld Bank Wrld Devel opnent Repot, Chapter 8, Wrld Bank,
xford University Press, New York, 1989.

5 : : .
Peopl es National Bank - Economc Report of Treasury - Ml aysia -

PNB, EPE and KLSE, Annual reports, Ml aysia, 1990.
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i ndi genous private sector is generally buoyant® the doninant
presence of the SCE sector across many sectors serves to underline
the fact that SCE performance is as nuch a matter of macro
econom ¢ nmanagenent as it is of mcro economc efficiency.

1.2 GROMH PATH OF SCEs Vs PRI VATI ZATI ON:

The state owned enterprise sector in the countries broadly
followed simlar paths of specific experiences through different
countries experience varying stages in devel opnent of each. The
common experience reflects the main political and economc
concerns facing all devel oping countries over the last 30 years or
so. To some extent the various responses to the crisis of the SCE
sector, especially privatization incentives, follow the same
pattern in which divergence of approach nmainly reflects underlying
circunstances rather than fundanentally different objectives.
Thus the privatization debate in developing countries is
significantly notivated by the search for new instrunments through
whi ch these sane objectives can be pursued.

The facts of the growth of the SCE sector in the countries
and its subsequent declining viability are presented as foll ows.
The initial period follow ng independence and lasting until the
late 1960s saw only gradual growth in the sector, wth the state
taking an active role in the provision of naturally nonopolistic

services and, to some extent, in the purchase and nmarketing of

®John H Dunning - Multinational Enterprises, Economic Structures
and International conpetitiveness. Chi chester United Kingdom

John Wl ey Sons, London, 1988.
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primary sector outputs. The pervading strategy in other sectors
was one of Lessaiz-faire in which foreign capital and nanagenent
played a domnant role what was known as industrialization by
governnment invitation and participation outside its core areas
being driven principally by reaction and political expediency
rather than by an active policy of interventionist. By the late
1960s and the early 1970s, political thinking, often in response
to measurably  worsening incone distribution and rising
unenpl oynment in these new economes, shifted towards nore careful
econom ¢ nahagenent, in which public sector investnent and
enpl oynent decisions were grounded in a nore exlicit welfare
neasures and in which the interests of the indigenous popul ation
were strongly represented. Particularly favorable economc
circunstances of the early 1970s assisted in the pronotion of a
rapid (and ultimately unsustainable) growh in SCEs sector. Based
on these ideas, strongly Govt, intervention, based on a m xture of
Govt. investnment in commercial activities and to a much |esser
ext ent, outright nationalization, was financed through the
conbination of favourable shifts in the terns of trade facing
devel opi ng countries in the md-70s and a high inflow of official
and commercial foreign capital by the end of 70s the SCE sector
was the dom nant player in many of these countries.

It was found that ownership, whether public or private, is
not our evaluation but the key determnant of enterprise
performance and the efficiency of resource allocation. As such

the gromh of the SCE sector need not be viewed strictly as a
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problem however, as is wdely and broadly seen, the growth of
the SCE sector during the 1970s has been matched by a decline in
its level of financial viability and a concomtant rise in the net
flow of resources to the sector. |Its drain on public finances and
the inefficiency of this large sector remained as one of the the
problens facing CGovt.s in sustaining the SCE sector were not
nerely concerns about mcro-economc efficiency but rather had
macro econom c effects on both the demand and supply sides of the
econony. Consequently the sectors poor perfornance was seen as a
naj or contributory factor to the alarmng economc crisis.

By the end of the 1970s the SCE sector in many devel oping
countries was performng very badly indeed. The problens of the
sector is well known’ viz.,

1. Political interference

2. Political appointnents were w despread

3. Public accountability was nom nal

4. Control of managenent was weak and

5. Admnistrative functions overwhel med commercial activities
.contradictory objectives dom nated. |nvestnments were excessively
capital intensive and often suboptinmal responsiveness to narket
condi tions was often non-existent.

Many of the firns that had been taken over by Covt. on the
argunent that a) they were being run badly by the private sector
had no corporate plans for recovery, and b) often perfornmed even

worse under state ownership than under the private ownership from

'Shirley - Managing State owned Enterprises, Wrld Bank Staff
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whi ch they were supposedly rescued, c) on the top of this, it was
not wunusual for the sector to face chronic organizational
deficienciesin its relationship with central govt., involving
multiple controlling agencies, overlapping of functions, and an
absence of performance criteria.

1.3 SPEA FI C COUNTRY EXPERI ENCES*- DI STI NCT PHASES OF DEVELOPMENT
IN SCE SECTCR :

A JAWA CA :

three distinct phases of developnent in the SCE sector can be

differentiated for Jamaica. The first occured up-to independence
in 1962. During which the Governnent's role in the Econony
focussed on the creation of regulatory regine and the devel opnent
of the key infrastructural sectors. The main areas of operation
at the eve of independence were in regulation and pronotion,
social and community services, and manufacturing sector was
restricted to intervention through two developnent finance

corporations, while all the public utilities, except the railways,

water and the post office, were still foreign owned.
The second phase coincided with the era of the first post
g
I ndependence governnent (the Jamai can Labour Party's) and the

creation of an explicit commtnent to greater state participation
in the econony. Although there was sone growh in the fixe of the

SCE sector during this period, the mgjor growh did not occur
8).L.P. - The Jamai can Labour Party | )
. e - Y i ol 0p- L3 GRY
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until the third phase following the election of the first PNP
(Peopl es National Party) Governnent in 1972.

The PNP Covernnment commtted to a socialistic economc
strategy and adopted an aggressive industrial program ained at
direct control of the econony, and the achievenent of incone
distribution goals. The growth of public sector during the late
70s was both precipitate and chaotic, and by 1980 accounted for
around 20% GDP. Loss making SOCEs abounded, accountability
structures becane anmazingly diverse, while the financial control
and nonitoring system was noribund. OQver staffing and the
intricate weave of price controls to which the sector was subject
rational resource allocation virtually inpossible.

b) TRINIDAD & TOBAGO:

A Simlar three phase devel opnent occured in Trinidad and
Tobago, the first phase from 1956 (the date of independence) to
1970, enbraced an identitital non-interventionist stance which
conbi ned the active pronotion of private sector led industrializa-
tion wwth the creation of a regulatory framework, although a snall
nunber through bail outs. Followng the Black Power Riots in
response to increasing unenpl oynent and worsening incone
distribution, the early 1970s saw a revaluation of the role of
state intervention in the econony.

The second phase wtnessed the shift toeffective Governnent
i ntervention through SCE sector devel opnent, this change in policy

coincided with a rapid expansion of state revenue follow ng the

°P.N. P. - Peopl es National Party, Jamai ca.
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1973 increase in the Gl Price and the discovery of the Natural
Gas O fshore.

The CGovernnent was able to finance the expansion of the SCE
sector throughout the 1970s and 1980s through a policy of both
nationalization and Gover nnent, backed creation of new i ndustries.
By 1986, the Government was the majority shareholder in 46 firnms,
in 35 of which it had 100% ownership. By 1985, the total value
added of the SCEs was 16% of CGDP, SCE sector enploynent accounted
for 13% of total fornmal sector and capital investnment for 26% of
the total. °
c) MALAYSIA :

In Ml aysian econony the origins of the SCE sector are
initially tied up with the new Economc Policy (NEP) devel oped in
1970 following riots in Kuala Lunmpur in the previous year. The
NEP is an affirmative action program designed to reduce and
eventual |y eradicate poverty by raising inconme |evels and increase
in enploynment opportunities for all Malaysians, and to correct
econom c inbalances so as to reduce and eventually elimnate the
identification of race with economc function. Prior to 1970s
Governnent participation in the econony was limted to regulatory
infrastructural and marketing operations.

The 1970s witnessed an unparalleled growh inequity

acquisition by the CGovernnment and its holding conpanies. As a

I nternational Finance Corporation (IFQ - Various Annual Reports
and Facts Books of Energing Stock markets, Oxford University
Press, New York, 1990.
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result through viewed as being fundanentally a market oriented
econony by 1980s the SCE sector in Ml aysia consisted of
approximately 1150 enterprises, conprising the traditional core
sectors i.e, transport, communi cations, water and energy.
Additional inportance was given to services sector, finance
sector, construction and manufacturing sectors. As a result of
overall resources of the SCE sectors were hidden by the early
1980s t he sector accounted for 25% of Q@P.

d) . SR LANKA:

Economc policy in Sri Lanka since 1940s has been directed
towards the reduction of wunenploynent and the alleviation of
poverty. In the first 30 years after independence in 1947, the
probl em was addressed by expanding the agriculture sector, and by
expanding the agriculture sector, and by pronoting an
i mport-substituting industrialization strategy built around a core
SCEs. SCE sector grew fromthe late 1950s through nationalization
in the plantation sector, transport and financial sectors.

In the 1970 Covernnent business undertakings act cane into
effect, and in 1971 land reforns act paved the way for the
creation a large nunber of Governnent owned business undertaking
and accelerated the process of nationalization in the plantation
sector. By 1977 there were 250 SCEs covering all areas of
economc activity in the econony, accounting 20% of GDP and 35% of

G oss Investnment and 40% enpl oynent. However the growth in the

Y'Mnistry of Finance - Econonmic Report 1990 - Kaul al anpur,
Mal aysi a, 1990.
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sector had slunped and enploynent creation had stagnated. In the
1977 liberalization of Sri Lankan econony contained the seeds for
the latter attenpts to rehabilitate SOE sector and to proceed
towards privatization. 12

e) KENYA :

The origins of the SOE sector in Kenya extended back to the
early 1900s, with the creation of the East African Railway System

i nking Monbasa on the Coast with the inland cities of Nairobi and

Kanpal a. After independence in 1963, public ownership was
wi despread in infrastructure, agriculture marketing and also in
finance sector. Until the late 1970s attention shifted towards

the role of the state in resource managenent, under the '"African
Soci alism . This conbined with the goal of Kenyanization i.e,
rapid acceleration of the transfer of econom c control/power from
the hands of foreigners and Kenyan Asians to Kenyan Africans. By
the 1980s the SOE sector in Kenya consisted of 150 SOEs accounti ng
15% of GDP in the late 1970s and simlar proportion of G oss
capital formation, 30% of enploynment and 50% of public sector
capital formation but later 1970s the SOE sector revealed the
critical state and gave way for |iberalization reforns. !
12

Central Bank of Sri Lanka - Review of the Econony, Col onbo Press,
Col onbo, 1989.
13

I.MF. Staff papers . The Kenya Govt. Fiancial Statistics - Flow
of funds - State Omed Enterprises Sector - Kenya, Oxford Press,
New Yor k, 1990.
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f) MALAW :

In Malawi SCE sector is small in nunber of enterprises (it

consists of 24 enterprises only) it accounts for a major share of
@P (25% in 1984) . Malaw's SCE sector has evolved in a nanner
alnost identitical to that of Kenya. After independence of WMl aw
too got into public investments in infrastructure sector and
devel opnent finance sector, in the early 1970s practical nore
interventionist stance pursued in the early 1970s and i npl enented
through the operations of three large holding conpanies, the
Mal awi Devel opnent Corporation (MDC), the Agricultural Devel opnment
and Marketing Corporation (ADMARC) and the Press Corporation 14,
which were rapidly involved in the pronotion of the manufacturing
and service sectors. As with Kenya the 1970s were relatively
favourable terns of trade which conbined with |ow producer prices
to generate large cash balances in the hands of ADVARC These
were invested in the non-traditional sectors. These investnents
were not self sustaining and the terns of trade reversal in early
1980s exposed weakness in the SCE sector, these weaknesses
transmtted thenselves in to problens of nmacr o- econom ¢
nmanagenent .

g) PAPUA NEW GUI NEA :

The SCE sector in PnG is the smallest in the countries we
covered in study, both in absolute and terns to CDP. The SCE

sector accounts for approximately 10% of GDP and 8% of total

YThe World Bank - FEconomic Statistics on Mlaw - Oford
Uni versity Press, NewYork, 1989.
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capital formation and a simlar proportion of enploynent. | t
consists of 40 enterprises, covering commodity marketing,
commercial statutory authorities (CSAs) which cover the min
utility sectors and finance and a nunber of snaller commercial
enterprises. The SCE sector is profitable. In the 1980s the SCE
sectors problens were dissimlar to that other countries. PNGis
a mneral based econony and stands to enjoy a substantial boom in
that sector. The challenge for the non-mneral sector is how to
manage the consequence of a mneral boom so as to avoid the
problens of non-mneral sector, and latterly in respect of
privatization, it has been nore an issue of optinmal managenent for
the future an issue of optimal nmanagenent for the future than
response to failures in the past.

h) INDA:

Prior to 1947 there was virtually no public sector in the
| ndi an econony. As on March 31, 1992 there were 246 Central
Covernnent organi zed enterprises, excluding banks, financial
institutions and departrmental understandings like the Railways,
Posts etc. Qut of the total investnment of Rs.135,871 crores at the
end of March, 1992 the share of enterprises producing goods
amounted top Rs.102,713 <crores (75% and that of service
enterprises was Rs.32,085 crores (23% . The balance of Rs.1,073

crores was accounted for by conpanies under construction. 15

15
Y.K Alagh - Policy Gowh and Structural GChange in Indian

| ndustry - EP.W, Vol.22, pp.19-21, Bonbay, My, 1987.
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i) PUBLI C ENTERPRI SES UNDER STATE GOVERNMENTS :

As on March 31, 1992 there were 636 state |level public
enterprises functioning in 24 states. the investnent in State
Enterprises as on March, 1986 was of Rs. 10,000 crores. The 1956
i ndustrial policy resolution adopted the socialist pattern of
society as national goal led to a enlargenment of the role of
publ i csector. '®

From the table 11l it may be noted that 48% of total
enpl oynent (i.e. 88 lakhs) in the public sector is in governnment
adm nistration and the balance is spread in other econonc
enterprises run by the Centre, State and Local Governnent, the
share of public in total enploynent in the organised sector
reveals that in transport and communication, electricity, gas and
wat er and construction the share of public sector is in the range
of 9-98 percent, a situation of total domnance wth the
national i zati on of Coal sector and takeover of 20 major comrerci al
banks these has been a significant inprovenent in the position of
the public sector.

During the |ast three decades, the share of public sector in
Net Donmestic product (NDP) ha shown a steady inprovenent. Public
sector accounted for 10.5 percent of NDP in 1960-61 its share in
1987-88 has risen to 25% The increase is significant one. The
share of public enterprises, however, rose from®6.6.% in 1960-61 to

15.3% in 1987-88.

) .G Patel - On taking India into 21 st Century - Modern Asian

Studi es, Vol .21, pp.2, 1987.

64



Public enterprises survey (1992-93) has estimated the net
profits earned by the profit making enterprises along with the
| ooses suffered by loss incurring enterprises, during 1980-81 and
1989-90 there is a trend of decline in the ratio of |losses and a
serious reversal of trend has occured during 1991-92 and this
ratio has again junped to 59.3%

1.4 SHORT COM NGS OF THE PUBLIC SECTOR :

The main points which merit consideration are
a) MOUNTING LOSSES : A review of working of public sector
enterprises in India reveals that either the profits in them have
been deplorably 1low or that they have been making |osses.
Consequently, the losses are nmounting year after year. Data given
in table VI for the public sector enterprises both by the Central
and State Governments enterprises reveal that as conpared with
performance of the Central Government, the State Governments are
having perenni al | oss-makers like irrigation works, state
electricity boards and state road transport etc.
b) Political factors influence decisionmkingin |[ocation.
c) Delays in conpletion and increase in costs of construction
d) In efficient managenment.
e) Higher capital intensive ness leading to |ower enployment
generation.

1.5 FUTURE DI RECTION OF POLICY :

Standard conference of public enterprises (scope) expressed
opinion on the white paper of the Government of India on public

enterprises (published in the Economc Times dated No.v.'1989).

65



The principal problems facing the public sector in India are :

1) Excessive Bureaucratization ad lack of autonomy and no
accountability,

2) Political interferences and suggested,

a) Privatization of loss making units and reduction of controls,

b) Changing work ethos in public sector undertaking.

CONCLUSON

The performance of SOEs are becoming bad and leading to the

inefficient economies in mog of the developing countries.
There have been adopting to Privatization programs as a panacea to
the public sector's vices.

Experience of Industrially Devdoped countries in the
context of SOEs is sane but the privatization context is not.
Privatization experience over a decade in developing countries is
not simple. Privatization ad liberalisation have been mutually
reinforcing ad exhibit a complementasy role to peform in
developing economies. Privatization is strongly suggested for
SE ills in coming chapters will dealt with privatization

exclusively.
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CHAPTER - V

PRIVATISATION AND LIBERALISATION ISSUES : THEORETICAL OVER VIEW

| NTRCDUCTI ON

Two major inter-related issues becone relevant and inportant

when examning privatisation in developing countries. First, an
economc perspective firmly locates the key objective of
privatization as that of efficiency inprovenent, in the theory of
ownership transfer, which provides a coherent franmework for
anal yzing the design and inplenentation of privatization to becone
an integral part of structural adjustnent or part of a programre
which ains at an economc restructuring in order to inprove the
efficiency of resource allocation. As one of the fundanental
goal s, efficiency inprovement nmust be the yardstick agai nst which
privatization initiatives are judged.

Second, when theoretical argunents for privatisation are
grounded primarily in the economc conditions of devel oped
countries, and are applied to the developing countries, the
situati on becones nuch nore conpl ex. Conpetitive goods, capital
markets, high and efficient savings nobilization and effective
regul ation are exception to developing countries. Their absence
requires an adjustnent of the way in which the theoretical
arguments for privatisation are applied in devel oping countries.

In particular, it is necessary to focus attention on

Marshall CGoldman - "Economc Reform in the age of Hgh
Technol ogy ", New York, WW Norton, 1987.
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limtations to conpetition, correspondingly nore extensive role
for nmonopoly regulation and conpetition policy and on constraints
to privatization inposed by narrowWy based capital markets. In
other words, market structure, savings nobilization and regul atory
capacity in developing countries, lead us to conclude that an
adjustnment is required in the role of privatisation in devel oping
countries.

DEFI NCNG PRI VATI ZATI ON :

The term Privatization has been used to describe an array of

functions designed to broaden the scope of private sector
activity, or the assimlation of efficiency enhancing techni ques
generally enployed by the private sector. Essentially
privatization is only a process, and therefore the privatization
inplies the transfer from the public to the private sector of
ownership and / or control of productive assets, their allocation
and pricing, 2 and the entitlenent to the residual profit flows
generated by them Another formof privatisation is by clarifying
the nature and extent of the relationship between privatization
and the w der issue of economc deregulation. Many aspects of
deregul ation, such as price-liberalization, abolition of inport
controls and the deregulation of factor markets, wll affect the
performance of public enterprises, either indirectly through the
effect of deregulation on the conpetitive environnent in which the

firm operates. In principle, the distinction between the nature

2Pirie, M - Privatization in Theory and Practice. Adamsmth

Institute, London, 1986.
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and effects of the two concepts is clear, and indeed en-ante,
there is no logical reason why they should be connected. In
practice, however, the identification of the separate effects of
privatisation and deregulation on performance is often very
difficult.

No identification of privatisation is ever likely to be water
tight, and in nmany cases the extent to which 'Privatization' has
occured is a matter of degree and interpretation

PQLI CY OBJECTI VES COF PRI VATI ZATI ON :

Privatization and liberalization energed as policy issues
amdst the debt crisis and worsening fiscal perfornmances of the
early 1980s. Many Covernnents have enbraced privatization and it
has quickly found a position at the heart of programes of
economc reform of devel opnent. It has been viewed as an
instrument geared towards both short-term stabilization through
expendi ture reduction and also nediumterm supply si de
I nprovenents by pronoting nore-efficient resource allocation

1) The first forenost objective is that of 'Public Fi nance

Rati onal i zati on' . In the face of significant resource flows

privatization is seen as away of reducing net-budgetary transfers
and of elimnating confi nenent ext er nal debt-liabilities.
Moreover, wth Govts. under pressure to neet short-term budget
deficit targets, privatization proceeds can generate valuable
capital revenue, easing the pressure for expenditure cuts in other

areas, and also reducing the adverse effects, which deficit
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financing can have on donestic investnent. 3

2) The second set of objectives are the economc efficiency or

supply side objectives. These, as noted, are closely related to
the Dbroader issues of liberalization, and are particularly
relevant given the history of (Government intervention in
enterprise managenent. Attend to these two fundanental objectives
are a host of other, sonmewhat broader, ains associated with a
programre of privatization, and which thenselves are also centra
to current thinking on structural adjustnment debate. Anongst this
is the use of public sector divestiture to 'crowd-in' a private
sector. The direct relationship between privatisation and the
pursuit of each objective is often clouded by the nature of the
overal | policy environnent into which privatization fits.*

This chapter deals with these inter-related policy objectives
of privatisation initiatives in the following sequence of

subsecti on heads.

1.0 PRI VATI ZATI ON AND PUBLI C FI NANCE :

In ternms of financial inpact, the proceeds fromprivatisation
represent the capitalization of future net resource flows achieved

by the sale of the asset. Privatisation is a sinple liquidity

3d ade - State Shrinking - A conparative enquiry into

privatization, univ. of Texas, Austen, Texas, 1986.

“Pine- op.cit.
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transformation of the Governnent's net worth.® Sale of state
assets to the Private sector in an econony characterized by fully
efficient capital and noney markets full and cost |ess information
and neutral tax structures. The price at which the asset is sold
wll be the sumof the discounted future profits generated by the
asset . Thus the sale wll result in the public and private
sectors adjusting their relative liquidity positions, but |eaving
their respective networth unaltered. In particular whilst the
imrediate effect of an asset sale is indeed a reduction in the
current budget deficit, this nmust be offset against conpensatingly
hi gher defects in the future caused by the |loss of future earnings
- stream from the asset sold. However if governnent were to
invest the proceeds in incone earning assets, and in capital
markets are efficient, then the net earnings from investing the
proceeds from the asset sale is say bonds will generate a profit
stream of equal net present val ue.

The Private sector thus reduces its holdings of noney (or
other financial assets) and acquires equity in privatized
enterprises, while the governnent reduces its equity and increases

its hol ding of nmoney. Here the physical inpact is neutral.®

*The Wrld Bank - Wrld Devel opnent Report, Oxford Univ. Press,
New Yor k, 1988.

®The initial cash payment can be thought of in terms of subsidies

- Debt wite offs, etc., rather than cash paynents.
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CASH EFFECTS :

There are nunber of ways in which the public sector seller
and the private sector buyer may have different valuations of the
proceeds from a asset and hence bring about a real effect from
privatization.

OrHER METHODS :

There are other nethods in which the sale of assets can be

non-neutral many of which are more likely to be pertinent in
devel oping econom es. An obvious exanple occurs when the
governnent is «credit constrained either donestically through
controls being inposed on donestic credit expansion, or in

i nt ernati onal capital markets because of a loss of credit
wor t hi ness. such constraints increase the governnment's discount
rate (reflecting its preference for current revenue) relative to
the purchasers. The purchaser can consequently pay |less than the
value of the future profit stream - discounted at 1its (the
purchaser's) rate of discount.

a) TAX DI STORTI ONS AND VALUE OF PUBLI C FUNDS :

One recent contribution argues that real fiscal effects from
privatization are determ ned by the value of public funds in the
hands of governnent (Jones et al, 1990) The Jones, Tandon &
Vogel sang (JTV) nodel starts from a simlar basis to that of
neutrality result.7 They argue that i f, because of t ax

distribution and incentive effects the value of cash from the

7 : : . :
P. Kregmann - Dutch Tulips and Energing Markets, Foreign Affairs,

July- August, 1995.
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asset sale is greater in public rather than private hands, then
there is a net fiscal gain to privatization. They al so assune
that this reduction in the dead weight cost of taxation wll
generally occur and hence that there is fiscal, if ultimtely
neo-liberal rationale for privatization.

Vernon (1988) in commenting on JTV nodel raises a nunber of
guestions about its assunptions referring in particular to the

positive crowdi ng-out effects that such large scale transfers may
8

have. Needl ess to say the argunment acquires a greater degree of
conplexity when the purchaser conmes from the foreign private
sector, where the transfer of funds wll affect the fiscus not
only directly but also indirectly through the stabilisation
requi rements of changes in the bal ance of paynents.

The same argunents applies, perhaps nore strongly. Wher e
the purchaser is foreign and the governnent faces significant
foreign exchange constraints. Here, because of consequent

constraints on inport levels the CGovernnents valuation of current
9

foreign exchange will be higher than that of Private Sector.
Simlar non-neutralities wll occur in the presence of a
narrow tax-base or in any situation where an increase in the

marginal rate of taxation would decrease Covt. revenue, as a
8

Vernon - A technical approach to privatization (EQ Wrking

Papers, World Bank, Washington, D . C, 1988.

9J. K Galbraith 'Economcs in the 21st Century - The Economc
Journal , Vol . 101.
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result of 'Laffer-curve' effects. If there are differing degrees
of risk aversion between the public and private sectors we nmay
expert the same non-neutralities. Normally it would be assuned
that, because of its size the CGovernnent is able to spread risk
and wll have a Ilower degree of risk-aversion. In  such
ci rcunstances the value of the asset would be higher in the hands
of Governnent and centers paribus, there would be no sale. Since
the transfer of assets will in general alter the distribution of
wealth in the private sector, this wll generate second-order
effects throughout the econony brought about by changes in the

propensities to consume, to invest, to inport and so on. ™

GOVERNMVENT CREDI BI LI TY EFFECTS

The credibility of the CGovernnent in the eyes of private
sector also plays a major role in determng the public finance
effect of privatization. In this case, the problem facing the
Covernnent is how to convince the purchaser that it (the
Government) w ll wuphold the conditions of the sale and there-hby
maintain the future value of the asset. This problem arises
typically because in a privatisation programme, the seller, i.e,
the CGovernnent, has superior know edge of the quality of the
asset, and nore inportantly, has the capacity to alter its
post-sale value in the hands of the buyer through policy and other

interventions conditional on its sovereign authority.

YJones - Benefits from Privatization - Boston Uni versi ty, Press,

Boston, U S. A, 1988.
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This problem is of particular relevance in those devel opi ng
countries which have a history of extensive state intervention in
the econony, a record which has not been conducive to the
mai nt enance of asset values in the hands of the private sector
If the private sector fears future re-nationalisation or other
types of default, this will depress the price it is prepared to
offer, and therefore generate a structural non-neutrality in the
nodel. GCreating a positive reputation thus enables the Covernnent
to signal a change in regine and commt itself against future
nationalisation or other forns of punitive intervention.

This formof policy credibility creation also carries over to
ext er nal relationship wth the donor and foreign investor
communi ty. Both private and official foreign capital flows wll
be determned not only by perceptions of the viability of specific
projects but also Governnent for not interfering with the terns
and conditions of foreign investnment. An inportant aspect of this
Is the credibility of CGovernnments in neeting the conditions of
adj ust ment | endi ng. Cficial funds often tied explicitly to

market oriented reforns with private capital flows being simlarly

but inplicitly tied to the same reforns. In this respect the
credibility of Covernment will determne the inflow of capital,
but correspondingly it is a CGovernnment's conmmtnent to
privatisation that is viewed as a bench-mark signal in the

devel opnent of a less interventionist, nore nmarket friendly policy

st ance.
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Enhanced official aid flows and inproved access to
international capital markets thus represent inportant positive
externalities flowng from the successful inplenmentation of a
privatisation progranme.

2.1 ECONOM C EFFI A ENCY EFFECTS :

Privatisation is ainmed at inproving economc efficiency and
is undertaken on the assunption that the production of goods and
services is achieved nore efficiently under the direction of
private rather than public owners.

Privatisation, it 1s argued, will enhance productive
efficiency (i.e. it leads to |ower-cost production) and allocative
efficiency (i.e. it forces down consuner prices so that they are
closer to the margi nal cost of production).

a) INCENTIVES AND OMERSH P : THEIR EFFECT ON PRCDUCTI VE

EFFI A ENCY

Supervi sing managenent and nonitoring its productivity is a
costly task facing enterprise owners, costly in terns of tine and
human resources, especially when the objectives of an enterprise
are diverse. Moreover, the information on performance is hard to
acquire and the link between inputs and effort on the one hand and
outputs on the other are conplex, the nore diverse the objective
of the enterprise the less effective the nonitoring of performance
wll be, and the lower will be the |evel of nmanagerial efficiency.
Under  publ i c- owner shi p, enterprises are often wused by the
Governnents to pursue non-conmmerci al objectives which are

inconsistent with efficiency and financially viable performance,
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for exanple, enploynent naximzation objectives, non-commrerci al
price setting ainmed at keeping input prices |ow for other sectors,
uneconomc investnents and limted product i nnovation often
domnate decision nmaking at the expense of a nore conmercial
orientation. Concomtant to the pursuit of these non-economc
objectives by the owners of the enterprise is the inefficient
nonitoring and control of managenent.

Oh the other hand, private ownership, it is argued, 1is
equated with a higher |evel of managerial supervision resulting in
nore commercial and nore tinely financial decisions (in terns of
pricing, investnment, R & D levels, innovation, product mnarketing
etc). This results directly from the nore single-mnded profit
maxi m zation objective of private ownership which leads to a
higher level of nonitoring mnanagenent performance, and the
institution of nore effective forns of incentives thus it wll
have nore efficiency.

This is the crucial assunption of the privatisation debate,
that the switch frompublic to private ownership should result in
nore precise and nore neasurable objectives on the part of the
owner s, which in-turn should create the environnent and
incentives to nonitor and control mnanagenent nore efficiently.
This inprovenment derives fromthe concentration of property rights
over the asset.

Under public ownership, property rights are by definition,
dispersed and no individual owner (i.e, the elector as share

hol der) has an incentive to bear the costs of gathering costly
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information and thus to exercise control over the nmanagenent of
the enterprise, principally because the benefits accruing to this
effort can not be captured by the individual al one. . The
di ssipation of property rights under public-ownership thus serves
the link between asset ownership and its ultimate control and
managenent . !

In that context, the re-concentration of ownership in private
hands allows the benefits of control to be internalized by the
owners of the asset and there by creates incentives to bear the
costs of information gathering and managenent nonitoring. Wi | e
the tradability of these property rights (i.e. equity) allows the
forces of conpetition to drive this level of perfornance
nmonitoring to an optimal |evel. This albeit powerful argunent
over sinplifies the relationship between forns of ownership and
nature of control of nmanagenent in a nunber of respects.

First, while the creation of property rights is a necessary
condition for control to be exerted over nmanagenent, it is not a
sufficient condition.

Second, notions of the public sector as a honogeneous soci al
welfare mnmaximzer and the private sector as a pure profit
maxi mzer are sone what naive. In reality, neither sector
conforns to these types. Wiile these assunptions are often
convenient sinplifications, maintaining then in the context of

privatization serves to obscure rather than clarify the |inks

YWR Thirsk 'Recent Experience wth reform in Devel oping

countries. R cherche Econom che, Vol .44, No. 2-3.
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bet ween ownership and efficiency.

There are two elenents to the ownership argunent. First,
those who argue that differences between public and private
ownership are necessarily 'intrinsic'. Rather the argunent is
such differences are grounded in the disparity between the
objective functions of public and private sector owners and
different forns of agency relationships of the ownership
structures.

The differences between public and private owners are
instrinsic clains that public sector owners wll always pursue
non-commercial goals for political ends. Wile there is plenty of
evidence that this often occurs, there is no intrinsic reason why
it is always the case. The fact that there are many exanpl es of
SCES (such as those operated in Singapore) which are not used in
pursuit of non-comercial s an adequate reputation.12 The
presence of non-commercial objectives is nore indicative of
poor - managenent rather than an intrinsic future of all public
owner shi p. the renoval of such objectives may be necessary
condition for altering the objective function of public owners,
but it is not sufficient one.

The second elenent of the argunent is that to conpare the
"general equilibrium objective function of public ownership with
the partial equiibriumM of private ownership is generally an
I nappropriate conparison. To explain, the attraction of the shift

from public to private ownership is that it replaces a conplex

2 ade - p. Gt
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‘general equilibrium objective function of the Governnent which
includes not only static and dynamc considerations but also
second-order effects in the econony (for exanple, the inpact the
actions will have on enploynment, trade and fiscal balances) with a
tighter 'partial equilibrium objective function of the private
sector as principal. Because of these differences it is argued
that the information requirenent of the public objective function
Is much heavier than for the private sector, and that it is
sinmplicity and |ower infornational demands of the private nmaxi num
and that foster the efficiency gains. Here this question arises
what becones of the additional general equilibriumelenents of the
public sector objective function ? In answering this, we
encounter here the link between public and private ownership and
the issue of regulation. 1In an ideal world where the social costs
and benefits coincide with private costs and benefits then,
concomtantly, the objective functions wll be equivalent and
their information requirenents congruent in this case of transfer
of ownership will not result in sinplification of the objective
functi on. In cases where social and private sectors and benefits
diverge then further policy in the formof regulatory practice nay
be necessary to achieve social welfare objectives, consequently,
the sinple case of the general versus partial equilibrium
conpari son is inappropriate. Rat her, the relevant conparison is
between public ownership and private ownership with regulation,
and with of the two can nost efficiently acquire the necessary

information and put in place the incentives necessary to extract
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efficient performance by nmanagers (the agents).

Once we introduce the regulation, then, and acknow edge the
necessary informational demands that it begets, the conparison
becones nore conpl ex.

PECPLE AND SCES :

The public sect or characteristically t he ext ended

relationship linking the electorate, legislature, executive and
bureaucracy in the public sector provides for conplex agency
chai ns. the first link is that between the electorate as
princi pal agents and the |egislature and executive agents.

Wiile political success (i.e. continuation in office) nay
depend inter alia on neeting the concerns of the electorate about
SCE performance, pursuit of economc efficiency in public
enterprisesis actually nore likely to be subordinated to neeting
the concerns of specific interest groups. This is the strongest
when the benefits of efficiency gains to the electorate are
di ssi pated w dely, and the adjustnent costs fall principally on an
active political group. for exanple in a situation of chronic
over staffing, the costs of adjustnent wll fall primarily on
organi zed | abour, the political power of such interest groups wll
determne how far the electorates concerns are transmtted into
political action to reformthe SCEs. It is straight forward, and
historically accurate, to inagine situations in which the
electorate is dissatisfied with the perfornmance of the sector, but
the power of those to whom the rents from inefficient SOEs are

accruing will ensure that the general concern is not addressed.
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However, as popul ar support for privatization has increased, so
the electorate costs of ignoring the pressure for reform fromthe
el ectorate, consuners has grown so as to ensure that reform and
privatization enmerge at |east as covert objectives of governnent.
The problens are simlar to standard agency problens in industria
economcs nanely those of a Semtic information on the effort
| evel of the enterprise managenment, and of the consequent ability
of the managenent to extract rent from their control of
I nformation.

Public sector organizations face three particular problens.
The first is that traditionally there are nmany links in the agency
chain, and agents are often responsible to nore than one
princi pal . Second, the links between inputs (i.e. effort and
efficiency) and output (profitability) are frequently weak. This
arises both from the conplexity of the 'general equilibrium
objective function and also from the fact that price setting is
frequently controll ed. Finally, ©prescriptions on the use of
performance-rel ated pay often deprive public sector organizations
of one of the nost inportant instrunents available to private
t.13

sector principles to influence the actions of the agen

3. a) PECPLE AND PR VATE SECTCR:

How, then wll a change in the objective function of the
principal, brought about by the transfer of asset ownership to the

private sector, alter the performance of nanagenent ?

BRees, R - The Theory of Principal and Agent - Bulletin of

Econom ¢ Research, Vol.37
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The direct effect of curtailing sone of the interventions is
that CGovernnent's can nmake in an enterprise by strengthening the
barriers between politicians and nanagers. 1415 1he argunents for
private ownership are based on sinplification and streanining of
the agency chain, the greater flexibility in the design of
incentive efficient contracts. At the extrene, if the owners are
also the managers of the enterprise, or if the owners have
conmplete information on the effects of nanager's actions on
enterprise performance, then it would be possible for share hol der
to nonitor managenent and sanction its actions accordingly.
However, as with inconplete information and / or multiple share
hol ders (as with public share issue). The situation is |ess
si npl e. Specifically there is a free rider problem leading to
sub-optionally |low nonitoring of nanagenent.

No individual has the incentive to incur the cost of
nmonitoring except by the Board of Drectors, who act for the
shareholders as a whole to enforce behaviour from nanagenent
consistent with profit naxi mzation. The creation of executive
managenent structures produces further princi pal agent
relati onships, hence the continual process of innovation in
managenent structures in the private sector can be seen as an

attenpt to find the nost efficient inventive contracts in the face

14
Galal - Public Enterprise Reforns - A challenge for the Wrld

Bank - World Banks - Policy Pl anning D vision Papers, 1990.

“Glal - Op. cit.
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of inherent principal agent problens.

A second net hod by which sharehol ders can, in theory, ensure
that nanagenent perforns in a manner consistent wth profit
maxi m zation is through the threat of takeovers. In an efficient
capital market, share prices autonatically reflect performance so
that managenent inefficiency results in share values |ower than
profit maximzing |evel. A hostile-bidder could then but the
shares at this level and earn a profit on the takeover by
enforcing appropriate nmanagenent behavi our.

Failure to perform renders the conpany liable to a hostile
bid hence the threat of takeover creates a self regulating
i ncentive schene.'® Thus, the effectiveness of the capi tal market
in inmposing managerial discipline requires first, that the share
prices accurately reflect current asset values and, second that
the nunber of players in the market is sufficient for takeover
threat to be credible. The larger are privatization sales
relative to average narket size, the weaker the takeover threat
will be in automatical ly regul ating post-privatization
per f or mance. *’

4. NARKETS. QOWVPETI TI ON AND PERFCRVANCE :

Though market |iberalization and the pronotion of conpetition
are neither necessary nor sufficient conditions for privatization,

1%Q ade, op.cit.

YW R. Thi r sk.
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they are often closely Iinked. The link occurs because a chief
determnant of information costs is the degree of conpetitiveness
in the market, conpetition generates information and lowers its
cost for the owners of firms in the market (regardless of
ownership), and it is the lower infornmation costs which enhance
efficiency as nonitoring of mnanagenent i nproves. Thus, changes
enterprise performance have nore to do wth the nature of
conpetition on perfornmance.

First, the extent to which the existence of a conpetitive
market environnent facilitates greater control of managenent
through the reduction in information costs and, second they way in
whi ch conpetition drives prices towards their welfare-nmaxim zing
| evel by elimnating nonopoly profits.

Conpetition between firns in the same nmarket neans that
prices and profits reveal information about the cost of an
enterprise, and in particular about the efficiency of input use.
Conpetition can have direct effects on the interval efficiency of
the firm |Its main effect is the elimnation of nonopoly profits.
A useful starting point for an analysis of this aspect of
conpetition is the theory of contestable market's which identifies
the conditions required to ensure that firns operate efficiently
both intervals of nmanagerial or cost-reducing efficiency, and al so
interns of welfare-inproving pricing and investnent (see Baunol
et. al 1982) . In essence of contestable nmarket is one in which
any firm is continuously exposed to actual or threatened

conpetition from efficiency producers who can enter the narket at
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| ow-cost, under-cut the incunbents price and acquire market share.
The threat of this profit reducing conpetition is thus the spur to
efficient operations by all firns in the market.

Though con testability is evidently not a realistic
description of markets in developed countries, it serves as a
useful benchmark, against which to assess barriers to conpetition
existing in nost markets, and provides a guideline to assess the

| i kely outcone of progranme of privatization.

5. BARRIERS TO ENTRY AND NAI NTENANCE COF MONCPOLY PONERS :

Contestability relies on the threat of market entry being the
catal yst for conpetition. Its anti-thesis, entry-deterrence, is
thus «clearly central to the naintenance of nonopoly or
oligopolistic profits, and to the efficiency argunents for
privatization. Traditionally many areas of SCE operation have
been regarded as natural nonopolies, we can estinmate in particular

of the utilities, transport and comunications networks and sone

highly capital intensive production activities such as steel
18

meking and cement . The important point is that given the

economics of the industry, competition will be absent regardless

of the type of ownership thus privatization per se ney not alter
peformance instantaneously, such a possibility leads to the issue
of regulation. Barriers to entry axd the mantenance of
monopolistic profits can occur even when attheindustry is not a

natural monopoly. This fom of entry deterrence - kmown

18
Glade - op.cit
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generally as strategic entry - deterrence - allows an incunbent
firm (or firns) in a market (regardless of the nature of the
ownership) to maintain its (their) domnant narket position in a
nunber of ways. Patenting, advertising, brand proliferation,
t echnol ogy choi ce, capital intensity, pr oduct dunpt i ng,
| oss-leading and predatory pricing are all wused as neans of
determning entry to the market. The scope for entry deterrence
depends on four key factors, the elasticity of denmand for the
product, the scope for technological substitution and cost
reduction, the access to credit to allow the firm to survive
t hrough periods of intense (but unsustainable) price conpetition,
and the enforeceability of collusive behaviour. In general, the
nore elastic the demand for the product, and the greater the
choi ce of production technologies the less vulnerable is a narket
to strategy entry-deterrence and thus the nore open it is to
conpetition. SSmlarly the larger the incunbent and the greater
its access to financial resources, the nore able it is to indulge
in "Painful'' strategic behaviour to maintain its nonopoly
position, while the breader the range of instrunents avail able, the
nore sustainable is entry deterring coll usion.

In the light of those theoretical results a nunber of
features concerning the likely effects of conpetition energe as
salient to an analysis of privatization in devel oping countries.
First, there are a significant nunber of sectors where SCEs

dom nat e. Many of these are natural nonopolies and they are
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therefore unlikely to feel the effects of conpetition. 19

Second, those which are not natural nonopolies dom nate by
virtue of their size, and often their access to technol ogy and
credit. Thus while there are a nunber of sectors, where the scope
for effective conpetition is high (for eg. in the industrial) ,
manufacturing and service sectors), significant barriers to entry
either natural or strategic, are likely to prevail.

Third, the nunber of sectors within the econony where the
extent of conpetition is sufficient to generate efficient outcones
is small, especially in |lower income developing econom es,
finally, one of the common features of snall economes is the
preval ence of inter |logging directors . Cften senior official,
financiers and em nent business people sit on the boards of nany
different public and private enterprises and are thus in a
position to pronote collusive behaviour.

6. REGULATI ON:

Markets are conpetitive and if there are no externalities
then there will be no difference in the information costs to
public and private principals and internal efficiency wll be
unaffected by the form of ownership, assumng, of course that the
public owners are not pursuing comrercial objectives. The
question of regulation is concerned with the problem of ensuring
that a firm (whether public or private) acts in a manner
consi stent with social welfare.

19
Paul S - Energing issues of Privatization and the Public Sector -
VWrld Bank - Wrking paper # 400, 1988.
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Regul ation of public firnms is traditionally (and often
suboptionally) undertaken by fiat, through public (non-market)
determ nation of pricing and output decisions. The regul ation of
private conpanies, in contrast, generally operates through public
fiscal or legislative interventions operating within broad market
determ ned paraneters. the essential feature of the regulatory
problemis that in general the regulator (i.e. the Govt.) does not
have the sane degree of information about the market as the firm
i tsel f has. ?°

6 A) REGULATI ON VERSUS PUBLI C OANERSHI P OF MONOPOLI STI C ENTERPRI SE

This nodel shows how the regulation decision is based on an
estimation of the relative mgnitude of two principal-agent
effects nanely the extent to which Govt. can control public sector
managers versus the extent to which the private sector manager can
capture rents fromthe regul atory process.

Here the three groups are called information sets viz:- the
Govt., public sector officials and private owners. There are three
types of private information. 21

1) The externalities and political objectives attached to

the enterprises activities (eg. consumer surplus, environ-
ment al consideration, national security etc.)

20
Wat erson - Economic Theory of Industry, Canbridge Univ. Press,

Canbri dge, 1984.

21
Marshall Gold Man - op.cit.
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2) The efficiency reducing private agenda of the public offi-

cials and
3) The firns cost demand and other market conditions.

The nmodel is based on the follow ng diagram

Govt. (owner) Govt. (Regulator)
‘ L——— Social Welfare I ’

Management Rule ( ) Information ( ) Regulator Rule ( )
Public Manager (J) Private Managers (R)
L
Private Agenda ( )_ Private! Information ( )

S——

The profitability of the firmis a function of actions, X
and the nature of the cost and demand, conditions ) , thoughtout we
assure the profits, Il are increasing in X and X 1Ilo, IIx >0

VW can assess the two forns of ownership being considered by
the Govt, in the decision to privatage.

6 a) (i) THE ENTERPRI SE D RECTLY MANAGED BY PUBLI C OFFI O ALS :

By didn't of their role as mnanagers of the firm public
officials have information O on denand conditions, and under
ownership the total profits accruedirectly to the treasury (X O).
As enployees of the state owned enterprise, the managers pursue
the public objectives Y the benefits accruing from which are S
S(X, ) over all (W) govt. welfare is thus w® =s(x, ¥) + T, (X,0)
However the public officials also pursue their own private goals
defined as J (X E) , where. 3, <O,

Total welfare wunder public ownership determined by the
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outcome of the principal agent game between govt. and the public
sector managers.

Total welfare under public onweship determined by the

outcome of the principal agent game between govt. and the public
G G

sector managers. Thus V =W - < J (X B

Wher e Is nmeasure of the extent to which public officials can
pursue their own agenda.

W - VG = = J (X e ) is sinply the neasure of enteprise
efficiency arising fromthe rent that public officials can extract
because Govt. can not observe.

1) REGULATED PRI VATE ENTERPRI SE :

In view of the loss Govt. may consider the alternative
option, namely the privatization of the enterprise and the
introduction of a regulatory procedure to ensure that the social

obj ect i ves, are nmet. Here, for sinplicity, we assune that the
Govt. directly fulfills the role of regulator. Now t he Govt. 1s

no longer directly run by the public officials only the private
owners observe
The regulator mnust therefore establish a policy which neets
the wel fare objectives. But still allows the firmto cover its
costs in the worst case denmand environnent (so that the output
actually produced.) This necessarily yields the firmnore profit
than is optional (i.e. if Govt. had access to ) in all cases
22
In general, this will not be the case and the regulatory function
wll be carried out by the public officials who will reain their

own private agenda.
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where demand is higher or costs lower than in the worst case. In
this institution the firm choices its optional response to the
regulatory rule and as a result the privatized enterprise wll
earn informational rents (R X P) which are always greater than or
equal to zero.

As a result of regulated private ownership, the welfare

function is

NF = ( z, \.}/‘_) + T f.’( A, é})—— K CX; 11)

If we assunme, cateris paribus, that the neutrality result
holds so that the divided yield from the asset wunder public
ownershipl/‘X,E) is equal to J7~ (X E) the capitalized value of the
sale proceeds, then the difference between the two ownership
regi nes can be expressed sinply as

wE - w® =<J(X,E) - R (XP

Thus the privatization decision is between two conpleting
second best options, nanely the welfare loss of public sector
managerial inefficiency on the one side, and the welfare |oss of
nmonopoly profits accruing through information rents on the other.
The sinple result underlines the central point that, in assessing
the benefits of privatization when enterprises are capable of
earning nmonopoly or oligopoly profits, the factors determing the
decision will be

a) The extent to which the public sector officials actions

devi ate fromthe objectives of the Govt.

b) The <capacity of +the public sector to design cost
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effective and efficient regulatory schenes, and

C) The extent to which private nmanagers can extract and

mai ntain informational rents.

It may instances governnents have been faced with this
probl em but nore often than not enphasis has been placed on the
first of these factors, occasionally to the conplete exclusion of
the other two. One of the |ess benign outcones of this narrow
focus has been the transfer of ownership (and nonopoly control) to
foreign private conpanies, who, because of their size, have
domnated the regulation gane and effectively captured the
regul atory process.

6 B) REGULATI ON I N PRACTI CE:

In general regulation has focussed on the rate of returnas a
strategic variable with which to celebrate the nonopoly of profits
of an enterprise and to trigger the extent of regulation.

In this schene firns are allowed to nake a maxi num rate of
return on capital (i.e. profit) over a certain period which wll
be some mark up over the market rate. The well-established Arerch
- Johnson (1962) nodel denonstrates how under these conditions
firms wll nake decisions affecting their capital base with a view
to altering the price they are allowed to change. In particular,
rate of return regulation leads to over capitalization, through
which the firm obtains higher absolute profit but |ower internal
efficiency. The regulatory challenge is to design an incentive
schene to exploit this superior information available to the

managers. There are two types of result in these nodels of
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regulation. The first arises where the regulation can not observe
the cost structure of the firm and generally sets an allowable
price which exceeds he socially optional price. |In this case the
firm is earning nonopoly profits on its restricted infornation
set.

The second result arises where the regulator is able to use
conpetitive forces to push firns into revealing their information.
Thus one role of conpetition is a world of inconplete information
Is to generate conparative cost and efficiency information for the
regul ator which can be used to inprove the efficiency of the
regul atory process.

7. PRIVATE SECTOR DEVELOPMENT :

Wiile the shrinking of the public sector and contai nment of

fiscal deficits frequently domnate thinking on privatization is
seen as an instrunment to 'crowd-in" a nascent private sector, and
thus reverse the dowward trend in aggregate private sector
I nvest nent whi ch has been such a characteristic of the 1980s. It
Is viewed therefore as a neans not only of enhancing the nargina

efficiency of existing investment (by switching its source of
supply) , but also as a neans of increasing the total volune of
i nvest nment . This 'crowding-in' ar gunent is of course,
intrinsically linked to the broader issues of deregulation, state
shrinkage, and financial liberalization policies, all of which are
ained at pronoting higher donestic savings and inproving their

23
Vickers & Yarrow - Privatization - An Economic Analysis. MIT -

Press - Cambridge, U.S.A, 1988.
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intermediation to productive investnent. Part of this inpetus for
privatization derives from the feeling that 'getting the prices
right" in terns of deregulation and financial |iberalization nay
be necessary condition for growh in private sector investnent,
but alone if may not be sufficient. Thus the creation of an
enabling environnent nmay need to be prined, in Keynesian
framework, through the privatization of state-owned enterprises.
This view is lucidly expressed in the Governnment of Malayasia's
guidelines on privatization which link the two efficiency el enments
of privatization thus (Gvernment of Ml ayasia, 1985)

....Privatization is expected to pronote conpetition, inprove
efficiency and increase the productivity of the services, (in
addition) privatization, by stinmulating private enterpreneurship
and investnent, is expected to accelerate the rate of growth of
the econony.

The argunments surround the inpact of privatization on
efficiency of investnent and service delivery discussed in earlier
sections are those for 'crowding-in'. Three general argunents can
be advanced. First, as a result of extensive cross-subsidi zation,
sof t budget constraints, and adm ni strative restrictions
conferring preferential narket access, state-owned enterprises
frequently enjoy high degree of protection. The renoval of such
barriers as a result of programme of privatization and
deregulation wll be acconpanied by an inflow of private
I nvest nent seeki ng to exploit these previously protected

opportunities for nonopoly profit. the analysis of this process
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has been dealt with above in relating privatization to market

structures. Second, and related, of the expected rate of return

to private investnent is a negative function of narket
uncertainly, then a reduction in this uncertainty wll boost
i nvest ment . Frequently, public investment decisions are nade by

fiat. As a result, price and output levels will diverge fromreal
resource costs, and will be unresponsive to denmand conditions.
Even if allocation decisions are narket-based, product prices may
be distorted by the web of cross-subsidization in the goods and
factor markets. These non-narket decisions distort price signals
and consequently increase the degree of uncertainty facing private
I nvestors contenpl ati ng market entry. 24 A reversion to market price
signals through privatization wll thus be acconpanied by a
reduction of uncertainty, thereby raising the expected rate of
return to donmestic fixed capital investnent. The third way in
which 'crowding-in'" is expected to occur is less precise and
relies on the extent to which privatization may after the degree
of risk aversion in the econony. Cten subsumed in notions
‘corporate culture' on 'nmarket orientation, the idea here is
sinply that y re-establishing the link between economc risk and
reward, the private sector will be induced to switch from asset
accumul ation in the form of precautionary assets (e.g. fixed
Incone deposits) to nore risky donestic capital assets. Thi s
asset-switching effect is inportant when governments seek to
reverse private capital flight which has occured under earlier
24

dade - op.cit
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econom c control reginmes, and a nunber of countries have, in fact,
designed their privatization progranmres around attenpts to pronote
the direct repartition of donmestic capital which had beer
previously exported.

8. CAPI TAL MARKET DEVELGPMENT :

Cosely related to the previous point is the view that
privatization, especially in a nunber of smaller countries, wll
serve as a neans whereby local capital markets nay be either
developed or revitalized and donestic savings nobilization
enhanced. A commonly perceived problem of many of the snaller
emerging capital markets is the shortage of tradable stock, and
augnentation of the supply of stock through the sale of government
equity has been seen as one way through which the capital narket
nay be effectively 'kick-started into action. That privatization
and capital market devel opnent have becone fused in the m nds of
pol i cy-makers is understandable, and, indeed there can be little
argunment that privatization, especially if it is to occur on a
large scale, wll be facilitated by the presented of properly
functioning capital markets. But privatization can, and often
does, occur both in the absence of adequate formal capital markets

and / or without the internediation of capital markets even where
25

such markets exist and function well. Simlarly, capital
markets can be (and in many countries have been) developed in
25

| npact data suggests that in terns of nunber and scale of

enterprises sold, non-market sales predom nate even when capital

nmar kets exi sts.
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quite a healthy fashion wthout privatization progranmmes.

Nevert hel ess, privatization is often viewed as offering
opportunities for Jlinkages wth capital narket devel opnent.
However, it can have potentially mai n effects on capital narket
devel opnent, and can, if mshandles, weaken the capacity of

nascent capital mnmarkets to internediate and nanage the risks
resulting frompublic to private asset transfers.

9. I NCOVE DI STRI BUTI ON :

Privatization wll rarely have a neutral effect on the
distribution of income. Consequently, the perceived inplications
of the sale of assets for incone and wealth wll be a najor
determnant of the privatization prices. In some instances the
issue is nmade explicit as in the case of Ml aysia where one of the
nain stated objectives of privatization is to pronote the
attainnent of the New Economc Programme incone distribution
targets. More frequently such discrimnation, determning, for
exanple, the relative access of donestic and foreign participants,
iIs inplicitly achieved through the design of the programe. For
exanple, if divestiture is affected through private sales there
wll generally be a concentration of equity wealth. On the other
hand, the distribution of shares freely to all electors wll
initially have a positive effect on wealth distribution. [|ndeed,
one of the nost common phenonena is privatization share issues in
both devel oped and developing countries is the 'underpricing of
shares so as to achieve a favourable wealth distribution.

There are other, nore conplex income-distribution effects at
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work. One of the domnant forces leading to the creation of |arge
SCE sectors originally was the desire to address concerns over
incone distribution and to redress the bal ance of economc power
towards the governnment's political constituency. This was
achieved through a nunber nechanisns, 1i.e. the expansion of
enpl oynment, fringe benefits, price subsidies, etc. St at e- owned
enterprises becane key instrunents for the allocation of rents to
favoured groups. The thrust of pro-privatization argunents |ies,
however, in the efficiency-enhancing renoval of such rents, and
thus in nmany cases privatization is seen as antithetical to these
earlier forns of governnment behaviour. The key point here, as the
case studies show, is that the wevolution of privatization
programmes has been determned by the attenpts of governnents
reconcile the twin objectives of maintaining control over the
allocation of such rents while achieving the desired efficiency
gains.® This can in some cases result in the paralysis of the
entire programme, or in other cases can nmanifest itself in the
conpl ex nature of sale process.

10. MEETI NG ADJUSTMENT OONDI TI ONALI TI ES :

The energence of policy-based lending in the 1980s has been
privatization being drawn into the intricate relationshi ps between
devel oping countries and their external <creditor who rapidly
enbraced the policy. For exanple, the decade of 1980's saw the
Wrld Bank involved in 143 adjustnent |oans directed towards SCE

26
Bienen and Waterbury, "The political economy of privatization in
Developing countries - World Development, 17 (5).
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reform wor | dwi de, of which half included privatization conponents,
put sinmply, in such cases governnments pursue privatization in
order to have access to such do non assistance, and to ensure that
aid di sbursenents are not jeopardized. However, the relationship
is rarely straightforward, and in practice, though progress in
i npl enenting privatization policies has rarely matched the
expectations of creditor, aid disbursenments have not been
conprom sed. More often, the credibility of the donors (for
exanple, the World Bank and | M.

Table 1: World Bank lending for SOE reform and privatization (no.

of loans by type of land and region).

SALs SECALs TALs PELS PETALS TOTAL
AFR CA 30 17 21 9 2 79
LATI N AVERI CA i 4 4 10 5 1 33
ASIA & PACIFIC 5 3 1 9
M DDLE EAST &
NCRTH AVERI CA 6 11 3 2 22
PR VATI SATI ON VALUE®
COVPONENT US$m
AFR CA 452 1.687.1
LATI N AVERI CA 18‘fb 1.965.1
ASIA & PAC FIC 7 870.0
M DDLE EAST & 4 830. 0
NCRTH AVERI CA
74 5,353. 2

Source : Country Studies (1990)
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a) Includes $ 85m (2SALs) to Mal aw

b) Includes $ 191m (3SALs) , 1 PEL, 1 TALOto Janica

c) Total value of lending with privatization conponent.

SAL (Structural Adjustnent Loan)

SECAL (Sector Adjustnent Loan)

TQ (Technical Assistance Loan)

PEL (Public Enterprise Loan)

PETAL (Public Enterprise Technical Assistance Loan)

vi s-avis CECD governnents and ot her devel oping country governnents
requires that sl i ppage, non-conpliance and anendnent of
privatization conditions are tolerated (see Msedy, Harrigan and
Toye, 1991). The pursuit of privatization within this framework
can, and does, create distortions and problens for its
i mpl enrent at i on.

11. THE | MPACT OF PRI VATI ZATI ON :

Despite the wealth of discussion and theoretical argunent

relating to the nerits of public versus private ownership, actual
evidence to date is less the conclusive. In this section we aim

briefly to marshal the existing evidence in order to provide a

backgr ound for the country studies. Moreover, the evidence
focuses exclusively on the 1link between privatization and
efficiency. No conprehensive body of evidence exists to assess

either the direct and indirect public finance effects of
privatization or any of the subsidiary objectives. Wi | e
country-study analyses provide the detail of i ndi vi dual

programmes, they often lack readily generalizable conclusions.
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Nunmerous attenpts have been nmade to draw nore rigorous and
general i zed quantitative conclusions on the issue of public versus
private ownership but they have faced a nunber of difficulties.

The first problem facing any research into privatization is
that of data availability and measurenent. Primarily the poor
financial and technological data of SCEsS prior to privatization
nmake eval uating changes consequent on the transfer of ownership
difficulty. Furthernore, even if the data are available, it may
not be possible to draw any firm concl usions because of the tine
lags involved in the assessment of changes in performance. The
effects of a transfer in ownership may not be felt for a period of
nonths or years, and the translation of these effects into
nmeasur abl e quanta nay take loner (especially given the publication
lags on conpany accounts) . Wiile this represents a general
probl em It is particularly the case in assessing the
privatization experience of the 1980s, to a significant extent, we
are not yet in a position to evaluate fully the effect of
privatizati on.

Not wthstanding the issues of neasurenent and data
availability, we are confronted by a nore fundanental problem
nanely that, as discussed above, standard economc theory in
general has nothing to say on ownership per se. It offers no
clearly defined and testable hypotheses, but rather establishes
the link is between ownership and performance through a series of
related theories and hypotheses <concerning the nature of

i ncentives, agency probl ens, financi al constraints and
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profit-nmaxi mzing behaviour. Inference is therefore necessarily

27

conplicated, and as killick and Commrander, stress:

_____ Wiile nainstream economc theory does point to the
preferability of conpetition, it 1is actually silent on the
ownership issue... there is, of course no necessary connection
bet ween t he two.

This problem is underscored by the technical conplexity of
di stinguishing within the data the effects of privatization per se
fromthe host of liberalization and SCE reform neasures that have
frequently acconpanied privatization. e of the nost conplex
relationships to disentangle is the relative effects of the
pre-privatization 'clean-up’ of the enterprise and privatization

28 show the extent to

itself. For exanple, Vickers and Yarrow
which in the WK nmajor inprovenents in commercial perfornmance
occured prior to priatization as the public sector prepared the
enterprise for sale.

A third neasurenent problem arises with the construction of
counterfactuals - what would have happened in the absence of
privatization. |In sone cases this is a relatively easy issue. In
the situation in which, say, the governnent chooses to sell on
textile firm out of a nunber of simlar firns, then the
performance of the renaining public sector textile firns wll
27

Killick, Commadea - "Privatization in Developing Countries - A
survey of the Issues, CGQUP, Cambridge, 1988.
28

Vi ckers and Yarrow - op.cit.
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provide the basis for a counter factual. Matters are nore conpl ex
in the case of nonopolies, and in particular the natural
nmonopolies where there s by definition no counter factual
conparator. Further, matters are again conplicated by the effect
of associated reforns, especially in terns of price deregulation
and where the nonopoly is a price setter in donmestic markets, and
thus profit can not easily be used as an indicator of 'welfare'.

Fourth, in any form of conparative analysis, there is a
probl em of selection bias. For exanple, if, as is the case,
governnents enbark on their privatization programe by selling the
nost viable enterprises, the resulting performance effects nay be
overstated vis-a-vis the inpact of privatization on the SCE sector
intotal.

To get at the effect of ownership on performance two main
net hods have been enployed. The first is to tract an individual
enterprisethrough tinme in order to assess the inpact of its sale
on performance. As noted, however, given that nany privatization
programmes are in their early stages, there are very limted data
available to do justice to this method. The second approach is to
abst r act from the specific question of the effects of
privatization as process in order to focus nore sinply on the
rel ati onship between perfornmance and ownership, since ultimtely
it is this that is of concern to policy-nmakers. In this type of
enpirical work researchers generally regress performance vari abl es
(financial, technical, etc.) agai nst a measure of ownership,

while controlling for a host of characteristics of the firm or
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I ndustry, or country. the standard nodel is for the form
p = <o+ =0+ XL+ &

Were F is the neasure of performance ; P the ownership
variable; and X a vector of relevant characteristics, both the
nature of the firmand the macro economc and policy environment in
which it operates. The focus of the work, is essentially, to
estimate the size and the sign of the coefficient. .=, & the two
main approaches, the first uses direct conparisons of identified
conparisons of identified conpanies operating in simlar narkets
(and thus for whom the vector of variables X is simlar.) A
nunber of studies further distinguish the ownership variable
between fully private conpanies, SCEs and joint-venture
oper ati ons.

12. RESULTS:

The nunber of enpirical studies following this latter method
is so vast that we can attenpt conprehensive surveys, such as
Vi ckers and Yarrow (1988) for devel oped economes, and Bouin and
Mchalet (1991) and MIlIward (1988) for devel oping countries but a
brief summary of the main results, and focus on the problens of
drawing inferences fromthese results for devel oping countries is
present ed.

a nunber of inportant results cone from head-to head studies
in industrialized econom es, nost notably wth Caves and
Christensen's (1980) study of the two Canadian railroad conpanies
operating a in a relatively deregulated environnent, and a nunber

of studies of the (nore regulated) air transport sector in
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Australia (Davis, 1971, 1977) ; Forsyth and Hocking, 1980 ; Kirby
ad Alabon 1985) . While the Canadian study suggested that in the
presence of a competitive market ownership was not an important
determinant of peformance, the studies for Australia are less
conclusive. Their efficiency ssarnaed higher in the private sector
as opposed to the public but, even so the extent of the regulation
so greatly reduced the overall efficiency of operations relative
to similar efficiency levels overseas that the relative
performance differences ssamed less significant.

Similar results emage in studies of monopolies, where the
evidence suggests that, regulatory franmeworks notwithstanding,
there is no clear difference in peformance between publicly ad
privately omned utilities (see Vickers and Yarow, 1991). Ore of
the a biggest international studies (focusing only on large
companies) is less ambiguous, however (see Boadmen and Vinning,
1989) . In their study of 500 firms in 1983 (of which 419 were
private, 58 public and 23 jointly owned), they found that, in
general, state-owned enterprise peformance (measured only in
teems of financial peaeformance) was worse than that of private
companies across a range of financial and productivity measures.

Millward's (1988) review of performance studies in developing
country industries dranv similar conclusions. Examining
differences in technical efficiency, Hill (1982) on the Indonesian
textile sector, Tyler (1979) on the Brazilian plastics and Steel
industry, Hughes (1990) on the Jamaican aduminium sector, and Kim

(1e81) on manufacturing Iin Tanzania, all arrive at similar
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conclusions : public ownership has a snall, negative, but
statistically insignificant effect on technical efficiency, wth
overall performance being principally determned by size. Strong
dimnishing returns to scale are frequently observed which, since
public enterprises have tended to be larger than their private
counterparts, becones a key explanation of the apparently worse
per formance of SOEs. However, it nmust be noted that such results
nmay be distorted by a sanple selection bias since often
enterprises have fallen under public ownership as a result of
public rescue following financial crisis under private sector
oper at i on.

e rel evant result which emerges fromthe above studies, and
in particular fromthe analysis in Tanzania, concerns the relative
efficiency of foreign-ower enterprises. Foreign capital,
managenent and choice of technology tend to be nore efficient and
nore profitable than domestic capital, either public or private.
A qualification on this result is provided by Gosh's (1990) study
of manufacturing in Kenya. Here the evidence suggests that, while
there is very little difference between the perfornmance of private
manufacturing enterprises and those in which governnment has
nmajority control, neither group is as efficient as joint-venture
operations in which the governnent takes a mnority equity
position with the majority equity and managenent in the hands of
(often foreign) private investors. This latter group (referred to
as quasi-public firnms) has a much lower rate of effective

protection and a | ower donestic resource cost than both public and
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private conpanies, whilst still retaining a higher rate of return.
he of the valuable aspects of this study is the way in which is
explores many of the problens noted above. For exanple, in the
case of Kenya nmany of the public conpani es under exam nation have
becone so sinply as a result of 'resuce operation' on the part of
the state in order to protect enploynent, etc. As a result the
XE sector is domnated by old-vintage enterprises, operating in
economcally sub-optimal locations. This will inevitably depress
their aggregate perfornmance. In this respect we can note the
ongoing work of Bhaskar (1991) in assessing the effects of
ownership in the Bangl adesh nmanufacturing sector. Here the sanple
selection problem is avoided since, following whol esal e
nationalization in 1972, the choice of which enterprises to
privatize has (apparently) been nmade on relatively random basis

thereby providing the researcher with a relatively unbi ased sanpl e

consisting of both public and private firns. [Initial indications,
however , fail to alter radically the conclusion from other
st udi es.

Thus, the enpirical evidence on the effect of ownership is
less than categorical. However a nunber of concl usions energe
which reinforce the central argunment of this book. The first is
that, ceteris paribus, in relatively conpetitive mnmarkets the
evi dence suggests that private enterprise is rarely (f ever) |less
efficient or less profitable than public enterprise, and nore
frequently is significantly nore efficient or profitable than

conparabl e public enterprise. Beyond this conclusion the results
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are less clear, although this ambiguity serves to underline the
central argument that ownership by itself is rarely the dominant
determinant of performance. In particular, the influence of the
regulatory and competitive environment (particularly in the
utility sectors) greatly overrides the impact of ownership on
enterprise performance.

13. GCONGLUJON :

This chapter has served to provide the theoretical economic
context within which privatization can be assessed. It has
outlined the major objectives assigned to privatization as a
policy instrument, and has reviewed the key economic relationships
which are expected to provide the transmission mechanism from
privatization to enhanced performance and efficiency. In some
cases this transmission is theoretically clear and precise ; in
other, the mechanians are less quantifiable axd turn on the
broader issues of policy credibility, government reputation,
investor expectations, the manegamat of economic coalitions ad
the allocation of rents. We have also attempted to reflect sore
of the empirical evidence which has emerged in a an attempt to
quantify the overall efficiency impact of private ownership. The
evidence is plagued by often intractable messurement problems but
does suggest that there is sore discernible positive effect of
private owneship on the financial peformance of companies.
Little evidence has yet been adduced on the broader effects of
privatization on macro economic performance. The question which

remains unanswered therefore is : wy, in the face of such neutral
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evi dence, has the developing world ( and its creditors) enbraced
privatization as such as an article of faith in econom c adjustnent
? Part of the answer lies in a search for credible alternatives

in response to the evidently parlour state of the SOE sector in so
many devel opi ng countries.

However, we believe that a fuller and nore interesting
explanation lies in the persistent failure to extract from the
evidence of, and theoretical argunent for, privatization an
understanding of how the key transm ssion nechanisns relating
privatization and enterprise performance are altered when
privatization is inplemented within the generally thin market
structures prevalent in developing countries.

NOTES

01. The definitions wused inter-alias by Pirie (1986), d ade
(1986), and Berg and Shirley (1987)

02. Conditional, of course, on the constraints inposed by the
econom ¢ and regulatory environnent faced by the enterprise.

03. It is interesting that in Mlaysia even this has been
conprom sed by the existence of conprehensive governnent
underwriting for the largest BOT schemes (Baild Operate
Transfer)

04. Pirie (1986) identifies sone 22 different forms of privati-
zation, many of which have only a limted relationship wth
the definition suggested here.

05. World Devel opment Report (1988) notes that for a sanple of
developing countries the nedian contribution of the SOE
sector to the total public sector deficit was 48%

06. The initial cash paynent can be thought of interns of
' Sweetners' - subsidies, debt wite-offs, etc. rather a cash
paynment .
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07.

08.

09.

10.

11.

12.

13.

14.

15.

A thought, as wll be discussed |later, they do allow for the
pure effects of the 'dynamc efficiency’ of private
owner shi p.

Vernon (1988) suggests that it was this form of crowding
out caused by whol esal e privatization in Chile which led to the
bankruptcy of many of the very enterprises that had been sold
to the private sector under the programe.

The di scounted value of the profit streamin the hand of the
government would be higher than in the hands of the private
sector, and thus the naxinum price the private sector would
be prepared to pay would be lower than the mninum the
government woul d sell for.

Consider again, for exanple, how the collapse of nuch of
commercial sector in Chile in 1982-83 was accentuated by the
excessive |everage of many privatized assets.

This form of argunent derives from the work of Al chian and
Deneset z (1972) .

See, for exanple, dade's (1991) discussion of the efficient
operation of SCEs in Latin Amrerica.

For a conprehensive review of the issues of principal agent
rel ati onshi ps and incentive design see Rees (1985).

Frequent confusion arises between privatization and |iberali -
zation. There are nmany interventions a governnent can nake
which effect the running of the firm after privatization,
I ncluding output price controls, penal taxation, interest -

and exchange-rate policies, etc. It is often assuned that
these will be renoved during the privatization process, but
there is no necessary reason why they have to be. Thus, the
r enoval of gover nnent i nterference as a goal of

privatization mnust restrict itself to the renoval of nore
direct, firmspecific interventions.

It is sonetines the case that technocratic arns of governnent
have used, or intend to use, privatization as a nethod of
renmoving SCEs from parts of governnent (especially line
mnistries) they consider to be nore prone to interference.
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X6.

17.

18.

19.
20.

21.

22.

23.

24.

There is, however, a free-rider problem here also since a
(small) shareholder receiving a bid by a raider has
an i mediate incentive to hold on to the shares and free-ride
the capital gain brought about by the hostile bid (assum ng
that the share price will rise as a result of the new manage-
ment is to ‘'discipline'. However, strategic behaviour,
conmpul sory acquisition orders and l[imted |egal protection of
m nority sharehol der i nterests can conbi ne, and have conbi ned,
to dilute the effect of the free-rider problem thereby re-
establishing in part the link between internal efficiency and
t akeover threat.

Thi s phenonenon has probably been diluted sonewhat in recent
years by the growth in the leveraged buy-outs and junk-bond
deal i ngs.

Al though technol ogical innovation has shrunk the realm of
natural nonopolies, especially in the t el ecommuni cati ons
sector.

See for exanple Waterson (1984) and the references therein.
Clearly, if the regulator had full information and sufficient
power's/ he could conpel the firm to act in a first-best
manner all the time.

For sinplicity we ignore the possibility of agency problens
whi ch may exist between the objectives of the electorate and

the actions of the governnment. This does not alter the
essential elements of the result.
In general, this wll not be the case and the regulatory

function will be carried out by the public officials who wll
retain their own private agenda. As with note 21, this is
done to keep the nodel sinple, but as a result side steps the
i nportant problem of 'quis custodiet ipsos custodes ? (wgo
guards the guardians ?).

There are a hot of nore conplex nodels which extend the
sinmple case - see Vickers and Yarrow (1988) for a summary.
Thi s phenomenon is, of course, exacerbated to the extent the
government is able to alter narket conditions by fiat. One
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25.

26.

27.

28.

of the major elements of uncertainty facing private capital
during the 1970s was the risk of government appropriation of
assets and their profit stream Conmbined with the effects of

poor macro econom ¢ management and financial |iberalization,
this contributed to high levels of capital flight.
In fact, our evidence would suggest that, in terms of nunber

and scale of enterprise sold, non-market sales predom nate,
even when capital markets exists and are quite well
devel oped.

One of the major elements of many SOE reform Privatization
progranmmes is an attenpt to create a consistent database for
the SOE sector. Under public ownership audit requirenments
are frequently ignored and the conpilation of accurate and
timely financial data is rarely a priority.

It may be noted that only late in 1989 did the Wrld Bank
embark on its first major post-privatization performnce
eval uation exercise. The final results of this study are not
expected to emerge until 1992 at the earliest.

Note that in these studies there is no systematic attenpt to
take into consideration the second-order economc effects
attendant on the pursuit of enploynment or other objectives
carried by SOEs.
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CHAPTER - VI
PRI VATl ZATI ON - QUTCOMES AND EVALUATI ONS
6.1 | NTRCDUCTI ON :

The purpose of this chapter is to describe and anal yze the

i npl enentation of and progress of divestiture as part of the
|'i beralization programmes in the countries selected and studied.
The details of each programme are covered in the countries, the
study the systens in which change is towards in progress, a nunber
of devel oping countries |ike Jamaica and Mal aysia, where sizeable
sales of public assets have occured. Section 1 deals with the way
in which privatization and |iberalization as policies have been
adapted to neet the constraints and characteristics of devel oping
countries; and, second the way in which these adaptations affect
the capacity of privatization to fulfil the objectives set out for
the policy.

Section 6.2 presents a factual report on the extent and
characteristics of privatization across the selected countries,
and contrasts wth the financial results from State Omned
Enterprises (SCE) reform prograns. From this analysis we could
derive a set of structural economes under di scussion. However, a
substantial portion of the literature on privatization in
devel opi ng countries has focussed on these issues, but rather on
the narrower debate concerning and getting the process right. W
descri be sone of the salient features of process issues in section
6.3. Hence, this section considers the adoption of privatization
pr ogr ans.

These issues clearly play sonme part in determning success or
failure, but it is the argunent that the fundanmental determ nants

of privatization outcones lie in the structures of economes and
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the nature of privatization prograns as political process. Al ong
with the inherent conflicts between the objectives of
privatization, these factors serve to delineate a conparatively
snal| domain for programme issues. D scussion of the structural
features of economes - which essentially involves nmaking explicit
and the inmplicit assunptions  of the developed ~country
privatization nodel follows in the remainder of the present
chapter.

6.2 PROGRESS (F PR VATI ZATI ON :

Progress in privatization in the sanple countries has been
sl ower than hoped, especially with the India it has been very slow
and the privatization not exactly began or it could be said that
as partially began recently i.e, in 1991. As noted at the
beginning of this chapter, whi | e listing of privatization
transactions cannot be totally conprehensive, that it is accurate
enough, and certainly captures the nost inportant transactions.
In conpiling the figures to adhere closely to our own definition of
privatization, and have nmade certain assunptions. First, we have
included only sales (public and direct) |eases and managenent
contracts. Wthin these we include sales of equity (either total
or partial) owned by the Govt., even when this equity is held
through devel opment finance or other institutions, but have,
however, chooses to ignore closures of plant as privatization, in
nmany cases we excluded transactions which accord with the rel evant
government's definition of privatization but not wth ours.

In tables 6.1 to 6.8 we identify the pattern of the
privatization prograns that have occured from the start of the
policy upto July, 1991. Al proceeds are expressed in US Dollars

and as a proportion of GDP so as to facilitate cross-country
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conpari son. Another possibility is to express them as a
proportion of the budget deficit, this causes probl ens because the
1980s for all our developing economes, were a period of
consi derable fluctuations in public finances. Thanks largely to
the inpact of the debt crisis, comodity price shocks and intense
adj ust nent neasur es. Thus, the proceeds from privatization
expressed as a proportion of the deficit are uninformative, they
general ly say nore about the novenent in the deficit than they do
about the proceeds from privatization. Moreover, the gross
proceeds fromthe sales are reported here and no attenpt is nade
to identify the costs of privatization (either the direct costs
such as transactions fees, or the indirect costs such as
wite-offs and other ©pre-privatization costs). The tables
therefore mnmay overstate the short run revenue flows from
privatization once again.

For these countries we have identified only 98 enterprises
which have been (totally or partially) privatized through sale
purchasing out of a total of approxinmately 2,000 SCEs (table 6.1).
In addition the privatization process has tended to Dbe
concentrated in the smaller enterprises leaving the |arge concerns
untouched, in short privatization has to date only skimed the
surface of state sector hol di ngs.

As a corollary, the proceeds from privatization have not
generally been large ( the only exception to this being Janaica).
Privatization proceeds during the period total a mere US $ 537
mllion, of which US $ 411 nillion or 77% is accounted for by
Jamai ca and Mal aysia (table 6.2). As a proportion of GP only in
Jamaica and Trinidad and Tobago has the accunulated sum of

privatization proceeds reached a proportion of GDP, greater than
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1% (table 6.3). It is particularly interesting to note that in
Mal aysia, a country popularity regarded as being in the vanguard
of (devel opi ng country) privatization, t he vol une of
privatization revenue renmai ned mnuscule during the entire 1980s.

Anot her common thread is the concentration of transactions in
certain types of enterprise. The majority of enterprises, that
have been privatized have been commerce, nanufacturing and service
enterprises and 53 out of 98 with the next I|argest nunber being
from agricultural sector (through this is domnated by the snall
tea estates sold by ADMARC in Malawi) (table 6.4). However ,
proceeds from comrerce, manufacturing and service enterprise sales
were |ess than 30% of total proceeds and |less than half of those
fromsales of transport and communi cation enterprises (table 6.5).
further nore the average sale value of privatization in this type
of enterprise is only US $2.6 mllion. The great nmjority of
privatizations to date have as noted earlier, been concentrated in
the small govt, enterprises, which are generally located in the
industrial sector and may be anongst the nore conpetitive
conpanies in the public sector portfolio, the only Ilarge
enterprises dealt wth have tended to be either banks or
tel ecoomunications firns, with a small nunber of sales in the
| atter category domnating the figures for total proceeds. ( the
transport and conmmunications sector accounts for US $ 537
mllions, with an average sale value of US $ 33 mllion).

This is simlar when it cones to looking at nethod of sale,
the largest nunber are accounted for by direct sales to donestic
buyers, after which direct sales to foreign enterprises and public
sales through capital narkets are roughly equal 1in nunber.

However, the value of private sales to donestic enterprises is
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very low, an average sale value of US $ 17 mllions per
enterprise, versus an average value of US $ 12.4 mllion for public
sales, and an average US $ 9.6 nillion for sales to foreign
enterprises. Inportantly, di rect foreign i nvol vernent
(participation countries except in India accounts for alnost 40%
of total sales val ue.

Clear links energe between type of enterprise, nethod of sale,
and source of finance (prges 24670253 7% ZL%d) direct domestic
private sector participation has been concentrated exclusively in
the small the comercial, manuf acturing and service, and
agricultural sectors, where it accounts f 50% of sales. Larger
sales, and in particular those in the finance and banking and
transport and communications sectors, depend on direct foreign
I nvol verent and public share issues. The higher average size of
joint-venture sales as a nethod of sale in the comercial
manufacturing and services sector is also notable and their
presence in the transport and communication seens a necessary
conponent .

A significant conparison is often nade that involves the
short term inpact on fiscal balances of privatization vis-a-vis
SCE befor. Data suggests that, in those countries where serious
attenpts have been nade to deal the problens of the a public
sector, the imediate public finance position has been inproved to
a greater extent by direct SCE reform It is conceptually
difficult to identify the exact nmagnitude of public finance
effects arising from SCE reforns; the figures presented here are
therefore indicative. By analyzing public finance accounts we
have attenpted to identify those changes in the flow of funds

between CGovernnent and the SCE sector which can be ascribed to SCE
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r ef or ims. This exercise is notoriously difficult, however, for a
nunber of reasons. First, where SCEs predom nate in the tradabl e
goods sectors (e.g. through primary production or marketing of
export crops), their financial performance is heavily determ ned
by exogenous factors, and in particular changes in the terns of
t rade. The 1980s were an era of volatile international price
novenent, and in such cases identifying changes attributable to
reform is difficult. A second, and related, point is the
perenni al problem of relating profit for surplus to efficiency in
situations of inperfect conpetition. | nproved (short-term chas
flow to governnment from a nonopolistic marketing board can be as
much the result of a reduction in producer prices as it is of
I nproved efficiency.

These are not withstanding, an attenpt nade to identify the
fiscal effect of SCE reformin the countries studies. As in the
earlier section, these changes are expressed in terns of CDP
rather than of the budget deficit itself. For exanple, in
Trinidad and Tobago the set of reform neasures introduced in the
md-and late - 1980s, reduced governnent transfers to the SCE
sector by a cunulative anount of 10.5% of GP between 1982 and
1988, as conpared with cunulative privatization receipts of 2.3%
of GDP. In Sri Lanka, the reduction of CCovernnent transfers
equal s 6.4% of CGDP between 1982 and 1988, as against privatization
recei pts of 0.2% of GDP. IN Papua New Quinea (PNG the net cash
flow fromgovt., to SCEs was reduced as a proportion of GDP by 1%
between 1982 and 1987 as against privatization receipts of 0.04%
of GDP. These aggregate figures are substantiated in the case
studies by enpirical evidence from individual publicly owned

conpani es undergoi ng reform prograns within the public sector, as
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well as those being cleaned up in advance of privatization. Such
firme often show dramatic inprovenents in their financial
positions vis-a-vis govt. This evidence woul d suggest, then, that
govt.s, 1in developing countries facing (often tough) budget ary
targets earn a far higher return to their scarce reform effort
when concentrating enterpri ses.

One further point needs nentioning, the countries experience
shows that few SCEs other than the snaller National |nvestnent
Bank of Jamaica (NJBJ) sales in Jamaica were brought to narket
wthout first undergoing a mgjor financial and nmanageri al
reconstruction, if they were not already profitable. Strictly
speaking, if we seek to identify only the effects of the change in
ownership on performance, then the effect of such clean-ups nust
be excl uded. However, the counter argunment is often expressed
that such changes can only be initiated and naintained when a
commtnent to privatization is credible and therefore these
cl eanups represent an integral part of the privatization process.
This argunent is notivated by the observation that, in the past, a
nunber of countries have pursued simlar reform neasures under
public ownership with no intention of privatization, although
such efforts were frequently successful in the short run, their
effects have not been sustained. That it is suggested that only
with the credible threat and hence eventual realization of an
owner shi p change can such inprovenents be |ocked-in as Shapiro and
WIling (1990:4) note:

“In ternms of real politique needed reforns of public sector
control may be infeasible, and the drama, stock and coalition -
creation of privatization may be the only effective route for rea

change.
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This argurment is difficult to accept into - to, since we are
skeptical of the inplicit assunption that the public sector 1is
everywhere and always an intrinsically bad enterprise mnanager.
Wiile privatization prograns in devel oping countries have not yet
altered radically the public/private balance, the threat effect of
privatization has brought a halt - in sone cases dramatic to the
rapi d expansion of the SCE sector evident in the 1970s. Thus, in
Mal aysia, where during the 1970s govt., enterprise acquisition and
creation was running at alnost three per week, the 1980s saw the
creation of new SCes fall to alnost to zero. A simlar story can
be told for Jammica, Kenya and Sri Lanka. Further nore, the
wi despread acceptance of the 'Philosophy' of privatization,
especially anongst populations and electorates dissatisfied with
public enterprise performance, has nade it easier for govt., to
undertake SCE restructuring that woul d previously have faced broad
political opposition. Hence, our threat of privatization into
policy making and control processes has inparted a notable degree
of flexibility into these economes, and in this sense alone has
contributed to the supply-side responsiveness perused under
adj ust nent progr anmes.

This discussion of short term public finance effects should
not, however obscure the cessions of the data on the first decade
of privatization. These are that privatization has proceeded
slowy, it has raised only marginally reduced the size of the
public sector, it has raised conparatively snall volunmes of funds
the majority of sales have been snmall and concentrate by sector
and there has been a pronounced dualism linking sale size,
enterprise sector and nethod of sale whereby snall divestitures of

commer ce/ manuf acturing/ services enterprises are managed through
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direct sales to the donmestic sector, whereas |arge sales of banks
and utilities are carried out through public share sales or direct
sales to foreign firns.

6.3. PRI VATI ZATI ON METHODS AND NMANAGEMENT :

Privatization and Liberalization began to be pronoted as a
solution to the ills of the SCE sector in the early 1980s and at
that tine the expansion of the SCE sector had reached its aopgee
and it was increasingly clear that the sector's growh, let alone
its overall size, was unsustainable. Thus at a tine when nany
countries not |least the United Ki ngdom were enbracing the idea of
privatization as apart of a broader reforns ained at reducing the
role of the state sector nmany developing countries see
privatization as a quick and efficient neans of averting or
solving the inpending crisis of the SCE sector. Though in many
cases privatization was wel conmes principally as a solution to an
imrediate fiscal crisits, it must also be acknow edged that many
countries accepted it as an integral part of a shift towards
grater market orientation of economc policy.

6.3.1 PRI VATI ZATI ON STRUCTURES

In all the countries covered here began to nove towards
l'iberalization and privatization in the early 1980s wth the
creation of wvarious institutions (either adhoc or statutory)
charged with nmanaging the divestiture process. The main

devel opnents were as foll ows
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PRI VATI ZATI ON LEGQ SLATI ON AND STRUCTURES

Jamai ca

Trinidad and Tobago

Mal aysi a

Papua New Gui nea

Sri Lanka

Kenya

Mal awi

NIBJ Divestiture Conmmittee
NIBJ Divestiture Secretari at
National Hotels and Properties
Di vest ment Uni t

Agro 21 Divestnent Secretari at
PM s Cabi net subm ssion on
Privatization

Cabi net Sub-Comm ttee on
Privatization

Bruce Conmittee
Bobb Comm ttee
Ranpersad Committee

Mal aysia Inc. Policy

Cabi net Commttee on Privati -
zation

Privatization Secretari at
-Econom ¢ Planning Unit
Privatization Guidelines
Privatization Master Pl an

Nati onal Executive Council -
(NEC) Policy Statenent on Pri-
vati zation - |

NEC Policy statenent on
Privatization - 11

Parlianmentary Committee on
Public Enterplrises

Presi dential Comm ssion

On Privatization - |
Presidential Comm ssion

on Privatization - 11

Public I nvestment Managenent
Board

Ndegwa Committee on Statutory
Bodi es

Wor ki ng Cormittee on
government Expenditure

Task force on Divestiture

Department of Statutory Bodies
Worl d Bank Structural
Adj ustment Loans (SAL) | to Il
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1981
1982
na

na
1986

1990
1979
1984
1984

1983
1985

1985

1987
1990

1987

1988

1980

1987
1989
1989

1979
1982

1986
& 90

1982

1981
to 86



I ndi a Hgh level commttee on Public

Sector Conmmerci al Banks 1991
Wrld Bank - SAL - Loans to 95
Commttee on |Issue of Dis- 1996

i nvestment of shares in Public
Sector Enterprises
(i Ramakrishna - Chairman)

The enthusiasm with which the ideas were adopted differed
between countri es. For exanple while in Kenya the Ndegwa
conmttee report on the Statutory Bodies of 1979 and the working
commttee on Covernnent Expenditure of 1982 took a cautious view
of privatization, viewing its primarily as a mnor adjunct to the
broader aim of inposing greater discipline on the SCE sector, in
Mal aysia privatization was enshrined as part of the Milaysia Inc
policy pronoted by the then Prine Mnister Dr.Mhathir bin
Mohammed in 1983, as a central elenment in the restructuring of the
entire econony, to an extent these differences reflected the
nature of the crisis facing the respective economes, and also the
rel ative bal ance between the political and technocratic inpulse
for privatization, wth higher profile prograns being associated
wth greater political support for the programme. Thus in Kenya
privatization enjoys technocratic support but the consistently
been regarded with suspicion by politicians, and the work of the
Ndegwa commttee and the working commttee has not received whol e
hearted support from the executive. In Malaysia, however,
privatization enmerged as the personal standard of Dr.Mhathir
whose ent husi asm ensured that the progranme has achieved a profile
higher than 1is perhaps warranted, and has done so against

significant opposition fromtechnocrats and other groups.

Simlar phenonena exists in Sri Lanka where President.

premadasa has formulated a particular brand of privatization
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policy known as people-ization and in Jamaica where in the
md-1980s privatization was a crucial line of political schism
between the governnment of them Prinme Mnister Saga and the
opposition. the profile of Malaw an privatization has been high,
especially outside the country. Mal awi has frequently been held
up by the donor community as the prime exanple of privatization
in action in Africa it is not clear whether this view is held as
strongly within the country itself. Finally in Papua New Quinea
and Trinidad and Tobago the profile has been nore nodest also this
iIs same with India. In the case of PNG privatization was
overshadowed by the macro econom c managenent of the incipient
mneral boom while in Trinidad and Tobago the CGovernment of then
Nat i onal Alliance for reconstruction has been distinctly
anbi val ent about privatization. It has remained coomtted to it
for pragmatic rather than ideol ogical reasons, but still
enphasi zes the inportance of the SCE sector in raising enploynent
and neeting ethnic bal ance objectives.

6.3.2 A TYPOLOGY OF STRUCTURES :

Three main structures for privatization exist anongst the

countries studied. The first is a centralized structures where
the privatization/ SCE reform process is handled exclusively by a
single institution wthin governnent, the institution nay be
either an existing departnment of governnent, wusually within the
Mnistry of Finance, or a specifically created institution. This
type of structure exists in Malawi, where the co-ordination of
SCEs and their privatization is managed entirely by the Depart nent
of Statutory Bodes (DSBs) in Trinidad and Tobago, where
privatization is mnmanaged by a commttee within the Mnistry of

Fi nance, and, latterly in PnG where privatization is the
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responsibility of the Commercial Investnent Division (AD of the
Mnistry of Finance. The polar case, that of conplete
decentral i zation, where each relevant holding institution is
responsible for the privatization of elenents of its portfolio,
nore clearly characterizes the situation of Kenya. Here each
Mnister with SCEs in his/her portfolio is responsible for the
managenent of privatization in that sector. Sri Lanka followed a
simlar path in the early phase of its privatization programe, as
did PNG during the first, and ultimately unsuccessful, phase of
privatization when a simlar structure prevail ed.

The third nodel is the hybrid in which there are a snall
nunber of institutions or bodies with a relatively broad scope of
functional responsibility. Janaica nost clearly represents this
type of nodel. Although, fornmally, privatization was supposed to
be managed by the D vestnment Secretariat of the National |nvestmnent
Bank, in fact major portions of the programme were carried out by
agencies that had previously been responsible for the (ms)
managenent of the asset they were privatizing.

Thi s ' ganekeeper turned poacher' approach proved surprisingly
successful . The hybrid nodel is also present in Mlaysia and
where the 'mainstream privatization programme is nanaged by the
Economc P anning Unit, while the divestiture of snaller
industrial sector SCES cone under the am bit of UPSAK, the
Mnistry of Finance Public Enterprise Mnitoring Unit and Sri
Lanka, where the Public Investnent Managenent Board (PIMB) and the
Commer ci al i zati on Di vi sion have separate spheres of
responsibilities. The case of India too belong to the hybrid type
of structure the responsibility is lad with the Statutory Bodies

but the supervisory role being done by the Mnistry of Fi nance in
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Centre as well at the State level also.

Thoguh these three types can be distinguished, they are not
static structures, so as prograns nature (or at |east acquire a
hi gher profile) structures have tended to becone nore centralized.
To an extent this reflects a |earning process nost countries found
that wthout inter-agency co-ordination (and co-option) the
process of privatization becane not only extrenely protracted but
also undermned by significant pr obl ens. The  devel opi ng
experiences are replete wth exanples of weak co-ordination of
agencies resulting in poorly inplenented prograns, consequently
over the decade there have been a nunber of revisions to
privatization structures ained at inproving co-ordination. Under
the privatization master plan in Malaysia, for eg., the activities
of upsakK and the EPU are gradually being nerged. Smarly in Sri
Lanka the previously decentralized structures through which Iline
mnistries domnated the process have been replaced by fiasco of
the attenpted sale of the Nugini Insurance Conpany has led to
noves to strengthen the structures, wth all initiatives being

channel ed through and co-ordinated by the D However it is not

invariably the case tht centralization will inprove the speed of
prograns, even if it is inproves efficiency. For eg., in Janaica
the current Peoples MNationalist Party Govt., has moved to

centralize the structures it inherited from the previous Janaica

Labour Party adm nistration. Sone Janmicans close to the
privatization programme fear, however, that this wll slow
progress, since it wll result in greater power to a bureaucracy
that still anbival ent about divestiture.

India's privatization in Public Sect6or Enterprises as part

of PSE refornms has been taking place but at the slow pace, the
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fear of privatization in the workers group naking them to work
nore efficiently and the |losses are comng down in the Centra
Public Enterprises but that canme with the State level Public
Enterprises has no change in |losses but the |osses anount becane
less significant. In 1993 and 1994 there were nmnany partial
privatizations taken place (after commttee submtted the report
in April, 1993 i.e. The conmttee on the Issue of Shares in Public
Sector Enterprises). The PSEs are Steel Authority of India (SAL)
Limted, Bharat Petroleum Corporation |limted (BPCL), H ndustan
Petrol eum Corporation of Limted (HPCL), Rashtriya Chem cals and
Fertilizers Limted (RCFL), National A umnium Conpany Limted
(NACL), Neyveli Lignite Gorporation of India Limted etc.

One of the nore ramfications of these various organizationa
structures concerns the way in which prograns are devel oped. what
has tended to happen throughout the decade and across countries is
that the nore clearly a'Privatization Pipeline' energes by which
governnent clearly announces its intentions, the conpanies
identified, the nethod and proposed tinetable for sale. Thi s
approach stands 1in contrast to a mnore reactive approach to
privatizati on whereby governnment, having endorsed the principle of
privatization, has proceeded on a relatively adhoc basic wth
candi dates being selected sequentially and often in response to
i mredi ate financial crises. Exenplifying this latter approach is
the Kenyan situation where the notion of 'Privatization by
default' has gained currency, here the catalyst has been the
financial collapse of the SCE (generally one in which government
has a mnority stake held through a developnent finance
institution), which was forcedthe official receiver to identify a

private sector purchaser to take over the conpany.
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Thus the latter 1980s wtnessed the disclosure of
conprehensive arrays of privatization presented as a 'shopping
list'" to the donmestic and foreign private sector. The nost
conprehend so far has been the Ml aysian Privatization Master plan
whi ch, unveiled in 1990, provides a 5 year plan of action ained at
divesting approximately 430 enterprises, simlar pipelines have
been devel oped by the governments of Sri Lank, Jamaica, Ml wai and
PNG of course the devel opnent of these anbitious plans does not
ensure that sales occur on target.

6.3.3. METHODS OF SALE:

There is virtually no limt to this different nethods of sale

open to governnents, and experience worldw de has shown that
privatization has spawned a considerable nunber of innovative
selling techniques. However, nost of the countries have
inextricably linked the privatization of state assets to public
share issues through a fornal stock exchange. |Indeed, in each of
the five countries in which a fornal capital narket/stock exchange
exists sales through the stock exchange have occured and have
often been used to raise the profile of the programe. This is
particularly the case in Jamaica and Ml aysia where the National
Commercial Bank (NOB) and Malaysian Airline System (MAS) sales
respectively were central to establishing the credibility of the
privatization programme. Mreover, this nethod of sale has been
used to effect (part of) the largest sales under taken across all
the countries, nanmely the M 136.3 mllion (U8 $ 54 mllion) sale
of MSC in Milaysia and the K$ 110.0 mllion (W& $ 20 mllion)
sal e of Tel econmuni cations of Jamaica (TQJ) in Janaica.

The single nost common nethod has involved the direct sale of

the enterprise (or part of it) to a donestic or foreign, purchase,
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to a joint venture consortiumof both. In general, the purchasers
have been either third parties, or (in the case of the sale of
CGovt ., equity in Joint Ventures) the existing incunbent
shar ehol ders. e of the dom nant, if not particularly
surprising, features of the findings in this study has been the
limted extent to which the donestic private sector has energed as
a mgjor player in this process. This nmore so in the smaller
economcs, tends to question the assunption of a private sector
hither to 'crowding-out' by |large scale SCEs, and raises questions
about the 'crowding-in' capacity of privatization. This point is
reinforced by an analysis of the way in which sales are nanaged.
Wiile there have been sonme cases where conpetitive bidding has
been possible for enterprises sold to donestic capital (eg.

smaller NIBJ and sone hotel sales in Jamaica), in nost other cases
the seller (i.e, the CGovernnment) has not been in a position to
invite rival bids for the enterprise, usually then, it has been
faced with a situation where there is a single buyer, able to
exploit this nonosony power (this situation was actually
institutionalized in the '"first cone, first served early sales
of the WMalaysian programe). Buyers tend to be existing
enterprises and are often conpetitors in the sane donestic, or
often export market, frequently they are conpani es which have had
up-or-down stream |linkages with the governnent conpany and use the
purchase to integrate their operations, and in sone cases, they
are 'fly-by-night' conpanies able to exploit the unique set of
ci rcunstances surrounding the privatization process. furthernore,
given the lack conpetitive auctions and the consequent nonopsony
rents. It is no surprise that many purchasers of privatized

assets in developing countries believe that they have clinched a
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good deal . What has failed too occur in general through the
private sale process has been the introduction of new donestic
venture capital into the narket.

One ramfication of this dormant private sector has been that
enterprises have rarely been sold directly to the existing
managenent, or the enployees of the firm A characteristic of
nost public share sales has been the allocation, often at
preferential terns, of shares to enployees and managers, but in
general this has constituted only a snall proportion of total
equity (often around 5% and has been ainmed at ensuring nmanageri al
and enpl oyee co-operation in the sale. In general, however the
absence of such buy-outs highlights two of the key questions
which will affect not only this form of ownership transfer, but
also the privatization process nore generally in devel oping
countries. First there is the issue of the risk of ownership, and
whether a traditionally risk-loving private sector owner, and
secondly, bearing this point in mnd there is the concern that the
donmestic financial sector will bereluctant to absorb the risk of
lending to finance this form of new ownership. In view of
relatively low levels of personal wealth, enployees or managenent
buy-outs wll generally be highly Ileveraged and given the
acknow edged risk aversion of the financial sector in devel oping
countries the prospects for obtaining such risk capital are
limted.

The foreign I nstitutions dom nant pl ayers in t he
privatization process in developing countries, particularly in
Africa, Cceania and the Caribbean, where the donestic private
sector has traditionally been thin. Foreign capital has always

played a major role in these economes, either in terns of debt
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financing of public sector investnent, or by way of foreign direct
investnent, and foreign participation in privatization prograns is
therefore a logical extension of this process. However, such
participation has engendered anbival ent attitudes. In sone cases,
foreign capital has been seen as the only way in which
debt - di stressed and hence credit-constrai ned economes nay be able
to access the capital, technology and nanagerial expertise
adjustnent. This consideration has been critical in the Jamai can
programme, not only in the privatization of the only two
tel ecommuni cations firnms to Cable and Wreless (W) but also in
planning the divestiture of a nunber of l|arge, but persistently
poorly performng, SCES (e.g. A ir Janmica, the international
Airline, Jpsco, the electricity utility, and JRC, the rail conpany)
to other foreign buyers.

In other countries, such transfers of ownership are regarded
as inplying a loss of sovereignty, and foreign participation has
been highly regulated. Neverthel ess, foreign participation
through direct sales (often as a result of existing share hol di ngs
O has been an inportant feature of privatization in all the
economcs studied. As the tables indicates the foreign sector has
accounted for over 40% of all sales, and has predomnated in the
acquisition of larger assets by direct sale. In PNG Trinidad and
Tobago, and Sri Lanka all direct sales of assets have been to
foreign investors, while in nmalawi the same result has only been
attenuated by the sale of a nunber of snmall enterprises to |oca
entrepreneurs : buy value foreign capital has domnated in the
progranmme. As a footnote to this point while foreign capital has
still domnated in all the prograns reviewed its presence has

further ramfications, to the extent that it has been the
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opposition to foreign capital which has so severely retarded many
of the prograns. In nunmerous cases (particularly in Kenya,
Malawi, PNG sales have been forestalled as attenpts have been
nade to identify domestic purchasers of assets, rather than having
to rely on the actual demand from foreign capital.

To an extent, it has been easier to access of foreign capital
through direct sales than through capital nmarket sales. None the
less, foreign ownership through equity participation in public
share sal es has been considered. ne of the key instrunents for
this is the debt-equity swap, which, though developed in Latin
Arerica, has not been a major feature in other devel oping
countries. El sewhere, however, foreign participation have been to
alter in response, inter alia, to the demands of the privatization
pr ogr ame. For exanpl e, in Sri Lanka the punitive 100%
withholding tax on foreign share transactions was waived for
M tsubishi of Japan's equity participation in the 1989 sale of
United Mdtors, and eventually abolished entirely in 1990,
simlarly a snmall portion (approxinmately 3% of the equity in STM
(the Mal aysia tel ecommunications conpany) has been allocated to
foreign investors the first time in Milaysia that foreign
participation in privatilation issues has been countenanced. This
sale was expected to occur. A though this takes as its main focus
transfer of assets through sale and |eases, a nunber of other
met hods of transfer of control have occured. The nost common has
been the relatively w despread use of the contracting out of
managenent, either as a precursor to full divestiture or as an end
in itself. this type of reformirestructuring has Dbeen
particularly prevalent in the arline industry (Ar Lanka, Ar

Malawi and Air Nggini have all entered short-term nanagenent
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contracts with overseas airlines), and also in sone of the
manuf acturing sectors. For exanple, in Trinidad and Tobago's
steel Industry, in the textile industry in Sri Lanka, and in the
cement industry in Jamaica, the nmanagenent contracts have gone on
to becone eventual owners of the enterprise. A further method of
privatization to energe, as yet only in Ml aysia, has been the
bui | d-operate transfer method of financing capital projects, used
extensively in Milaysia to finance the construction of a toll -
road net work and elenments of the water treatnment and sewage
system The procedure has been plagues by a nunber of problens,
and to a large extent the 'privatization' elenent of the venture
has been conprom sed by the network of guarantees and underwiting
arrangenents necessitated.

6.3.4 PROGRAMMVE NMANAGEMENT :

The final technical / institutional issue concerns programe

managenent . Prograns have failed where governnents have not
ensured that the agency 9or agencies) responsible for the
| npl enentation of privatization has been given sufficient powers
in relation to other agencies in the bureaucracy around them and
where line mnistries are well placed to derail sales prograns.
More inportantly, i npl ementing agencies have often been
I nadequately staffed to carry out the tinme-intensive process of
privatization, and sales have proceeded too rapidly for the
capacity of the institutions to nanage the sale. This was a
feature of the Unit Mditors sale in Sri Lanka where the enterprise

was sold wth the inportant issues of the transfer of pension

rights unresol ved. SSmlarly, the abortive sale of Nugin
| nsurance Corporation was so rushed that, though the Act
establishing the corporation was as an SCE was repealed, its
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'successor conpany legislation was not passed and the corporation
was ultra vires for alnmost 18 nonths. Finally, the failed
transfer of the Uplands Bacon Factory and Kenya Meat Comm ssion to
the private sector was in large neasure due to the conbination of
pressure from donors to neet adjustnent conditionality and weak
donesti ¢ managenent of the sale.

Most of the problens stem from a tendency on the past of
governnent and external donors to underestimate the resource cost
of managing the privatization effort : it is one of the ironies
that the managenent of privatization can in fact involve an
extensive call on the tine and resources of the public sector.
This is manifested in a variety of ways, and governnents have
generally wunderestinmated the extent to which the details of
i ndi vidual privatization transactions have to be dealt with before
asset sal es can go ahead. For instance, it is often the case that
naj or changes need to be nade to the |legal standing of SCEs before
privatization of enterprises is another issue where handling the
details of such transaction is found to take nuch |onger than
expected, while the identification and screening of suitable
buyers have proved an extensive process. Mreover, Privatizations
require a great nunber of snaller issues to be addressed,
especially relating to the contractual terns and conditions of the
post-privatization l|abour force, the transfer of their pension
entitlenents, and the restructuring and renegotiating of their
trade union status and recognition (if any). In sonme countries,
underestimation of these requirenments has led to two specific
probl ens. first countries are frequently involved in adjustnent
prograns which have tinme-specific privatization conponents.

Delays in the conpletion of privatization transactions sonetines
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result in countries breaking |loan conditions. Secondly, inportant
aspects of the programme are decided either during or after the
privatization itself. W have already nentioned problens this nmay
cause for the future successful regulation of nonopolies, but in
other cases, as with United Mdtors, adhoc provisions have had to
be introduced to cope with the fact that certain procedures had
not been pronulgated prior to the sale of the enterprise.

Anmongst the snaller developing countries, one of the main
resource costs associated with privatization has been the |ack of
experience donestic technical expertise, which has resulted in
many of them having to inport expensive foreign consultants to
held structure and inplenent the details of each transaction.
ly in the case of Kenya has the governnment not resorted to the
use of external consultants in the design and managenent of the
programme. Aside fromthe direct costs of this form of technical
assistance, there is a concern that, though the capacity of the
consultants is not questioned, nuch of their experience has been
gained in the nmanagenent of the WK privatization progranme, and
there has been a tendency for this to emerge in the form of
honogeneous programme across countries, frequently placing a great
enphasis on the use of public share sales. Mreover, the use of
external consultants often reinforces concerns on the part of
anti-privatization coalitions that the exercise is fundanentally
about the sale of national assets to foreign investors. Whet her
correct or not, such concerns have an inportant affect on the way
in which privatization is pronoted as an adj ustnent policy.

a ) THE ORI ENTATI ON OF GOVERNVENTS:

As its broadest and nost charitable, the governnent's

obj ective function can be characterized as maximzing the welfare
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of the greatest nunber of citizens. |In this case, the emergence
of privatization can be seen as a response to genera

di ssatisfaction with SCE performance just as in this perspective
the creation of SCes was response to concerns about donestic asset
distribution and establishing national economc control. In a
nunber of countries, shifting perspectives about the nerits of
SCEs on the part of the public have nmade privatization prograns
politically possible - nbst notable exanples being Janaica,
Mal aysia and Sri Lanka. This possibility is reinforced from
Governnment's point of view by the observable popularity of
privatization prograns in other countries and hence the potentia

political advantage to be gained from 'successful' privatization

These considerations <clearly interact, political support for
privatization prograns is often a direct function of the 'success'

they enjoy. Success this sense usually neans the extent to which
the domestic constituency enjoys, or expects to enjoy,
participation in the privatization process, the nost obvious
indication of shard success being thorough public share issues
where it is clear that the 'riches are being shared. Thus we
find that the profile of the programme is higher in Janaica and
Mal aysia where the use of public share sales has been a feature
while in Sri Lanka the people-ization initiative was attenpted to
bring a simlar degree of popular support by directly linking the
programme to w der share participation. In other environnents
where the potential beneficiaries are 1less obvious, or not
obviously central to the governnent's donestic constituency (such
as Foreign capital), the public level of support is nore |limted,

and the progranmme of |ower profits.
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In Malaysia the programme was conformty with the
di stributional objectives of the New Economc Policy, nanely the
promotion and protection of the Bumputra's relative asset
hol dings. These ains were realized in the sales of MAS and M SC,
for eg., through the design of preferential governnent golden
share that retained a substantial degree of control over the
conpanies after their 'privatization' and the pre-placenent of
substantial amounts of equity with the public sector institutions
| ndeed t he rent-transferring objectives of t he Mal aysi an
Governnent have consistently resulted in a refusal actually to
transfer risk and a consequent stymeing of the objectives of
inproved efficiency and private sector devel oprent.

In some cases the governnent has an even narrower objective
function. This is the case in Milawai, where the privatization
exercise has largely concentrated on restoring the financial
viability of press holdings, the country's |argest single conpany,
wholly owned by the President. In other cases, the inability of
governnent to adjust privatization as a new nethod of achieving
old objectives has slowed prograns, even where general public
support would be forthcom ng. In Kenya the failure of the
government to institute a distribution schenme that would ensure
the allocation of assets to Kenyan Africans rather the
Kenyan-1 ndi ans and yet sinmultaneously raise sufficient revenue has
retarded the programe. In PNG the governnent's inability to
seel to the donmestic sector and the political sensitivity of
selling to the foreign sector following the Bougainville riots has
paral yzed the programme, and, in Sri Lanka entrenched bureaucratic
opposition to privatization harnmed certain transactions. The key

point of this discussion though is that in general the adjustnents
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nade to privatization prograns in order to accomodate or
inpl enent these goals are revenue and efficiency reducing. By
restricting access (and thereby raising rents) they drive a wedge
between the actual and potential revenue yield from the asset,
i ncur the deadweight loss of rent seeking activity, and depart
from optimal resource allocation. Despite this, political
I nper atives appear such that the trade-off is made. This pattern
is repeated when we | ook at the design of individual sales.

b) GOALS AND TRANSACTI ONS :

It is often the case that the initial phase of privatization

programme is controversial, this is especially so when
privatization represents part of the agenda of elected party, or
when it is exposed by a recently vicarious wing of a party in
power. In these circunstances, when debate over privatization is
characterized by conflict, the first transaction w th substanti al
publicity is required by the governnent to be 'successful' in
effect it becones a bell-wether sale. The inportance of
privatization |eads, however, to the governnment adopting a risk
averse stances, and hence the requirenments for political success
do not fit easily with that economc rationales for
privatizati on. The exanple of this type of transaction is the
public sale of NCB shares in Jamaica. The intense opposition of
the PNP to the sale neant that the JLP had to find a fornula that
would be politically attractive, this is found in the pronotion of
wi der share of ownership. In order to achieve this aim the
government shaped the transaction so that (1) there was a 7.5%
limt on the total share holding to be acquired by any individual,
(2) the share allocation nechanism in the event of excess denand

would strongly favor the smaller investor and (3) the issue was
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priced conservatively. Wiile this strategy was successful in
attracting a |arge nunber of new players into the equity market,
for reputational reasons, the government had to specify the
ownership restriction extrenely tightly. This reduced NCB s
potential efficiency by locking in a sub-optimal |evel of
managenent nonitoring (resulting from the free-rider problem in
information collection inplicit in a wdespread share hol ding).
Further nore, one of the obvious effects of under pricing the
issue was to forgo potential revenue. Thus, two key objectives
were conpromsed by the governnent's response to the political
dynamcs of the sale.

Anot her exanple arose in the sales of United Mdtors Limted
in Sri Lanka. Here, the sale of the enterprise was speeded upon
account of political considerations in spite of the worsening
security situation in the country, and the resulting lack of
attention to the design of the issue (application forns were not
delivered on time, the prospectus was poorly prepared, etc) was a
primary cause of the issue's failure. Moreover, in order to
ensure that sale of equity would go ahead regardless of public
demand, the governnent arranged for a group of public sector
financial institutions to underwite the issue. 1In the event, the
sale was a disaster, and these underwiters took up 70% of the
equity i ssued. Following privatization, there were only three
trades of equity in the following year, and it is clear that the
underwiters were colluding in managing the stock so as not to
destabilize the share price. It is difficult to see how this
outcome is contributing either to inproving efficiency within the

firm or to the devel opment of the stock exchange.
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The fact that governnents' am to raise capital from
privatization gives leverage to groups able adversely to affect
the sale. In public share sales in particular, such |everage
accrues to the managers and l|abor force of the enterprise to be
power over government to extract rent-creating concessions. such
behavi our on the part of nmanagenents to explains the frequency of
efficiency-reducing neasures incorporated in the terns of sale
(post - privatization preferential nmarket access and tax
exenptions, the retention of unprofitable parts of a portfolio
wthin the public sector) suppliers of labor have at tines
extracted extrene concessions an interesting case is the Ml aysian
rai lways, which the governnent has offered to sell for M 1
mllion if +the purchasers commt thenselves to forgo any
retrenchnment of the labor force. Mre frequently in public share
sal es, Enployee Share Schene (ESS are established which offer
equity at a discount. ESSs are often justified on the economc
grounds that they extract higher effort levels fromlabor by tying
reward to profitability via dividends. However , the quantitative
I nportance of these links is dubious, and they are in any case
strongly attenuated by free-rider problens and high nonitoring
costs. Rather, the nmain function of ESSs in privatizations
seens to be transfer rents to enployees principally to reward
loyalty or to avert their opposition, especially in cases where
retrenchment is expected. If under pricing exists, then ESSs
whi ch gi ve enpl oyees secure access in the allocation system wll
guarantee agai nst enployee 'mssing out' in any windfall profits
nmade as a result of undervaluing the net worth of their past and
future | aborers. In sone cases, the transfer process can becone

somewhat extrene. In the case of Seprod, a Jamaican conpany
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privatized in 1985, 33% of the total share issue was reserved for
enployees at a price of J $ 1.50 against a market issue of price
of J $ 2.50. The option to purchase these shares was exercisable
at any tinme for five years given that the share price of the firm
never dropped beneath its issue price and at one point reached J $
8.50 per share, substantial opportunities existed for capital
gai ns. Not surprisingly, nearly all the Seprod ESS shares were
taken up.

Anot her feature of making a success of privatization involves
attracting buyers, at tinmes, risk aversion on the part of
governnments neans that they prefer to conprom se revenue
objectives rather than |ose sales. Most SCEs brought for sale
have been involved in pre-privatization clean-ups, wth often
substantial capital restructuring and / or loss wite off being
under taken at the governnent's expense. The pre sale debt wite
offs in the textile mlls in Si Lanka the substantial investnents
in tel ecommuni cations and the recapitalization of MSC in Ml aysi a
the huge wite offs in Milaw, and the assunption of exchange-risk
on QCs loans in Janaica are all exanples of this. In sone
cases, these transactions are sufficient virtually to elimnate
the short-term revenues to the governnent, while it is the case
that SCEs often need sone reformbefore sale at Govt.'s expense),
the size of these transactions suggest that they may be another
formof rent distribution.

Under pricing of public assets is the nbst ubiquitous method
of attracting the buyers, however, we suggest that under pricing
nay |essen the expected benefit of sales on other goals of
privatization, revenue raising, capital market devel opnent and

efficiency objectives, to note that from the general record of
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privatizations via public share issues, it is clear that under
pricing is not a random event, but is systematic to such sales.
In terns of first-day pricing, of the eleven sales for which we
have detailed enough data, nine were under priced and five
substantially so. For the two issues which were not under priced,
the timng of the Sri Lankan sale was widely criticized, while the
overpricing of the Jamaican OCCC issue was a direct result of the
over - ent husi asm generated response to the previous (under priced)
NCB offer. The story is generally unchanged when three nonth
prices are examned. That our sanple is not unusual is suggested
by the fact that other countries (e.g. France Japan and the WK)
show a simlar history of wunder pricing in Stock Market sales
(Mikers and Yarrow, 1988) The revenue |loss to governnents
consequent on under pricing is clear fromthe noderate in Trinidad
and Tobago to the outstanding in the case of Ml aysia. Wth
regard to the inpact on capital narket developnent, it is clear
that the persistence of under pricing reflects the attenpt by
governnent to satisfy certain objectives through the sale of
sahres. The key goal here is that of w der share of ownership.
Under pricing encourages share applications from small agents in
two ways, first through lowering the cost of a given asset bundle
in the presence of wealth and credit constraints, and secondly
when underpricing is signalled well in advance. In this event,
the riskiness of investnent is intentionally reduced and this wl |
I nduce nore sisk-averse- agents to apply for shares. The wi der

share ownership objective is then nade instrunental through the

Vickers. J and Yarrow. G (1988), Privatization : An Economc

Analysis MT Press, Canbridge, MNA, USA
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governnent's choice of share allocation schene. However, we woul d
argue that wunderpricing is a costly and inefficient nmethod of
achieving the objective of w der share ownership. If this is the
governnent's true objective then the 'give-way' option should be
explored nore fully.

G ven the strongly political nature of divestnment it is quite
probable that underpricing will remain enbedded in capital nmarket
sales, with the attendant negative externalities for capital
mar ket devel opnent. Allied to wunderpricing has been the
stipulation of restrictions on the extent of individual share
owner shi p, principally to head of f concerns about t he
re-concentrationof ownership in the hands of private sector
elites. Such restrictions which are present in virtually all
public share issues in the countries studied here, generally limt
any individual shareholding to a nmaximum of 10% of the total
equity. Though such neasures may have a political reason, they do
only at the cost of further institutionalization of efficiency

reducing free rider problens associated with wdely dispersed

equity ownershi p.
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In conclusion, detailed analysis of the evolution and
design of privatization progranme suggest that a key place nust be

accorded to the innately political nature of divestiture. Covt.s
seek to achieve political objective, especially distributional
ones, while at the sane tine trying to aneliorate the crisis in
the SCE sector and respond to the set of normative argunents
formng the case for privatization. Mich of the evidence cited
above inplies that, when they have the power, governments respond
to trade-offs in these conpeting objectives by sacrificing goals
other than the political. This conclusion, though is nodified by
three considerati ons. First, the risk aversion of govt.s caused
by fear of failure is |essened as controversy decreased. Thi s
allows consideration of economc goals to predom nate. It is
interesting to contrast here the experience of Janmaica and
Mal aysia. |In the format, political convergence on broad econom c
policy and on the nerits of privatization, in particular have
allowed the current governnent to concentrate far nore on the
economc adjuncts of privatization, nanmely consideration and
regulation and the revenue mnmaximsing design of sales. I n
Mal aysia, on the other hand, the continuing desire to neet the
goals of the New Economc Policy (NCP) has led to a situation in
whi ch though asset ownership is broad, assets are systenatically
under price and risks nassively underwitten by public sector
institutions, thereby conpromsing the market objectives of the
pr ogr anme. However, the new phase of the NEP and the
privatization Master plan does suggest that this ultra cautious
stance nmay be rel axed sonewhat in the future.

Second it is erroneous to regard the economc objectives of

privatization as formng a consistent set. |In reality, there are
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conflicts within this set just as there are between economc and
political objectives.

However , finally the above analysis assunes that the
governnent is in control of all the relevant variables that
determine the outcome and pay-off of privatization transactions.
In an inportant class of cases, this is not an accurate
characteri zati on. This brings us to an analysis of reputation,
credibility and precommtnent in the followng section.C

REPUTATION / CRED BILITY AND PRE- COW TMENT :

In di scussi ng t he obj ecti ves of privatization of
privatization prograns that governnent's reputation wth the
private sector i = and its desire to signal intent to external
donors would be inportant determnants of the price and shape of
transacti ons. Reputation considerations derive fromtwo innate
features  of privatization transactions, nanely asymmetric
information, and uncertainty in the enforce ability of contract.
As we shall show, a situation where a governnent has a poor
reputation results in a sub-optimal outconme from both the public
finance and the social welfare perspective. In this section, we
present a sinple nodel illustrating this problem and discuss
different ways in which governments have adapted privatization
prograns using pre-commtnent and reputation-creation strategies
to get round the problem

The main focus of the reputation issue concerns policy naking
(i.e. Privatization) over tine, by considering the problemand its
solution in a static, one-shot, situation. For this we use a

sinple, highly stylized version of the nodel devel oped by Backus
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and Driffill, 1985 ! The essential feature of this nodel is that
once the sale of an asset has been finalized the governnment is
able to renege on its conditions of sale in order to earn
additional revenue. This could be achieved in a nunber of ways,
for exanple by changing the tax structure for the industry, by
altering the conditions for access to the foreign-exchange
auction, by inposing price controls on the industry, by changing
remttance conditions for profits in the case of foreign-owned
conpanies, by changing the regulatory framework, or ultimtely
when the government has provided sweeteners to the purchaser,
there will be a cash incentive not to honor these, and thereby
increase its pay-off. The governnent's perceived propensity to

renege on the sale contract (some of whose elenents nay be

inplicit) wll contract (some of whose elenents may be inplicit)
will affect the amount the private sector is willing to pay for
the asset.

W consider a governnment which, facing sone (un specified
credit constraint, seeks to raise revenue. This can do through
the sale of an asset, but it can also augnent this revenue through
post-sal e default. However, the private sector purchasers wll
take into account the Ilikelihood of the governnent default in
deci ding whether to accept the offer for sale. W assune that no
sale will occur if the maximum price the private sector wll pay
is less than the offer price. The governnent's anticipated total

revenue raised at the tine of sale, and 'r' is the revenue raised

through future default. W define the governnent's wutility

'Backus, D. and Driffill, J (1985 'Inflation and Reputation',
Ameri ca Econom c Review 75, 530-38.
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functionas : U=f r, (r -r)
Wiere the first argunent inplies that the governnent gets utility
from revenue now rather than later for a given split between P
and r) , while the second argunment suggests that the governnent
none the less derives extra utility in the situation where the
nonetary value of its default is greater than the purchaser had
expected (labelled r® ) . Intuitively we see that, while
government wi shes to naxi mze short-term revenue by naxi m zing o,
it also has an incentive to 'fool' the private sector.

W also assune that the private sector's utility function is
defined as Up =g (r_ - r® where | r - r®1 >0... (2
Wiich sinply states that for a given p (where p = q - r), the
private sector does not like to be fooled. Follow ng Backups and
Driffill and Vickers we sinplify the analysis by choosing an

arbitrary functional formfor (1) and (2)

U= - ar? + (rp, - r® (3)
U= - (r - r®)? ... (4)
From this the Nash equilibrium solution can be derived as
fol | ows:
S/ Sr =2 Sr + B =0 =r=DB2S ....(5)
S/ S =2 (r - r) =0 =r =r = B/2x (6)

Substitute back into the utility functions Uy and U we get
government and total utility UQ = u = -B ~74 x.

These are clearly lower than would be the case if the
governnent were able to set r = r® = 0, such that Ug = U =0, which
is Pareto inprovenent on the Nash sol ution.

However, it is clear the Nssh solution is a direct result of

the inability of the government commt itself to a node fault
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scenari o. G ven the nature of its utility function, where it has
an incentive to default in order to fool the private sector, then
the private sector will expect this default and consequently not
accept the asset at the higher price. This is a standard exanpl e
of the prisoners problem hence if governnment then has a clear
economc incentive either to inprove its reputation or to
circunvent the credibility problem by designing binding contracts.
A ven the structure of the governnent utility function, this is not
possi ble in a one-shot sale, as above. However, once we consider a
dynamc setting, the issue of policy credibility and reputations
becones cl earer.

d) CREDBILITY AND REPUTATION IN ADYNAM C SETTING:

To notivate this discussion, we need a realistic nodel of
hope the private sector mght eventually come to trust the
gover nment . VW suggest that an appropriate characterization of
this dynamc can be found in a Bayesian franmework, in which,
rather than trusting the governnment ability, the private sector
update its assessnent of the governnment's nature over tinme in
response to its observations of the governnent's actions. Suppose
t hat, in contrast to the Nash solution, the nature of the
government's wutility function is unknown at the beginning of the
process, but that the private sector nakes sone ex-ante estimate
of the governnent's "honesty" (p) . |If the governnment defaults on
the initial sale then 'p'" wll fall to zero ( as it has reveal ed
its true nature), and thereafter the private sector will expect a
default and its offer price will fall accordingly. If however,
the governnent doer not default, then the private sector wll

revise its assessnment, p, according to a Bayesian updating rule.
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Letting the no-default state be N, the honest governnent be H and
the dishonest D, the Bayes theorem states that the purchaser's
revised estimate of the governnent being honest is then
conditional probability that it is honest given that it did not
default in this period. This is expressed as
Pt +1 = Prob (NH . . . (7)
prob (NH prob (H

(prob (NH prob (H + prob (ND prob (D
Under such a schene the private sector gradually revises its

estimate of the governnent's honesty as each sale unfolds. The

result of such trust updating, and an illustration of the policy
I ssue facing governnent. This shows a case where the private
sector initially sets p = 0.25. If after three sales no default

has occurred the Bayesian rule would see the private sector's
porbability estimate of the governnent's honesty rise to 65% and
after 10 sales with no default the vale of 'p' exceeds 99% I f,
however the initial probability was 75% then the 99%ecertanity
| evel would be reached after 6 sales. Jearly the the initial
probability estimate is crucial in determning the speed wth
whi ch the governnent approaches full credibility and hence nmaxi num
revenues. Thus, in a world where offer prices by the private
sector reflect their ex-ante probability estimates, then it wll
be in the interest of governnent to act so as to influence this
esti nmat e. Cne instrunent for doing this lies in the design of

privatization programre .
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TABLE - 6.1

NUMBER CF PRV ATI ZATI ONS BY COUNTRY AND BY METHOD OF SALE

COUNTRY TOTAL PUBLIC PRIVATE SALE MC & LEASE
SALE _ _
DOM FOR JOT DOM FOR JO,T
a b abs
Jamaica 4 1 3 15 6 4 2 19
Kenya 1 1 0 0 0 0 0 0
Jamaica 7.20 2.25 1.10 3.56 0.29
Kenya 0.09 0.09 0 0 0
Malawi 0.61 0 0.19 0.42 0
Malaysia 0.55 0.27 0.12 0 0.16
PNG 0.18 0] 0 0.18 0
Sri Lanka 0.15 0.04 0 0.11 0
Trinidad & 2.34 0.24 0 2.10 0
Tobago
Average 1.59 0.41 0.20 0.91 0.06
Source Country case studies.
Not es -
a) Not including the value of management contracts or |eases.
b) the figures represent the total or privatization proceeds to
date a sum of the propreotions of those proceeds to GDP in the
respective years of sale.
TABLE 6.4
NUMBER OF PRI VATI ZATI ONS BY COUNTRY AND BY FUNCTI ON OF ENTERPRI SE
COUNTRY TOTAL COMMERCE FINANCE TRANSPORT WATER REG. AGR.
MNFG & & BANK- & COMMUN. & ENE- MRKTG.
SERVICES ING RGY
Jamaica 41 30 1 5 0 0 5
Kenya 1 0 1 0 0 0 0
Mal awi 17 10 o o 0 0 7
Malaysia 24 13 2 4 0 0 5
MG 4 2 0 1 0 0 1
Sri Lanka 6 6 0 0 0 0 0
Trinidad 5 2 2 1 0] 0 0
Total 98 63 6 11 0 0 18
Source : Country case studies
Note - 6.4 Table
a) Including managenment contracts and | eases
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TABLE 6.5
PRI VATI ZATI ON PROCEEDS BY GCOUNTRY AND FUNCTI ON CF ENTERPR SE

COUNTRY  TOTAL COMVERCE FINANCE TRASNPORT WATER REG AR
MFG & & BANK- & COWN. & ENE- MRKTG

SERVI CES ING RGY
Jamaica  230.7 104. 2 16.1 110. 3 0.0 0.0 0.1
Kenya 9.1 0.0 9.1 0.0 0.0 0.0 0.0
Mal awi 7.2 5.4 0.0 0.0 0.0 0.0 1.8
Mal aysia 180.3 18. 6 8.7 133.5 0.0 0.0 19.5
PNG 4.5 0.8 0.0 1.0 0.0 0.0 2.7
Si Lanka 10.7 10. 7 0.0 0.0 0.0 0.0 0.0
Trinidad 94.5 6.3 3.3 84.9 0.0 0.0 0.0
Tot al 537.0 146.0 37.2 329.7 0.0 0.0 24.1
Aver age 6.8 2.6 6.2 33.0 0.0 0.0 4.0

Note : Excludi ng managenent contracts, |eases and cl osures.

TABLE 6.6
NUMBER CF PRV ATI ZATI ONS BY METHOD AND FUNCTI ON CF ENTERPR SE
FUNCTI ON TOTAL PUBLIC PRI VATE SALE MC & LEASE
DOVE- FORE- JO NT DOVE- FORE- JA NT
STIC e\ STIC |N
Commer ce, 63 7 26 13 4 4 1 8
Manuf acture &
Servi ces
Fi nance & 6 4 1 1 0 0 0 0
Banki ng
Transport & 11 3 0 5 2 1 0 0
Comun.
Water & 0 0 0 0 0 0 0 0
Ener gy
Regul at ory 0 0 0 0 0 0 0 0
& Mktg.
Agricul . 18 0 9 4 0 3 1 1

Source : Country case studies
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TABLE 6.7
VALUE O PR VATI ZATI ON BY METHOD AND FUNCTI ON OF ENTERPRI SE

(U $ MLLIQN

FUNCTI ON TOTAL PUBLI C SALE PRI VATE SALE
DOVESTI C FOREI GN JO NT

Conmrer ce, 146. 0 41.9 54. 2 39.7 10. 2
Manuf acture &
Servi ces
Fi nance & 37.2 32.6 4.6 00.0 00.0
Banki ng
Transport & 329.7 99.2 0.0 176.5 54.0
Comun.
Water & 0.0 0.0 0.0 0.0 0.0
Ener gy
Regul atory 0.0 0.0 0.0 0.0 0.0
& Mktg.
Agriculture 24. 1 0.0 20. 6 3.5 0.0
Tot al 537.0 173. 7 79.4 219. 7 64. 2

Source : Country case studies
Note : Excludes management contracts and |eases.
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TABLE 6.8
AVERAGE CF PRI VATI ZATI ONS BY METHOD AND FUNCTI ON OF ENTERPRI SE
(LS $ MLLIQN

TYPE O ENTERPRISE = AVERAGE PUBLI C SALE PRI VATE SALE
DOMESTI C FOREIGN  JA NT

Commrer ce, 2.38 5.98 2.08 3.05 2.55
Manuf acture &

Servi ces

Fi nance & 6. 20 8.15 0. 00 0. 00 0.00
Banki ng

Transport & 29. 97 33. 07 0.00 35.30 27.00
Commun.

Water & 0. 00 0.00 0. 00 0. 00 0.00
Ener gy

Regul at ory 0. 00 0.00 0. 00 0. 00 0.00
& Mkt g.

Agricul ture 1.26 0. 00 2.29 0. 88 0.00
Aver age 7.01 12. 40 2.27 0.55 10. 72

Fbtes . This table excludes the value of managenent contracts and
eases.
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CHAPTER - VII

GOVERNMENT CREDIBILITY AND PRIVATIZATION
| NTRCDUCTI ON -

Continuing fromthe preceding chapter VI, the discussion in
chapter VI| follows that the governnent faces tine path, bound
objective to mnimze the revenue loss terned as Bayesian
trajectory. The experience of privatization is to denonstrate two
ways in which governnents have attenpted to mnimze revenue
| osses: the first approach involves signalling strategies which
increase the slope of the Bayesian trajectory, the nain exanples
here concern the underpricing of shares and the sequencing of
sales. The second nethod is the use of instrunments through which
gover nirent can short circuit t he gr adual reputation
trajectory. The strategies here are government preconmtnent and
consi deration of post-default punishnent options.

7.1 ACCELERATI NG THE REPUTATION PROCESS THROUGH THE DESIGN CF

PRI VATI ZATI ON :
A) UNDER PRI G NG AND SEQUENCI NG :

As denonstrated above, wunder Pricing of shares in the
primary market is an endem c feature of the privatization process
in a large nunber of countries. Wile it is true that
underpricing is used to achieve a nunber of objectives (has
di scussed in the previous chapter), it is also widely viewed as a
way of enhancing governnent's credibility. Cedibility and
Reputation are perceived to be nmade on the basis of 'successful

sal es, where success is neasured interns of the over-subscription
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for shares and the premum revealed on first-day trading. The
inplicit argunent is that the first-day tradi ng prem um generat ed
fry pricing shares below the Bayesian trajectory in the initial
sale wll serve to signal the governnent's reputation and
therefore raise the price. The private sector is prepared to pay
for later sales nore rapidly than otherw se. Using under pricing
in this manner is problematic, however, since it has adverse
effects on other privatization objectives and also is often an
inefficient strategy for creating a reputation. First, it can
have a nunber of serious distributional effects, since it
represents a cunbersone nethod of effecting a |unpsum cash
transfer from the issuer to lucky share applicants inplenented
through the equity market. Second, it nmay have adverse effects on
the developnent of the <capital market operating principally
interns of noral hazard and adverse selection effects. Third,
and nore inportantly for the discussion here, there is the
probl em t hat underpricing may becone self-defeating in that, as a
result of weither the adverse selection problem or political
dynamcs, it becones |locked into the privatization process. It
is then possible that the 'under-pricing' trajectory never
crosses the Bayesian trajectory, and thus the government nust
accept a permanently low | evel of revenue.

If the price itself cannot be relied on to signal reputation
sufficiently, an alternative route may be to use the sequencing
of the sale of assets, by concentrating in the early stages on

the sale of assets in sectors where the scope for default is nore
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limted. Typically this would entail conpetitive as opposed to

nonopol i stic  sectors, sectors open to greater forei gn
participation, and also sales of relatively small assets. In our
st udy, there were 95 privatizations, 63 were in the

manuf acturing, commerce and services sectors; and only in two
countries where privatization was well entrenched in the policy
corpus, had the programme noved significantly into the sale of
utilities. This pattern of sales is corroborated by broader
reviews of privatization.?

Sal es have tended to affect SCEs that are snall in terns of
assets and enpl oynent (and) privatization appears to have occured
nost frequently in manufacturing and services sectors,
predomnantly reflects the weakness of the donestic private
sector, it is also a response to the private sector's
unwi I lingness to commt large investnment funds in an environnent
of policy risk. This wunwillingness is one aspect of the
difficulty for governnent's careful sequencing that nay bring a
return by allow ng privatization of these |arger enterprises.

B) PRE- COMM TMENT :

More fundanentally, through, using the sale price both to
indicate the intrinsic value of the asset and to create
confidence through reputation may not be possible (or if possible
nay operate too slowy) . Wen neither the quality of the asset

nor the quality of the seller is known the private sector faces a

'Berg.E. and Shirley. M (1987) Divestiture in Devel oping
Countries : Wrld Bank D scussion papers 11. Washington D C
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signal extraction problem since it observes only one piece of
information, namely the price, Faced with this signaling
problem the governnment can well offer the easiest way of the
informati on overload problem of price signalling and allowi ng it
to junp to alnost inmmediately.

These non-price I nstrunents can be di vi ded into
precommtnent by the vendor (legal or otherw se) against further
default, and puni shnment options by the seller or by other agents
in the event of such default. A though these are conceptually
separate, it is natural to see them as linked issues, on the
grounds that only if the buyer is able to penalise the vendor
after the breaking of a pre-coomtnent wll that punishnent be
credible. Thus, it nmay be optimal (i.e. intertenporally revenue
maximzing) for the governnent to introduce full or perfect
puni shnment possibilities into privatization sales in order to
nmake its pre-commtnents credible. As suggested above, this is
essentially a method of circunventing the reputation problem by
elimnating the uncertainty -that asynmetric i nformation
introduced into the sale process.

Broadly, pre-commtnents and puni shnent possibilities can be
classified into two main sorts, 1) those are instrunmented through
third parties, 2) those that are inplicit or explicit to a
bilateral contract. An exanple of the general form of third
party pre-commtment is the recently created Miltilateral
I nvest nent guarantee Agency (M GA) and other investnent pronotion

schenes which provide insurance against |loss of earnings as a

158



result of non-commercial risk (including re-nationalization). In
privatization, though, these would nostly inpact only on
sales to foreign investors. Another nore comon exanple cones
through the Agencies of IM and Wrld Bank adjustnent |[|ending
which attenpt to bind governnent policy actions.

In general, for reasons such as these, third party
strategies are rare. More typical are pre-commtnents and
puni shment possibilities built into the individual sale contract.
However, although these offer the nmost rapid way of dealing with
the reputation problem they frequently conpromse other
objectives of the privatization programme. To docunent this
point, we present two exanples of explicit pre-commtnent /
puni shnent provisions fromthe Janai can privatization progranme.

The National Commercial Bank (NCB) of sale, as noted earlier,
was critical to the whole Janmican privatization programe. The
ramfications of political controversy for the design of the
sales have already been analysed, here we focus on the
governnment's nethods of pre-commtnment with respect to potenti al
buyers. Wile the NCB itself was a consistently profitable
institution (inplying that, as a private firm an appropriately
priced share issue woul d have been ent husi astically received), the
Janmai can CGovernnent still had a reputation for extensive
intervention in the private sector. Thus one of the key nmeans in
persuadi ng individuals to buy shares would consist of designing a
visible and credible nethod of Ilocking the governnent out of

future interventions in the running of the NCB. This was nade
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all the nore inportant by the decision to sell only 51% of the
equity, leaving the governnent in control of 49% after the sale.
Hence, reputation issues would be central to the success of the
privatization programe in Janaica.

Utimately the government chose a pre-conmtnent option
which tied its hands by rendering certain entrenched provisions
of the conpany virtually immune to alteration. These were 1)
that the government's remaining 49% share was declared
non-voting, and 2) that any individual's share hol ding coul d not
exceed 7.5% of total equity. These provisions could only be
changed by unani nous agreenent at a neeting of nore than 90% of
sharehol ders with voting rights. The Menorandum of Associ ati on of
the bank was simlarly entrenched. These restrictions, which far
exceed normal private sector practice in Jamaica, indicated the
seriousness of the governnent's desire to signal its intention
not to default. This conclusion is under-scored by the fact that
when the governnent was considering the inclusion of a 'golden
share' arrangenent, its advisers warned that such an action woul d
raise fears of future intervention and thus render the NCB
unsal eabl e. The CGovernnent consequently dropped the idea.

If the privatization of NCB was significant, the sale of
Tel ecommuni cations of Jamaica (TQJ) was regarded as crucial for
economc grow h, since by 1988 tel ecommuni cati ons was regarded as
critical bottleneck in the restructuring of the econony. I n
order to obtain the necessary quantity and high quality of

capital investnent required to overhaul the telecommunications
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sector, the government had to sell the conpany to a foreign
operator. Gven the size of the new investnment proposed
(approximately US $ 300 mllion over a 5 year period), the
government needed to convince the buyer that the investnment would
not be jeopardized by default in the future (either by way of
re-nationalization or through price controls) , even if there was
a clear short-term economc incentive to do so. The methods
chosen in this case were a conmbination of |egal pre-conmtment
and the prescription of a punishment process. In brief, these
were as follows:

a) TOJ was granted an exclusive (i.e. monopoly) 25 years licence
for domestic and foreign telecommunications in Jamaica which
woul d be renewed automatically for another 25 years, unless, wth
the 2 and 1/2 years notice, the governnent acquired all TQJ
assets at a fair market value as determned by a firm of valuer
acceptable to both parties.

P) In the vent of a revocation of the licence, TOJ was allowed
two years to sell its assets. If it was unable to do so, the
government would be obliged to purchase the assets at a fair
mar ket price.

c) In the event of such a repurchase, the government was obliged
to pay either in cash or upto 95% of total in prom ssory notes
denom nated in US dollars or UK Sterlings over a period of 15
years at 2% above London Inter-Bank Operating Rate (LIBOR) for
simlar deposits.

d) TOJ price setting regulations guaranteed the conpany, an
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annual 17.5 - 20% return on share hol ders funds. Further, the
design of the regulatory regine nade no attenpt to inpose cost
savings on the firm

Essentially, these provisions offered the foreign owners to
TQ) an investnent free of expropriation risk, wth a guaranteed
return. These extraordinarily detailed agreenents, in fact,
offer a exanple of alnost perfect pre-conmtnent since the
Jamai can Governnent specified a punishnment strategy that would
| eave the putative owner of TQJ indifferent, between holding TQ
equity and accepting governnent conpensation.

Interesting as these transactions are in thenselves, the key
point for the discussion here is that these precommtnent /
puni shment strategies, notivated by the revenue naximzation
obj ective of the governnent, served to reduce econom c efficiency
bel ow the optimal position. |In the case of the NCB, share hol der
control of managenment was conpromsed by the entrenched
provisions, while for TQ) a 50 year nonopoly position was | ocked
in under the sinple rate of return regulation, that these
punitive pre-commtnents were deened necessary to establish the
governnent's credibility in the privatization programmre. |s the
Jamai can governnent had been eroded during the previous decades.
It also suggests that there are costs to poor reputation other
than bad econom c performance, nanely the costs of the probl em of
lack of credibility. These costs nmay energe as explicit
trade-offs in the inplenentation of privatization progranmes,

especially in countries where governnents have interventioni st

162



reputations but wish to enbark on privatization prograns of

substantial size.
The second form of bilateral pre-commtnent / punishment

strategies are inplicit commtnents, the nmain one being the

creation of a w de share ownership base. Put it sinply, the
| arger the nunber of shareholders, the greater will be the cost
of default. Wder share ownership binds the government into a

| arge nunber of individual contracts with its electorate, each of
which is able to punish default. The logical inplication of this
is, of course, the 'give-away' option, now popular in Eastern
Eur ope, through which shares on SCEs are distributed free to all
tax payers, voters or citizens. This form of privatization can
be seen as a neans of effectively achieving a nunber of the nain
objectives of privatization. Aside from the creation of a
near-perfect reputation and inportant reputation externalities in
other areas, the method also facilitates a rapid and cheap
di vestiture on the part of the state. In doing so, it quickly
allows for a private nmarket valuation to energe, wth consequent
inmplication for the devel opnent of capital market trading and
opti nal resource and risk allocation, It avoids the
re-concentration of wealth in hands of these investors who have
the liquidity to purchase privatization shares, and it represents
a 'pure' form of privatization by giving back to the private
sector the freedom to choose how to allocate the asset bundle

which was hitherto (nomnally at |east) been held in its nane.
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Wiile, in many of the countries which have sold enterprises
through public issues, wder ownership has been used as a
political and reputational tool, no government in our country
studi es have explored the 'give-away' option.

The inpact of reputation and policy credibility issues on
the design and inplenentation of privatization programes has
rarely been explored in other studies of privatization in
devel oping countries. This nay once again be the result of the
inmportation of developed country nodels where credibility in
governnment policy is not such an inportant issue to the
devel oping country context. However, this analysis suggests
that, though often unrenarked, governments are obliged to take
account of policy credibility considerations when inplenenting
sal es-especially when divesting large enterprises and / or
I nvolving foreign buyers. In as nmuch as a nunber of countries
are seeking to expand their programmes and start privatizing
utilities, we would expect nethods of securing private sector
credence in government policy to becone nore inportant. However,
as noted above, across the scope of our study, the use of
pre-comm tnent and puni shnent contracts have energed as the nost
wi despread and nost effective nmethods for enhancing a
government's reputation. Wile these may be revenue naxi m zing
(when conpared to the base case of reputational updating) , they
run the risk of locking in inefficiencies over the long term and

hence vitiating the key objective of the sale.
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C OTHER CONFLI CTS I N CBJECTI VES :

In the earlier sections, discussed the ramfications of the
innately political nature of privatization, and exam ned the ways
in governnents attenpts to fulfill objectives of privatization
that have shaped both programmes and individual sales, and
anal ysed strategies which governnents have enployed to overcone
reputational constraints that are outside their direct power to
change. In both cases, these actions caused friction with other
public professed, goals of privatization and that, in general,
political ains were those chosen to be directly instrumented. As
the distinction between the trust of political and other
obj ectives increases, so the achievenent of the main ains of
privatization is made increasingly less Iikely.

A fundanental conflict facing all governments is that of
achieving the econom c objectives of privatization in the |ight
of ancillary objectives, particularly the desire to inprove fiscal
bal ances (often in response to external pressure).

This is particularly troublesone in developing countries
whet her privatization often takes place in the mdst of a fiscal
crisis in which the government is confronted simultaneously by
the urgency of loan conditionally on the one hand, and grow ng
donestic political dissatisfaction on the other. Adven this
framework, the tenptation is for governnments to enphasize the
short-run liquidity transformation (i.e. cash for equity) aspect

of privatization.
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Thus, an overriding goad of programnmes tends to be the rapid
reduction of fiscal deficits by the quick sale of enterprises,
ad the decision to sell a function of the forces leading a
govenmatt to prefer cash to equity. This clashes in a numba of
ways with the rationale mog often put forward for Privitazation,
namdy the enhancement of efficiency. Firstly, often the mos
profitable enterprises are sold, since they are the easiest to
divest quickly. Not only are these enterprises generally net
contributors to current revenue, but they are likely to be
operating efficiently (in an internal sense).

Sale of these enterprises is unlikely to result in greatly
enhanced efficiency, the limiting example of this type of dynamic
wes the fourth tranche sale of TQJ which gave the foreign share
holder a majority equity stake for the first time. This sale wes
carried out solely to ean foreign exchange so that the
governmat could pass a quately IMF Paeformance test.

Second, we find that in a numba of cases the profitability
of SEs is a function of their monopady powea (either natural,
strategic or administratively determined). As stressed earlier
sale of public sector monopolies to the private sector invariably
meas a transfer of monopdy profits to the private sector, there
are no efficiency gan in this case. Too often the desire to
bring enterprises to maka axd maximise immediate revenue has
resulted in pressures to proceed with the divestiture of
monopolistic enterprises, while the issue of the

post-privatization regulation of private monopolies is either
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ignored wuntil after the sale has occurred are at best
| nadequat el y consi der ed.

The specific problem of conflict bet ween revenue
maxi m zation and efficiency enhancenent forns one part of a
broader conclusion on the attainability of these two goals.
Al though inprovenents in public finance and gains in efficiency
are exposed as the two nost | mport ant obj ectives  of
privatization, to suggest that in many devel oping countries they
have at best been only partially fulfilled. In countries
studies, efficiency gains and revenue inprovenents have not been,
or not be, substantial, for a variety of the reasons expounded
above (as a result of the types of enterprises sold, the |ack of
regul atory systens to acconmmobdate the w despread presence of
mar ket dom nance, or nore basic political pressures) .

The majority of firns that have been privatized are ones
whi ch have already been running relatively efficiently, either
over a long period of time, or due to pre-privatization
clear-ups. This is especially true of share sales to the public,
where it is generally assuned that the offer for sale of |oss
maki ng SOEs woul d not attract private investors. In these cases,
it may well be that the net long run inpact on pubic finance
wll be negative. On the other hand, there are clear exanples of
genuine and neasurable success interns of post-privatization
efficiency gains, although these are nore common in other types
of privatization efficiency gains, although these are nore comon

in other types of privatization (i.e. direct sales to the
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donestic and / or foreign private sector, and nanagenent
| easing), such as the textile mlls in Sri Lanka, Iron and St eel
Conpany of Trinidad and Tobago (ISCOIT) and hotel leasing /
sales, Bus route tenders, and Agricultural marketing board sal es
in Janmai ca. In these cases the net long run inpact on public
finance has been and will be positive.

A second conflict concerns revenue maxi mzation and private
sector devel opnent. The pronounced dualism of privatization
sales was enphasized in our review of the experience of
privatization to date. Concentration on the sale of large
enterprises through public share sales or foreign purchase may
result in higher revenues in each budget, but as successive
country studies show, they will do little to 'cromd in" the
small and nedi um scal e donestic private sector, which lacks the
resources to becone a player in this type of programe. The
problem is reinforced by the fact tha short term revenue
maxi m zation involves the sale of nonopolies as they are in nany
cases, governnments have let stop the opportunity of creating
conpetitive nmarkets or breaking up Leviathan enterprises through
a strongly pro-conpetitive policy, though both would have a
positive effect on the developnent of the donestic private
sector. A nore conmon occurrence, however, is the creation of
private sector entry determning oligopolies and nonopoli es.

There is also a tension in privatization programes caused by
the necessity of neeting adjustnment conditionalities. Thi s

tension is nmade mani fest through pressure from external agencies
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to proceed wth divestiture as rapidly as possible. However ,
speed of sale is seldom conducive to the full realization of the
potential of privatization. First, there 1is pressure on
governnents to privatize enterprises before they are ready for
sal e. Increasingly multilateral agencies have cone to realize
that both SCE reform and privatization programe issues are tine
consumng and that three year adjustnment |oans are excessively
bl unt instruments of inplenmenting privatization. 2
It has been noted that nost attenpts to reform public
enterprises have used SALs (Structural Adjustnent Loans)... Yet
public enterprise problens are conplex and SALs generally have
been sel ective and nmacro-oriented... It has also been noted that
several conponents of public enterprise reforns take longer to
i npl enrent than permtted under a typical SAL disbursing period.
Second, privatizations undertaken at high speed or under
intense pressure are often poorly designed. For exanple, 1in
Kenya the Uplands Bacon Factory sale was pursued in response to
the noratorium on disbursements of a previous adjustnent | oan.
Though UBF's sale was not directly part of any adjustnent
conditionality, and ultimately was not successful, the governnent

clearly felt it would restore its credibility Msley, 1991)
2Gal al. A Public Enterprise Reform : A challenge for the Wrld

Bank, World Bank, Policy, Pl anning and Research papers.

Mosley. P. (1991) 'Kenya in Msely et. al (eds) AID and PONR
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In the event, however design faults arising from excessive haste
caused the sale to fail. Smlarly in Jamaica, privatization of
the Cari bbean Cenment Conpany (GO0 was undertaken with extrene
rapidity. Design problens are not only caused by externa

pressure. In the case of the land leases in Jamaica, failures
arose where there was a conflict between inproving the yield on
agricul tural land ( an efficiency objective), and the
governnent's desire to diversify the agricultural sector through
the promotion of non-traditional interpreted.) This |ast
trade-off reasserts itself in another way. In sone countries,

the goal of private sector devel opment has been concerned wth
involving the private sector in projects which have previously
been the province of the state, rather than being enterpreneuria

(i.e. nore dynam c, ri sk-taking) behavi our  through the
encour agenent of conpetition. Thus, ‘'crowding in' the private
sector can take the form nerely of enticing the private sector
into new underwiting of comercial risk. The classic exanple of
this is the Malaysian Build operate Transfers (BOTs), where the
creation of ‘'safety net' guarantees by governnent to protect
private sector operators against future revenue shortfalls
effectively undermnes the whole purpose of BOT in the first
place. The inplication of such transactions is that conpetition
is stifled and hence expectations of efficiency gains are

downgr aded.
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CONCLUSI ON

Anal ysis of the privatization in countries selected shows
that actual outcomes had been quantitatively disappointing.
Privatization to-date has played a snmall role in reform of the
SE sector, and in India the pace is slower and the role of
privatization is not significant in SCE sector reforns. It is in
progress, not conpleted. However, aggregating across the
programres reveal ed certain comon salient features.

Most inportantly the analysis delineated how the design and
outcones of individual transactions and privatization programres
are strongly influenced by (I) the attenpt by governnents to
address political issues, or gain capital fromprivatization, 2)
the need to ensure credibility in privatization policy and 3) the
intrinsic tensions in the broad goals assigned to privatization.
The satisfaction of these constraints, however, can result in a
failure to attain other objectives. Specifically, it is the goa
of inproved efficiency - which after all provides the central
economc argunent for privatization which is nost often
sub-ordinated (whether deliberately or through oversight)when
trade-offs occur. Governnents in devel oping countries could
adopt far nore rigorous conpetition and regulatory policies. The
adoption of such policies could result in a stronger concern wth
efficiency enhancenment in privatization transactions, even if
privatizations purely around economc issues, the nature of
economc structures in developing countries would often have a

powerful limting inpact on the potential of privatization.
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CHAPTER M I

PRIVATIZATION - ECONOMIC STRUCTURES IN DEVELOPING ECONOMIES
| NTRODUCTI ON :

This chapter sets up analysis of privatization in different
economc structures, based on certain premses ;i) privatization
has has been |ess successful in the |owincone economes, than in
wel | devel oped and nore diversified economes; ii) the pace of
progress of privatization is largely due to changes in the
structure growh and devel opnent of the econony, and
iii)efficiency inpact of privatization is simlarly due to
devel opment of nmarket structures and regulatory capacity. This
chapter examnes in Section-2 : the extent to which the donestic
private sector in developing countries can provide a conpetitive
environment through which the economc efficiency gains are
expected to flow from privatization or that can be realized to
generate the resources as to absorb privatization sales. The
study also focuses on capital markets in the privatization
process, nanely savings nobilization, (in section 3 through
9)di sciplined on managenent of regulatory capacity and its likely
inpact on the post-privatization environnent. This chapter also
probes into the constraints that economc structure inposes on
privatization and the feed back from privatization to these

structural factors.
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8.1) PRI VATE SECTCR CONSTRAINTS AND LIMTS TO GROMH :

In this study, selected sanple countries can be divided into
four sets. The first is Malaysia and Jamai ca which despite their
differences in population size, have simlar devel opnent
indicators interns of income |evels, urbanization, mnarket depth
and the share of manufacturing in GDP. The second set is Trinidad
and Tobago and Papua New Quinea (PNG which are small mneral
exporting economes in which the manufacturing sector accounts for
a relatively snall proportion of total output. The third
conprises two African economes of Kenya and Malawi. Kenya is the
nost industrialized East African econony, while Malawi is a poor
agricultural econony. Finally India and Sri  Lanka both having
simlarities with respect to urbani zation and i ndustrialization and
poor incone |evels. Though the selected sanple of countries
chosen and sub-sanple sizes are snall, these countries represent
reasonably adequate size characteristic or arch types for nany |ow
and m ddle - |owincome devel oping countries, and hence the conmon
characteristics of their domestic private sectors go along with to
explain the nature of |iberalization process and privatization in

many sim |l ar devel oping econom es.
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Data on the structure of the Private sector usually limted,
partial, and nore dependent on infrequent external analysis than
on data produced regularly by state statistics bureau. As the
country studies show, a large proportion of firns are small,
neasured by enploynent and turnover, and are owner-nanaged, wth
limted access to long termfinance.

8.2) THE DQOVESTI C PR VATE SECTCR AND COWPETI Tl ON :

Markets are frequently concentrated, being domnated by one
or nore large state/owned enterprise sector or foreign owned
enterprises accounting for the major proportion of output. Except
in Mal aysi a, I ndustri al (non-agricul ture) sectors are
characterized by |low levels of capacity utilization (often due to
foreign exchange rationing) and high levels of effective
protection. In the snaller economes, the bulk of private sector
enpl oynent is generated in mcro-enterprises, while firng wth
work force of nore than 50 people contain nost of workforce.
Firstly Trinidad and Tobago and Janmaica, study suggests that
market dominance is significant in a wde range of sectors, and
that domnant firnms in these sectors are state-owned. I n Kenya
the manufacturing sector is simlarly concentrated, wth 50% of
al firns enploying less than five people, and only 10% enpl oyi ng

over 50, while average SCE size in the Kenyan manufacturing size

The nost valuable sources are Wrld Bank Industrial sector

menor anda.
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Is approximately 120 enpl oyees, 22 whil e speaking about India
certain sectors are reversed for the Public Sector and the
dom nance of SCEs are also significant.

Though not universal, SCE domnation is wdespread, whil st
this may be expected, for exanple in the oligopolist transport,
energy conmmuni cation, and possibly finance sectors. This suggests
that these economes are significantly different from those
inplicit in the nodels of conpetition underpricing the
privatization debate. In the large countries Ml aysia, and India
are evidences that private sector in general is deep enough to
provide a sufficient degree of conpetition in the industrial
sectors, although even, the relative balance is still in favour of
public enterprises.

The advantages of size and capital intensity as instrunments
for enforcing market domnance are, in many cases, conpounded by
the presence of interlocking directorship ones, to act
concl usi vel y. Mal aw Is the nost extreme case wth the
I nterl ocki ng sharehol dings and between press holdings, but it is
also a traditional feature in Jamaica, Sri Lanka and Kenya. In
the industrial sector, divestiture of a nunber of enterprisesis
operating in simlar sectors. D vestiture of these enterprises
operating in simlar sectors, isskes together may well itself,

provide the basis for a conpetitive narket regardless of the

2 .
B. G osh, 'Economc Performance of Kenya Parastatals' : Lessons
fromthe first two decades of Independence - (Devel opnent Policy

Reviews ), 53-58.
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structure of private sector ex-ante. Simlar situations exist in
ot her sectors. For exanple, the simultaneous privatization and
deregul ation of urban transport systens in Sri Lanka and Jamai ca
have created efficient and conpetitive nmarkets. An identi cal
situation arises in the agricultural sector in Caribbean, where
wholesale sales of Jland (Janmaica) and sugar plantation |and
(Trinidad and Tobago) could provide the basis for a conpetitive
mar ket .

8.3) MBI LI ZATI ON OF DQOVESTI C SAVI NGS :

Another Iimting factor is the extent to which private sector

can generate an adequate supply of savings for investnent although
this issue is never directly addressed in the theoretical
literature on privatization, it is clearly a necessary logically
shows enpirical verification and a sufficient condition for
successful privatization. Savings can be generated from two
sour ces-donestic and foreign. Savi ngs behavi our has been at the
centre of research concerning the performance of devel oping
econom es. In particular, the extensive debate on financial
| i beralization revolves around concerns that repressed financial
systens conbined with loose nonetary and fiscal policies have
distorted the prices of savings. In many |owincome econom es
aggregate savings are low, poorly internediated, and often held in
non-fi nanci al forns. Mor eover , financi al repression has
contributed to an extensive growh of capital flight, and the
preference for holding non-financial assets. The domestic savings

available for long-term fixed capital formation or equity
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investnment are thus frequently shallow This correlates quite
closely with an observed split between foreign and donestic
participation in the privatization progranmmes.

In addition to a |low average propensity to save, savings
patterns of household sector are highly skewed and subject to
extrene variability over tine. Mor eover, the donestic savings
pattern in many |owincone devel oping countries are dom nated by
seasonal effects and are broadly precautionary and specul ative
aimed at consunption snoothing in the face of very low and
violently fluctuating under certain agricultural incone streans
rather than being long termand secular trends oriented. Such
savings patterns are rarely conducive to large scale risky capital
I nvest ment . There are also often nmarked difference in saving
pattern between Urban and Rural comuniti es. R sing incones due
to a switch from subsistence (rural) to contract-wage (U ban)
structures are likely to generate increasingly higher |evels of
specul ative savi ngs.

These conditions are likely to be necessary to ensure that there
wll be a sizeable degree of donestic savings nobilized for equity

i nvest nent .

5P.Mbsley : '"Kenya' in : Msley (ed td) Aid and Power : The Wrld
Bank and Policy - Based Lending. Routledge, London.

4
A.S. Deaton - 'Savings in Developing Countries', Wrld Bank
Research Cbserver, 1989.
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An additional factor worth tracing concerns the way in which
the nacro-economc environment influences the nobilization of
savings for privatization. The environnent in which privatization
has been instituted in nost countries has been characterized by
deep economc crises, frequently acconpanied by severe incone
conpression, upward price adjustnment for basic comodities, and
consi derabl e reductions in real-wages. This is indicated in Table
8.3 that indicates there is a substantial range in the |evels of
aggregate gross domestic savings anong the selected devel oping
countries.

Privatization is an integral elenent of adjustnent progranmes
designed to rectify such nacro-economc dis-equilibria, but its
success is conprised by the presence of conditions which are not
at all conducive to savings nobilization and equity investnent.
This is a paradox of privatization to face the conditions which
are against its effective inplenentation. The reason to this
trend is the foreign sector, which macro-econom ¢ adj ustnent woul d
inprove its relative purchasing power. The supply response of
foreign capital to structural adjustrment is weak exchange-rate
deval uation and weak conpetition of the seller at conbine to give
foreign investors a strong advantage in taking up privatization
i ssues. VW now turn to link between the foreign and donestic

private sectors.

178



8.4 THE FOREHIGN SECTOR AND PFRIVATIZATION :

If the domestic private sector can not provide competition
necessary to ensure efficient performance of former SOEs or the
resources to absorb them, the requisite competition may be
provided by the foreign sector, either through foreign owned
companies operating directly in the domestic economy, or through
import penetration. However, across most of developing countries,
regulations on foreign direct investment are tight and effective
protection in the most sectors is high. Recently, policy towards
foreign participation has been liberalized, foreign investments
welcomed only in export-oriented sectors, and direct competition
with domestic producers is not widely encouraged, consequently
programmes of incentives have been developed aimed at attracting
foreign direct investments, which centre around export-processing
zones and either incentives / initiatives.5 In a number of
cases, there are structural factors which provide natural barriers
to competition for the domestic economy. The mogs striking
examples are Pgpua Nawv Guinea (NG and Maawi, where transport

costs drive a significant edge between 'f o b axd 'c¢ i f

prices.

5
It is a amm feature of Wold Bak supported Liberalization

process, Modey. P. et. al. 1991.

fob & ci f : Free on Boad and Cost, Insurance and Freight.
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St ruct ural constraints not wthstanding however, nost
countries have instituted trade and tariff reform policies ained
at the abolition of quantitative restrictions and the equalization
and reduction of nomnal rates, often under the auspices of Wrld
Bank | ending though the level of overall protection is falling on
aver age. The serious debt crisis faced by many devel oping
economes limts their access to foreign savings as a source of
financing investnent. Consequently, the extent to which the
foreign sector can provide an effective spur to conpetition in the
donmestic market remains |imted. Wiile SCE sector operating in
international markets are exposed to conpetitive forces. Taken
together these observations suggest that the donestic private
sector in a nunber of developing countries is limted. In the
context of privatization policy - that a change in ownership
without both reform of private market structures and the
enhancenent of regulatory capacity will not generate efficiency

gains is thus of prine inportance in developing countries.

Though the policies of foreign participation in the
privatization process are relatively straight forward the
political factors of foreign participation are for good reason
much nore conplex and even in the economc argunents for greater
foreign participation are conpelling. The sale of public assets
and nore inportantly, the sale of nonopoly entitlenents to the
foreign sector involves the transfer of control and nonopoly rents
from the domestic to the foreign econony. It is of little

surprize then that in nost countries there is an unw llingness to
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sell major assets to non-nationals. This sensitivity is
frequently the result of a colonial experience, and indeed
| ocalization was frequently one of the main reasons for the
original nationalization progranres.

8.5) PRI VATI ZATION - ROLE OF THE CAPI TAL NARKET :

This section exam nes the |inkages between the managenent of
a programme of privatization and the Stock Markets in our sanple
countri es. It starts with considering the extent to which the
presence of the capital narket assists in the Liberalization /
Privatization process; how it facilitates the nobilization of
savings the extent to which in 'packages' investnent bundles, and
also to which extent, secondary market activity values the assets
and their trade-ability.

The second objective is to analyse the extent to which
privatization can fulfil the objectives of capital market
devel opnents and in particular how the pronotion of privatization
inmpacts on the nature and speed of developnent of the capital
mar ket . This issue is rarely addressed in the literature on
privatization in industrialized economes but in developing
economes where privatization frequently runs in tandem wth
capital market devel opnent, it acquires a higher profile. W start
by briefly describing the characteristics of capital markets in

devel opi ng econom es.
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8.6) CHARACTER STICS COF CAPI TAL MARKETS :

In our study six countries have Capital Markets (nanely

Janmai ca, Kenya, Malaysia, Sri Lanka, |India and Trinidad and
Tobago) while both Malawi and PNG are actively exam ning options
for creation of stock exchanges. Wth the exception of Kenya, all
have used the Capital Market in their liberalization &
Privatization programes, although to varying degrees. Apart from
Mal aysia and India, where capitalization since 1980 has

consistently represented nearing 30% and 50% of G\P respectively,

the capital markets in these countries are snmall. The depth of
these markets (even including Milaysia and India) is |ow,
especially in conparison wth natured markets, and nore

appropriately, with the New Industrialized countries (e.g., Hong
Kong, Singapore, and Taiwan etc). The record of these markets in
1980s has been m xed. In majority cases, narkets have deepened
especially in the latter half of the decade. Thus in Janai ca,
Mal aysia, Sri Lanka and | ndia, capitalization has risen as a
percentage of GNP, turnover rates have nostly increased and a
greater nunber of stocks are traded now conpared to a decade ago.

8.7) RESOURCE MOBI LI ZATI ON :

There are a nunber of separate issues involved in assessing
the capacity of capital narkets to nobilize donmestic resources,
the first one is search costs, the essence of the capital narkets
to provide the nechanism through which the aggregate denmand of a
| arge nunber of small buyers can be channelled into the supply of

entitlementsto a snmall nunber of large assets. |In the absence of
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such market, sellers incur extensive search costs in identifying
buyers with sufficient resources and capacity to acquire the
assets. Second, in cases where the distribution of wealth is
highly skewed, direct sale of public assets to only agents that
have accunul ated resources, can exacerbate the adverse welfare
effects of concentration of asset ownership. These adverse effects
of ownership concentration can, wthout appropriate regulation,
lead to situations where domnant agents / firns act to limt the
economc effects of privatization in ternms of pricing and
production. A nunber of countries which do not have devel oped
capital markets have found that the scope of privatization is
l[imted by the inability to nobilize donestic resources from a
sufficiently wide base; to avoid an increase of a capital narket
not only creates difficulties in the sale of large assets, but,
when ot her types of sales occur, can lead to the exacerbation of
nonopol y power in the donestic private sector.

Third, capital markets can assist in elimnating one of the
major barriers to fixed capital accunulation by reducing the
mni mum size of investnment in financial assets for any individua
agent , and simultaneously provide the nechanism for its
readability Privatization programes, which claim the broadening
of economi c participation as one of their objectives, confront a
significant barrier in the absence of a capital market. Fourth an
extension of this issue is where foreign savings represent an
alternative source of demand for privatized enterprises. Here the

political factors of divestiture to the foreign sector are
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difficult and as we have noted there are nunerous have
represented the only source of capital for privatization.
Governnents have only viewed the advantages  of foreign
participation in the donmestic econony but not the disadvantages
| i ke dependency probl ens.

Fifth, Capital nmarkets permts Gvt.'s to deal wth the
"lunp sum of asset sales, especially through the use of multiple
tranches in the divestiture of the same enterprise. This has the
benefit of reducing the denmand on domestic resources by any single
tranche (there by avoiding relative price changes and subsequent
crowdi ng-out) and all owi ng the snoot hening of governnents revenue,
t hereby avoi ding | osses through accidental under-pricing.

8.8.) TRANSPARENCY CF PR VATI ZATION PQLICY :

The capital market can affect the nmanagenent of a
privatization progranmme. CGenerally, public share issues on
established nmarkets inpose conditions of clarity, transparency,
and consistency on the vendor. Al though is not necessarily the
case, since it is possible to sell assets in poorly regulated
markets, repeated use of weak nmarkets 1is not sustainable,
especially if the participation of foreign capital is required.
For exanple, public share issues required independent statenents
of valuation of firmto be sold, full dissemnated information, a
declaration of actual and contingent liabilities, clear statenents
of corporate policy and future disclosure obligations. A
privatization programme based solely on direct sales can be

consistent with being an 'honest broker' however it is |ess easy
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for the governnment specifically to create such a reputation using

this approach.
8.9) | MPACT CF PR VATI ZATI ON ON CAPI TAL NARKET :

The principal function of capital market in any econony is to
internediate and allocate comercial risk, and this capacity wll
develop over tinme depending upon the nature of assets flows
t hrough the nmarket. However a privatization program based on a
progranmme of asset sales through the capital market wll, in
general, affect the nature of risk internediated by the market and
also the capacity wth which the market manages this
i nt er medi ati on. It is clear that nost of the effects of
privatization on the devel opnment of recent capital nmarkets are not
unique to privatization per se. Privatization issues are often
large in relation to other equity issues and to the nmarket.
Second the assets sold through privatization mnay have
characteristics different from those prevailing in the mnarket.
Third privatization issues have a higher profile than other issues
and tend to involve a greater nunber of players many of whom are
new to equity trading. Fourth privatization programes are often
used as a way of stimulating other narket devel opnents such as
| aunch of new instrunents and the devel opnent of securities narket
regul ati on. These features suggest that the inpact of
privatization on capital markets will not be neutral and that the
dynam c inpact of privatization on capital market devel opnent need

cl ose attenti on.

185



CONCLUSI ON

Thus, to sumup, Privatization affects the capital markets in

four ways :
a) it increases the volune of equity listed on the market, b) it
alters the nunber and type of players on the nmarket, c¢) it inpose
demands on the technol ogical, regulatory and operational capacity
on the market, d) it will constitute a significant intervention by
the governnment in the capital nmarket. However, all these issues
have inportant short-terminplications for capital devel opnent.

In the chapter we have presented the interactions between the
structure of the private sector, the capital market, the
regul atory regine and the inplenentation of the privatization.
Capital markets are generally snall and their absorptive capacity
Is limted, while their capacity for efficient and credible
regulation is weak. Wile it is the case that there are feedback
effects from privatization to the developnment of the private
sector, to the deepening of the capital mnmarket, and to the
enhancenent of regulatory capacity in the short-run, the dom nant
effect is from the structural constraint to the nature of the
programme. The lifting of these constraints represents a goal of
the devel opnent process in general, rather than nerely an
i npedi ment to the privatization process in particular and it is no
accident in the countries which have run successful prograns,
nanely Jamaica, Milaysia and India are on nost of the neasures
better advanced than those where the programres have been stunbl ed

such as in Kenya, Sri Lanka, Malawi and Papua New QUi nea.
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CHAPTER X
INDIAN ECONOMIC REFORMS

| NTRODUCTI ON

The economc argument for free play of market forces have

been strengthened by the recent developnents in Indian regulatory
frame work. Regulation is a halfway between public ownership and
mar ket operations, conpetition and conpetitiveness will invariably
be the best way of introducing efficiency into state Oamned
Enterprises. If efficiency is divided into allocative efficiency
and operational efficiency than conditions of constrained
conpetition require that (i) allocative efficiency be ensured
either through franchising or regulation and (ii) ownership
efficiency invariably be weighted in favour of private ownership
To test these points of view as hypotheses, India's liberalisation
schemes have been considered handby. This chapter divided into
four sections.
Sections- A) Structural Reforns in India,

B) Performance and evaluation of State Transport units

(STUs) in India,

C) Public sector's disinvestnent,

D) Future Reforns.

The Government of India has adopted a package of major policy
reforms aimed at macro-econom c stabilisation and restoration of
the growth nmonmentum to the econony. These initiatives are being
i nplemented at a time when the Indian econony faces a serious
Bal ance of Payments (BOP) crisis. The strategy consists of

measures aimed at achieving a sharp reduction in the fiscal
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deficit, combined with reforms in the key areas of Trade Policy,
I ndustrial Policy, the Public Sector and the Financial Sector.
The effectiveness of these measures in bringing about the desired
structural adjustment in the econony while mintaining the
momentum of growth depends critically upon the availability of
adequate external finance.

SECTION- A

a) PROGRAMME FOR STRUCTURAL REFORMS :

1. Government of India has initiated (in 1991 July) a
conprehensive programme of macro-economc stabilisation and
structural adjustnment. In support of the initial phase of its
programme the programme aims at restoring macro-econom ¢ bal ance
and economc growth, regaining external credit worthiness and
preparing the economy to respond effectively to emerging global
changes and opportunities.
2. The reforms commtted to the pursuit of equity and socia
justice, and blessed with a political system with a proven
capability to provide Dboth governance and freedom t he
government's key econom c objective is to restore sustained high
growth which is essential to alleviate poverty and raise the
standard of [|iving.

In pursuit of these - reforns strategy is follows
a) a liberalised trade regime characterised by tariff rates
conparable to other industrializing developing countries and the
absence of discretionary inport |icensing.

b) an exchange rate system which s free of allocative
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restrictions for trade

C) a financial system operating in a conpetitive market
environment and regul ated by sound prudential norms standards

d) an efficient and dynamc industrial sector subject only to
regulations to environnmental security, strategic concerns,
i ndustrial safety and major trading and

e) an autonomous, conpetitive and stream ined public enterprise
sector geared to the provision of essential infrastructure goods
and services.

3) Due to the initiates taken over the past four decades, India
now has a prosperous agriculture and a strong and diversified
industrial base, it has capital markets and institutions which are
on par with those of many advanced industrial nations; it has a
large well-trained skilled I|abour force, and is endowed with a
vigorous and growi ng private sector.

The econony's performance was inpressive in the decade of
1980s - Stinulated by liberalisation initiatives of Shri Rajiv
Gandhi's adm ni stration GDP  growth accel erated to 5. 6%
p.a. conpared to an average of 3.5% during the previous 3 decades.
4) It is on the strength of these achievements, and with a firm
commtment to removing the constraints in growth originating from
the present macro-econom ¢ inbalances and |ong-standing structural
| mpedi ment's, that the government initiated a conprehensive
programme of macro-econom c stabilisation and structural reform

b) RESTORI NG MACRO- ECONOM C STABILITY :

5. The macro-economc¢ objective of the Govt. centre on the
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restoration of internal and external balance consistent wth
sustai ned econom c growt h. There is one basic direction of
Eco-policy required to achieve these objectives. A substanti al
change in the conposition of aggregate demand and supply nust be
engi neer ed. Public sector consunption needs to be reduced in
favour of higher donmestic saving, while investment and net exports
needs to grow in relation to GDP.

6) Key macro-economc targets of the CGovt. are

a) rapid recovery of GDP growh from about 3.5% in 1991-92 to
about 6% by the md 1990s

b) an inflation rate of about 9% - 10% in 1991-92, falling to
7.5% up 1992-93 and 6% by 1995-96

c) an easing out of present critical paynments situation and a
re-building of foreign exchange reserves from the low level of
US Dollars 2.1 Billion as of Nov.l, 1991 to U S. Dollars 2.5
Billion by the end of 1991-92 over the next five years foreign
exchange reserves would be built up to about 2-3 months of worth
of inports. The external current account deficit is expected to
decline from about 3.5% of GDP in 1990-91 to about 2.7% of GDP in
1991-92, falling gradually to about 1.5% of GDP by 1995-96 as
export growth strengthens under the influence of inproved
conpetitiveness and a recovery of demand in world markets.

C) FI SCAL POLI CY:

7. The medium term objective is to reduce substantially the

Central Govt. fiscal deficit within the broader context of an

adjustment of the overall public sector deficit. The fiscal
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deficit target of the Union Govt. Budget is 6.5% of GDP - a
reduction of about two and an half percentage points of GDP from
the estimated 1990-91 outcome.

8) The fiscal adjustment outlined in the 1991-92 budget provides
for a rough balance between expenditure and revenue measures. The
targeted reduction of the fiscal deficit is central to the success
of the overall programme. The Govt.'s efforts at fiscal
consolidation would include a major thrust for a more efficient
expenditure control system A thorough review of the existing
system would be undertaken to remove existing deficiencies and to
significantly strengthen its effectiveness. Particularly security

woul d be given to transfers and loans to public enterprises.

d) EXCHANGE RATE POLICY :

9) The adjustment in the exchange rate of the rupee by 23% ( in
terms of rupees per dollar) in July 1991 provides for a
significant real depreciation which will improve export incentives
and international competitiveness. The Govt. of India intends to
keep the nomnal effective exchange rate stable by relying on
appropriate fiscal and monet ary policies to mai ntain

competitiveness and ensure the balance of payments objectives.

e) MONETARY POLICY :

10) There has been already a significant lightening of credit and
monetary policies through higher interest rates and higher cash
reserve requirements. Consistent with foreign exchange reserve
target and anticipated slow-down in GDP growth, Dbroad money

expansion is targeted to decline to a rate of 13% in 1991-92, with
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a further deceleration in 1992-93. However, the Govt. is
commtted to a further tightening of nonetary policy if necessary
to defend the external positions.

f) OPEN ECONOW / OPEN TRADE REG ME - IN INDA:

Trade reform is an essential elenment in securing supply
responses to facilitate the overall restructuring of the econony
and to restore external paynents viability. Rapi d export growth
is essential for regaining access to international capita
mar kets, and providing external debt service. The thrust of trade
reformis therefore to aimat a quick revival of the nonentum of
exports and to expose donmestic industry to greater external
conpetition.

There are five key medium term objectives in the trade
pol i cy agenda.
First, the broadening and sinplification of export incentive
neasures and the renoval of restrictions on exports, Second,
the elimnations of Quantitative Restrictions (Qs) on all
I nports,
Third, the disalination of exports and inports with the exception
of a fewitens and
Finally, noving to foreign exchange system which is free of
allocative restriction for trade.

I n support of these objectives, the Govt. of India announced
a package of trade policy reforns on July 4th and August, 1991.

g) | NDUSTRI AL PQLICY :

The CGovt. of India placed a statenent on |ndustrial Policy
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before Parliament on July, 24, 1991. This marked a mmjor step
forward in the Governnents on going programre of Industrial
reform

12) The new policy has elimted investnent |icensing requirenents
for all new, expansion, and diversification projects except in 18
i ndustri es. Further, the MRTP Act has been amended to renove all
requi renments for pre-entry approval of | arge or dom nant
conpani es. Except for certain industries related to security and
strategi c concerns, social aspects, concerns related to safety,
overriding, environnental issues, and nmanufacture of chemcals
i nvol ving hazardous processes, pre-entry regulations governing
i ndustrial investnment have been renoved.

13) Foreign investnent and foreign technol ogy agreements in India
have hitherto had to obtain specific prior approval from the
Gover nnment . In case of foreign investnent, automatic approval
fromthe Government is now avail able for proposals with a foreign
equity share of up to 51 percent in high priority industries.

14) Forei gn technol ogy agreenents where royalties are limted to
5 percent of donmestic sales and 8 percent of export sales, along
with lunp sum paynents of up to Rs. 10 mllion, are now
automatical |y approved. In high priority industries, free foreign
exchange would be available for the paynents, where as in other
i ndustries these paynments woul d have to be covered by exinmscoop.
15) Recogni zing the need to strengthen the incentives for foreign
direct investnment, the Government has set up the Foreign

| nvestnment Pronotion Board (FIPB) to consider and to approve
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substantial foreign investment proposals. The Govenmeit of India
is wel awvae that a prerequisite for a successful policy for
industrial restructuring is a 'Safety net' or Social insurance to
provide support for displaced workers in the organised sector,

through the National Renewd Fund,

h EFFICIENCY OF FINANCIAL INTERMEDIATION TO BE ENHANCED:
16) To move closer to a market-based operation of the financial
institutions, interest rates on term loans have been decontrolled
(subject to a flow of 15 percent), while all regulated deposit
interest rates were increased by one percentage point. | nterest
rates on Commercial Bank loans has been controlled earlier (with a
floor of 18.5 percent set for non-priority loans, now raised to 20
percent). Measures have been taken to strengthen capital markets,
interest rates for debentures have been freed, mutual private
sector, and full satisfactory powers are to be given to an
independent agency to regulate security markets.

Entire with the recommendations of the 'Narassimham Committee'
(a high level committee on capital markets), further reforms of
the financial sector will be implemented.
177 The am of financial reforms would be to increase the
efficiency of financial intermediatories through a well sequenced
programme for
(& deregulation of the interest rate structure,
) enhancement in the flexibility and autonomy of financial
institutions and banks to adjust resource flows to emerging needs

ad priorities,
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(c) Strengthening the prevailing prudential regulatory framework
applying particularly to capital adequacy norms and assessnent of
bad debt in banks portfolios, and

(d) enabling expansion of private and co-operative sector banks
(including foreign banks) in the banking sector.

i) PUBLI C ENTERPRI SE REFORMS ( SCEs)

India is severely constrained budgetary circunstances create
both the need and opportunity for rationalising the public sector
activity, and for placing reliance on the private sector for
resource nobilisation and investment many public sector
enterprises (PSEs) fail to cover the cost of capital they enploy
and incur cash |osses.

18) There are currently 244 autononmous Central Government Public
Enterprises (CPEs) and 845 State-level public enterprises (SPEs)
covering multiple areas of activity. The budgetary stringency
faced by the Government wunderlines the inportance of quickly
formulating provisions for restructuring and closing sick and
unviable public enterprises, and opening up selected units and
sectors to private capital

19) Privatisation of selected firms on partial divestnment in
specific sectors is increasingly being pursued. The 1991-92 Budget
confirmed the Govt.s decision to sell partial equity (up to 20%
in CPEs, totalling Rs.25 Billion, through nmutual funds.

A nore conprehensive programme of divestment of public
hol dings is under consideration

200 Gven the Govt.'s conmitment to making the objective of
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poverty alleviation an integral part of the adjustnment process, it
intends to fornulate and adopt a programme of specific neasures
aimed at strengthening social safety nets and initigating the
I nevitable costs of adjustnents. As an initial step in this
direction, the establishnent of a national social security fund
(the National Renewal Fund) in 1991-92.

(The Source is Text of Finance Mnister of India' s letter to the
President, Wrld Bank, Nov.11l, 1991 and presented in Parlianent,
February 26, 1992.)

j) REFORMS I N 1990s

India today is a |land of opportunity, as the econom c reforns
take root, the market with a vast untapped potential is unfolding
for all. The old isolationismof India is giving way to a new zeal
for gl obalization. India is one of the very few countries to have
had positive economc growh rates in the years immedi ately
followng the initiating of a programme of macr o- economni ¢
stabilization and liberalisation. The Indian econony has al so had
the distinction of comng out of a crisis in its external sector
wi t hout recourse to debt rescheduling.

India has 1long been perceived as an econony shackled by
bureaucratic controls and admnistrative regulations, deeply
suspicious of foreign capital, protected by inport tariffs, and
dom nated by Public Sector Enterprises (PSEs). Thi s perception
persisted even as India began to change in the eighties. The
growth dynam sm of the Indian econony in 1980's, however, could

not be sustained in the face of the growng fiscal inbalances.
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the Qulf war of 1990 finally brought the econony to a brink.
Inflationwas rising, industrial production was falling, and
foreign exchange reserves were at an all tine lowof $ i Billion
- barely enough to cover India's normal inport needs of about a
week.

The 1991 India's crisis had its origins in tw factors. The
growi ng fiscal inbalance of the 1980's aggravated by the use of
high - cost borrowings to neet consunption needs of the econony,
had created a nacro-econom c environnment which was destabilizing.
Also, while the @ulf war of 1990 did contribute to the crisis, it
was the non-conpetitiveness of Indian industry and trade brought
about by vyears of insulate from donestic and international
conpetition and from foreign technology that lay at the root of
the proleleur faced with a severe balance of paynments crisis,
India had the choice of slapping on nore inport controls, and the
programre has enphasized gradualism and evolutionary transition
rather than shock therapy.

The initial conditional for economc reforns in 1991 are
different, India's gross saving rates are around 22% and a grow ng
financial market.

k) PSEs REFORMVS;

Public utilities eg. , electricity generation, transm ssion
and distribution, telecommunication, nunicipal water supply and
railways in nost countries were accorded nonopoly status for a
long tine, recently many devel opi ng countries have permtted entry'

in the utility sector. Devel opnent of narkets, new products and

197



new technol ogies make entry feasible in certain segments of the
erstwhile natural monopoly markets. The recent justification for
entry is also based on two arguments. The first argument is that
the costs of public ownership or regulation of private utilities
m ght exceed benefits. The second is that statutory monopoly
status freezes the scope for innovations and there by affects
dynamc efficiency. Baumol, Panyar and WIlling argue that ever in
a natural monopoly situation would act in the people interest if
entry is free. They argue that the threat of entry can dispute
the incumbent's behaviour. Baumol . W Pangar, J.P. WIlling R N
(1982) Contestable Markets and the theory of Industry Structure

Harcourt, Brace - Jovamorch.

1) REFORMS FOR STATE OWNED ENTERPRI SES ( SOEs):

a) Entry of Public Sector Enterprises in infrastructural and Public
utility services also allowed.

b) Disinvestment of shares of <certain profit making PSEs on
selective basis and in a gradual manner

c) Phasing out of budgetary support in the form of non-plan |oans
to loss making PSEs from 1994-95.

d Sick PSEs will be referred to the Bureau of Industrial and
Fi nanci al Reconstruction (BI FR) for deci sions regarding
restructurings or closure.

e) Stress on market orientation, particularly in application of
commercial and economc principles to pricing and greater

dependence on markets for raising resources for further expansion.
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SECTION - B
PRIVATIZATION OF STATE TRANSFORT UNDERTAKING IN INDIA:

With the severe and continuing resource crunch faced by the
Indian Economy and the pressure on policy makers to step up the
rate of economic growth. State Transport Undertakings (STUs) in
India are more monolithic in structure and less productive in
nature. Here we make an attempt to study the reasons for and
against nationalisation and modalities of privatization of the
SIUs in India
8 NATIONALISATION OF PASSENGER ROAD TRANSORT :

The nationalisation of passenger and Road Transport was
promoted by the Road Transport Corporations Act (1948) which
empowered the State Govts. to undertake the organisation of road
services. The Act was subsequently revised and replaced by the
Road Transport Corporations Act (1950).

Prior to Nationalisation, competition was tierce beween the
private operators, but the services rendered wee concentrated
only on profitable routes. Only large cities and towns attracted
the attention of private bus operators and the rural areas axd the
tribal belts were ignored. Besides, arbitrary rates varied fram
operator to operator, and one period to another, with no
consideration to the passenger, or maintenance and devdopment of
roads.

Important reason given in favour of the Nationalisation wes
that the size of the fleet of the private bus operators wes far

fram optimum, leading to wastage of economic resources ad a
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m smat ch bet ween the demand for and supply of road transport. The
Road Transport Corporation Act (1950) enabled the Central GCovt.,
to suggest to the State Govts to take over such routes from the
private operators as they deened fit in the best interest of the
public and receive the capital contributions from the GCentral
Govt., in the ratio of 1:2. Then the State Covts. reacted
favourably and setup public corporations in this connection.

b) PRCFILE OF STUs :

There are 67 STUs in India, of these, 21 arestatutory
corporations, 27 governnent conpanies, 8 run as departnental
enterprises and 11 nunicipal undertaking. The conbined fleet
strength is 106,590 of which 356% are with the STUs. The
estimated nunber of buses in the country on 31st March, 1989 was
278,300. The STUs had an investnment of INR 32.83 Billion as on
1989. The total revenue earned and the total cost incurred by
these corporations for the year 1988-89 was INR 40,08 Billion and
INR 44.36 Billion, respective.

The total effective distance covered by the STUs during the
year 1988-89 was 8.635 Billion Km The total no. of enployees in
these undertakings as on 31st March, 1989 was 712,000 and
passengers carried in this period was 53.6 mllion a day and high
speed D esel oil consunption for passenger buses was 1.75 mllion

t onnes.

Road Developnent Plan for India (1981-2001), I ndian Road
Congress, 1984.
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Cl PERFORMANCE EVALUATION OF THE STUs:

The performance of the STUs could be measured in terms of
their adequacy, efficiency and economy.

The 'Adequacy' of the services provided by the STUs could
among ot her things, be evaluated by indicators such as the extent
and quality of services provided. The breakdowns for 10,000
effective KM declined from 1.03 in 1983-84 to 0.64 in 1988-89.
However, the rate of breakdown relating to the city and district
services for the various corporations shows that the STUs in
Kerala, M P, Orissa and Meghalaya were still very close to the
1982-83 Mark. The position relating to city services was very
critical. The accidents rate per 10,000 effective KM in 1988-89
was 1.58 in the case of Delhi Transport Corporation (DIC) 1.76 in
the case of Bombay Transport Corporation, 11.96 in the case of
Calcutta Transport Corporation and 27.29 in the case of Kerala.
The rate of accidents declined from 82 per thousand kilometres in
1982-83 to 50 per thousand kilometres in 1988-89 for the whole
STUs.

As regards to the regularity of services, the STUs in
Tam | nadu presented the picture of exceeding a 100% regularity,
the STUs pertaining to U P., Bihar, Meghalaya and West Bengal had
a regularity of less than 90% in 1988-89, it was between 90% and
95% in Maharashtra, A.P. and Karnataka, the percentage punctuality
was between 95% and 100% in case of STUs in Tam | nadu during the

sane period. 2

2
Nanda Gopal & M shra, Performance of STUs in "Efficiency through
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Whereas the population in the country has been increasing at
an average rate of 2.4% p.a the passenger road transport
facilities are highly inadequate. Against the travel nobility
index being 5 for India, the travel nobility index stands at 100
for France and 160 for U S. A The nunber of buses per thousand is
only 0.25 for Indian against 2 for US A, 1.15 for Japan and
1.560 for Australi a.

The "Efficiency”. the fleet utilisation of the STUs increased

from82% in 1982-83 to 88% in 1988-89. The utilisation per bus on
road per day in KM increased from 257 KM in 1982-83 to 350
KM in 1988-89.

The KM per litre of D esel consunmed increased from4.02 in
1982-83 to 4.25 in 1988-89. The fleet life per tyre increased
during this period from62,000 KM to 100,000 KM The bus staff
ration decreased from 9.78 to 8.63 during the same period. The
percentage fleet utilisation in sone corporations was as |ow as
60% and less in the case of STUs in Bihar, Tripura, Mzoram and
Mani pur, the scene was not nmuch different in the case of the STUs
in Assam Meghalaya and Oissa. The situation of city services
was worse, the bus utilisation per bus on road per day was |ess
than 300 KM in case of Mbharashtra, Kerala, Karnataka,
Raj asthan, Oissa,Ga, MP., Punjab, Bihar, Assam M zoram

Conpetition, edtd by G Gouri, |.CP.B, Comonwealth Secretariat,
1993.

Qocit (1) Road Devel oprent Pl an.
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Meghal aya, Tripura, Maharashtra and Hi machal Pradesh.

The | osses of these corporations have increased over the
years as against a targeted loss of INR 10.2 mllion in VII Plan.
These Corporations incurred a net loss of InR 2.2. mllion. One
of the reasons for the STUs loss in the excess of cost per KM
over the earnings. A spirit in the levels of interest,
depreci ation, personnel and materials costs coupled with a sharp
increase in taxes led to the increase in the operating ratio of
these enterprises.

d) SCOPE FOR PRI VATI ZATI ON OF STUs:

The transformation of the country from agrarian to an
i ndustrial econony has placed a great denmand on the road transport
system However, the financial resources available to the
central and state are inadequate to face the chall enges posed the
growh rate of two sheelers and nmotor cars has been in |eaps and
bounds and has over taken the road networKks. This leads to over
whel m ng questi on. Can the STUs fulfil the need of transport
system ? According to statistics, the strength of the STUs is
only one-third of the total passenger transport fleet strength in
I ndi a. There are only two options, either substantially inprove
the STUs or increase the involvenent of the private sector in
system

The approach for privatizing STUs have to be based on three
elements viz., Ownership, managenent and financing, all these
three are possi bl e.

The STUs own buses, bus stations, workshops for repairs,
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printing presses, housing for enployees and nedical conplexes.
The fleet strength of the STUs has a growth rate of 5% per annum
The average age of fleet is six years, their |osses do not enable
themto go in for nodernization.

Many STUs have tried to overcone this problemby hiring buses
from private operators under a systemin which the private owners
hand over the buses but continue to hold the responsibility of
their repairs etc. Anot her approach to privatization could be
that the routes be franchise to the private operators. Under
this private operators wuld have to follow the regul ati ons drawn
frythe controlling authority as regards the schedule, routes,
stoppages, fares, mninmum and naxi num nunber of services to be
provided etc. This technique would be either revenue vyielding or
loss mnimsing but in the latter case, it would turnout to be
conpetitive.

The demand for derationalising certain routes needs to be
considered in view of the shortage of passenger road transport
facilities in smaller and towns, districts, villages, tribal hilly
areas due to private operators would not operate their services in-
dusrial sectors because of |ow occupancy ration.

The privatisation of the ownership of the STUs in terns of
nature of their services. The reasons for losses is STUs were
treated to their in capacity nmanifested in the naintenance of the
fleet and | ow occupancy ratio al so responsi bl e.

At the inception of independence it was thought that the

nationalisation of the passenger road transport was a nust for
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provi ding adequate, efficient and business |ike road transport
services in India. Experience shows that the nonmentum of
nationalisation sustained for only sone tine. In 1980's this
system showed sections shortcomngs in terns of expansion of fleet
efficiency of operation and public responsiveness. The resource
crunch faced by the central and state governnents, further
j eopardi sed the growm h of the STUs.

Al these enphasise the need to privatise the STUs.
Privatisation could take place in three aspects of the business
viz., 1. Oamnership, 2. Mnagenent and 3. Financing. Such a step
would not only reduce the financial burden on the state and the
STUs but would also lead to increased efficiency through
conpetition.

SECTION - C
a) PUBLI C SECTCR ENTERPRI SES - DI SI NVESTMENT:

As a part of Economc reforns in India it was decided by the
Govt. of India that the scheme of disinvestnent of equity in
Public Sector Enterprises (PSEs) which comrenced in 1991-92. I n
view of this the CGovt. of India appointed a commttee to exam ne
the issue of D sinvestnent of shares in PSEs (The commttee
submtted its report in April, 1993). The terns of references of
the coomttee were :

1. To devise criteria for selection of PSEs for disinvestnent.
2. To advise on Ilimts on the percentage of equity to be
di sinvested in respect of PSEs.

3. To suggest the target <clientel including Mitual Funds,
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Fi nanci al [ nstitutions, Banks, Non-resi dent | ndi ans, Foreign
Institutional Investors and Resident Investors.
4. To make suggestions on the modus operandi of disinvestment,
whet her through public offer or private placement.
5. To lay down the criteria for valuation of equity shares of PSEs.
6. To make recommendations on any other subject matter germane to
the disinvestment plan.

In its general approach, the commttee was guided by several
| mportant factors such as
a) The contributions made by the public sector in general to
econom ¢ devel opment, and entrepreneurial skills,
b) The institutional, technological and fiscal compulsions that
have led to review of public sector investment,
c) The experience gained in disinvestment in the recent part
taking into account the unusual circunstances in capital markets,
d) The need to enhance the conpetitive strength and ensure
expansion of these enterprises while protecting the interest of
wor kers, and
e) Above all, the requirement of consistency with the ongoing
economc reforms in the areas of industrial |licensing, foreign
trade and investment and financial section
b) CRITERIA FOR SELECTION OF PSEs FOR DI SI NVESTMENT

DURI NG 1992-93

The commttee noted that the a Government disinvested its
shareholding in 30 Public Sector Enterprises during 1991-92. The

extent of disinvestment worked out to above 8 percent of the Govt.
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shareholding in these enterprises and the total anount realised

was Rs. 30. 38 crores.

c) THE PRESENT STATUS CF | NVESTMENT DURI NG 1992- 93

1. Advertisenent was given inviting tenders for purchase of shares
of 8 central PSEs nanely, Steel Authority of India Ltd., (SAlIL),
Bharat Petroleum Corporation Ltd, (BPCL) , H ndustan Petroleum
Corporation of India Ltd., (HPCL), Hndustan Znc Ltd., (HZL),
Rashtriya Chemcals and Fertilizers Ltd., (RCFL), HMI Ltd.,
Nat i onal Alumnium Conpany Ltd (NAL), and Neyvelie Lignite
Corporation of India Ltd (NNA Ltd).

2. A mninmum reserve price was fixed on the basis of
recommendati ons of three nmerchant bankers - Industrial Oedit and
| nvestnent Corporation (1Ad) of India, Industrial Devel opment
Bank of India (IDBI) and SBI Capital Markets Ltd.

3. Having this criterion, the bids eligible for acceptance
anounted to a total sale of value of Rs. 681.95 crores for 12.87
mllion shares in eight conpani es.

4. Advertisenment was again issued on Nov.28th, 1992 for
di si nvestnment of shares in 14 PSEs. The en-tended termnal date
for reviewi ng the bids was Decenber 22, 1992. The bids for 12 of
these conpanies for a value of Rs.1183.3 crores were accepted.

5. The Governnent invited a third round of bids for sale of equity
in 15 PSEs for a total of 553 mllion shares in March, 1993.
Wiile bids were received, it was decided to accept bids for a

total of 10.1 mllion shares aggregating Rs.46.73 crores.
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6. The Governnment has also decided in principle to disinvestnment

shares in selected conpanies in favour of enployees in 1992-93.

d) LIMTS ON THE PERCENTAGE OF EQUITY TO BE DI SI NVESTED

The commttee recognises the need to broadly indicate the
objectives that are sought to be achieved through disinvestment in
public sector equity.

a) As an i mredi ate  objective to nmop-up resources of
non-inflationary character to neet the budgetary needs which
include requirements of devel opment activities.

b) To subserve in the mediumterm the overall fiscal objective of
gradually reducing the fiscal deficit and bringing about a
positive inpact on future liabilities and income flows to the
Gover nment .

c) To inmprove efficiency by bringing about a more conpetitive
atmosphere with enphasis on the cost and quality of product and
service to the customers of public enterprise sector.

d) To -enhance the efficiency of individual enterprises by
inparting a new dynamsm in the managenment of enterprises through
diversification of ownership and control as also larger and freer
access to the capital markets in India.

e) To realise the extent of ownership, control and regulation in
different activities consistent with the technol ogical needs and
devel opments in industrial policy.

f) Target level of ownership should be attained through

di sinvestment after fully recognising the preparatory action
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g0 The target level of ownership in respect for public sector
should be 51% to enable control over managenent. A target | evel
of 26% of public ownership may be considered in exceptional cases.
Such cases may include enterprises which currently have a dom nant
market share or where separate identity has to be nmaintained for
strategic reasons. In others, it could be zero.

h) There should be a set of specific reasons for continued govern-
ment ownership of enterprises except in sectors which are reserved
for public ownershinp. In all other sectors, CCovernnent should
justify its continued holding of equity on considerations as an
investor not as owner. The CGovernnent nay hold nore than 26% of
the total equity in enterprises with outstanding prospects, but
the investnment would need to be justified on the basis of growh
potential and the scope for larger realisation and not on the
basis of desirability of government control.

Arising from the above, the commttee considers that the
percentage of equity to be disinvested should be generally under
49 in industries reserved for the public sector and over 74% in
ot her industri es.

The commttee, therefore, recommends that |imts to the
| evel s of disinvestnent should be desired fromthe target |evel of
governnment ownership in each enterprise in the medium terns,
t hus.

a) The target levels of ownership could be zero; 26% to ensure
l[imted control, 51%to have effective control and 100% for full

owner shi p.
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b) While determning the final level of government ownership it
must be recognised that there wmy be group specific or
enterprise-specificintermediate levels of disinvestment depending
on the state of preparedness of each enterprise, stock market
conditions and the requirements of government.

c) The desirable levels of public ownership may be reached wth
greater advantage to PSEs concerned and government by expanding
the equity base through public offering than disinvestnment

d) The economc efficiency and financial gains to government
through disinvestment in respect of each tranche in each
enterprise need to be continuously assessed so that there is no
compul sive disinvestment nmerely to reach the target |evels of
ownership by government.

e) THE COMM TTEE RECOMMENDATI ONS

The following considerations in determning the target |evel
of disinvestnment,
a) A target level of disinvestment for the medium term (say 5
years) should be derived from desirable level of public ownership
in an activity or unit consistent with industrial policy,
b) Settle the modalities and accounting procedures for settlement
of large arrears, if any, of dues payable/receivable between PSEs
and the government anong the PSEs or between PSEs, government and
financial institutions.
c) Appoint a Merchant Banker for each of the PSEs to assist in
initiating some of the preparatory measures mentioned above

d) Arrange to create a market - friendly imge for PSEs by

210



projecting and publicising the strong points of each PSE anong the

I nvesting public in advance of the next disinvestment exercise.

f) MODUS OPERANDI OF DI SI NVESTMENT:

The procedure of funding shares, combining different public
enterprises in lots and restricting the disinvestment in favour of
public sector nutual funds, was adopted in 1991-92 as this was the
first exercise in disinvestnment. For the year 1992-93, the sale
of shares was made enteprise-wise and to a wider clientele in
order to get optinmum benefits.

g) THE COW TTEE  STRONGLY RECOMMENDS THE  FOLLOW NG

PREPARATORY STEPS:

a) Where the PSE is not in a conpany form

1) determne whether it should be converted into a single or
mul ti pl e conpani es,

2) decide upon the capital structure differentiating between debt
and equity, and

3) evaluate whether an independent regulatory conmm ssion should be
established for the concerned sector, and, if necessary, put such
a comm ssion in place,

b) Estimate firmy the on going investnent plans for expansion or
moder ni sation or technical collaboration,

c) Project the pattern of financing of such expansion through
additional debt or expanded equity,

d) Review existing debt-quity structure including scope for bonus

Issue to governnent to capitalise accunulated reserves where the

211



reserves are disproportionately large in relation to the paid-up
capital; where loans are disproportionately high, review scope for
conversion of such loans into equity or consider other ways of
distributing/lowering the burden of debt so as to keep the equity
base at a level attractive to the capital market.

e) Examne the feasibility of issuing convertible bonds as a
measure of raising adequate resources of the PSEs.

1) The price at which a share can be sold is determ ned nore by
I nvestor perception of the worth rather than any mechanical
measure of intrinsic worth. Hence, the inportance of information
gathering and full disclosure to generate credibility and investor
I nterest.

2) Rise or fall in share values of an enterprise soon after
di sinvestnent does not by itself indicate that shares were
under priced or overpriced at the time of disinvestnent.

3) Difficulties of valuation in a multi-unit and multi-product
scenari o have to be reckoned.

h) I N ASSESSI NG THE | NTRINSIC WORTH OF A SHARE :

The Commttee recomended the follow ng:
a) Anong the three criteria viz., Net Asset value, Profit earning
capacity value and discounted cash flow value, discounted cash
flow has the greatest relevance, though it is difficult,
P) An explicit assessment of the scope and limts for selling
non-income generating assets (land or buildings) and rationalising
| abour force should be made.

c) Government Policies affecting future profitability (guaranteed
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rate of return) may have to be spelt out. Such assurances,
wherever required, may be extended only after careful assessnent
of the inplications of such assurances on the eco-efficiency
rather than I medi at e attractiveness of the shares to
i nvestors.

There are two acceptable and transparent processes for
di vestiture of governments share hol di ng.
X) Ofering shares of Public Sector Enterprises at a fixed price
t hrough a general prospectus. The offer is nmade to the general
public through the nedi um of recogni sed nmarket internediaries.
2) Sale of equity through auction of shares anongst predeterm ned
clientel es whose nunber <could be as large as necessary or
practicable. The reserve price for the public sector enterprises
equity is determned with the assistance of merchant bankers.

i) CRITERIA FCR VALUATION CF EQU TY SHARES CF PSEs :

In general, three methods for valuation of shares are
adopted, viz., Net Asset Value Mthod, Profit Earning capacity
value nmethod and D scounted Cash H ow Mt hod. Wil e NAV woul d
indicate the value of the assets, it would not be in a position to
indicate the profitability or income to the investors. The profit
earning capacity is generally based on the profit actually earned
or antici pat ed. The discounted cash flow is a far nore
conprehensive method of reflecting the expected incone flows to
t he investors.

The special circunstances that require to be assessed in the

context of valuation of shares of public enterprises are:
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d) The influence of social constraints in the past working of the
PSEs and the extent of benefit occuring due to provision of
certain under priced facilities like land should be captured and
presented while reckoning the intrinsic worth of the PSEs.

j) AS REGARDS | NVESTOR PERCEPTION, THE COVM TTEE RECOMVENDED

THE FOLLOW NG :

a) Each conpany has to be studied carefully with the help of a
merchant banking firm taking into account factors such as
value of Assets, its market share, potential profit earning
capacity and the prevailing price in the market for share of
simlar enterprises in the private sector.
b) It is essential that the PSE and the merchant banker concerned
present all positive aspects of the enterprise in the prospectus.
c) Wiile fielding PSEs in the capital market, the main line of
activity of the PSEs concerned and the extent of investor's Fancy
for the particular industry at the material time may have to be
taken into account.
d) Wherever disinvestment is nmade through public issues, the
offering price would need to be fixed with a close assessnent of
the need to project the issue as a success to pave way for
subsequent offerings, and at the same time, avoiding any criticism
of under-pricing.

Keeping in view the international experience and our own
requirements, a standing conmttee on Public Enterprise
Di sinvestment is recommended.

(Report of the commttee on Disinvestnent of shares in PSEs,

214



SECTION - D
FURTHER REFORMVE:

Most of the reforns initiated since June 1991 pertain to the
external sector and|arge scale private corporate sector, the large
private firnms have now access to foreign capital and foreign
technology and are free from industrial |licensing and inport
controls. These wunits depend on the State governnments for
allocation of land, power connection, water supply and nany
infrastructural facilities. Debureaucratisation at the state
level is an urgent need. Sone states eg., Qjarat and Maharashtra
provide single windownh darence facilities for approval of new
pr oj ect s.

Since the sector depends on the public sector for many
critical inputs andinfrastructural services, efficiency in the
provision of critical inputs and infrastructural services is vital
for the success of reforns in India. The di scussi on paper on
admni stered pricing (Gvt. of India - Mnistry of Finance - 1984,
a discussion paper on admnistered pricing) favoured the
adoption of long run marginal cost (LRMD basic prices for public
sector products and services. Even with the conpletion many
expenses by Wrld Bank and others, the prices are still determ ned
on the basis of accounting costs anmong one of the fully

distributed costs raising one of the fully distributed costs
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nmethod (Sarkar V - 1992, Public Sector Pricing, theory and
applications - Indian Economc Association Trust for Research and
Devel opnent, New Del hi.)

The accounting cost based prices do not reflect the current
economc costs of the services. Ohly the current long run
econom c costs are relevant for the new entrants. The problemis
serious in the case of critical inputs |ike power, water and
t el ecommuni cati on services. The non-availability or poor quality
of these essential services can constraint industrial grow h.

The PSE reform recently begun Rangarajan commttee report on
di si nvestnent of shares of PSEs favoured 49 percent of equity of
PSEs in the reserved list and 74 percent of equity of PSEs in the
unreserved |ist. Qurrently no concrete programme, except for

referral to BIFR for dealing with |oss-nmaking PSEs. |t outright

sale is not politically feasible, +then other options I|ike
contracting out nmanagenent should be explored. Privatisation
alone will not bring about efficiency unless the road bl ocks

facing the enterprises are renoved and they function in a
conpetitive environment.

At present nost of the incentives given by the Governnent
reduce the user-cost of capital. Wth dobalisation, capital
intensity in industry mght increase. Since enploynent generation
Is an inportant policy goal, currently Covernment is relying on
command and control (CACQ polices in environnmental protection in
medi um i ndustry. This policy involves specifying source specific

standards for industrial units and enforcing themon the polluting
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units by admnistrative and penal neasures.

"SELLI NG PSE SHARES"':

The Covernnent needs to get on with the business of selling
shares of PSEs without waiting for the stock market to turn
buoyant, if it does not want to repeat its last years (1995-96)
dismal record in neeting the disinvestnent target. The present
Finance Mnister (Chidanbaram) has reiterated the governnment's
decision to disinvest upto 74% of its stake in PSEs in the
non- core sectors. And if the CGovernnent can indeed garner the
political courage to inplenent the policy pronouncenent, the sale
of majority stakes will attract higher bids, perhaps twce as
high as the hither to practice of selling small chunks for
portfolio investment has. Besi des, the sares of such core-sector
PSEs like the Indian Gl Corporation would find ready buyers
(hence attractive bids) , as QI PSEs are expected to post huge
increasein profits with the dismantling of admnistered prices,
which is now on the cards. There are sound fundanmental reasons
why PSEs share quote poorly on listing, and even a bullish narket
woul d sufficiently discount for the general under-performance of
PSEs. dearly, if the Governnent is comitted on disinvestnent
often enough is really can not expect higher prices for its
shares.

Now the governnent is considering accessing international
markets to acquatize its disinvestnent target (for instance,
tapping the (R market) , and this is wel cone. Indeed, this is

] ust another reason not to postpone the first transc of
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di sinvestnment programme for this fiscal, wiich was planned for
Sept enber, 96.

In the last fiscal, the disinvestnent effort was supposed to
raised Rs. 7,000 crores. The actual record was a lowy Rs.557
crores. (Editorial - The Economc Tinmes, 16th Septenber, 96.)
This fiscal target is Rs.5,000/- crores. The governnent needs to
better the target if the nassive investnent in the PSEs (wth
barely 4 percent returns on capital enployed) are to cease being a

drag on the econony.

CONCLUSI ON
Conpetition is regarded as the key to inproving the

performance of the State Owmed Enterprises (SCEs) the absence of
effective conpetition believing the free trade philosophy the
econom c reforns began as a result of 1991 crisis.

In order to establish an ideal environnent for conpetition
the above nentioned reforns took place as a policy initiatives.
The theoretical base depends on twelve fundanmentals in order to
pronote full and fair conpetition between SCEs and Private
Enterprises . They are
a) no governnental barriers to entry
P) a conpetitive industry structure

c) equal access to loans and credit

Role and extent of conpetition in inproving the performance of
public enterprises, United Nations (UN proceedings of an
| nt er- Regi onal Sem nar, New Del hi, 1989.
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d) equal access to foreign exchange

e) equal application of |aws

g) no price controls or subsidies

h) equal access to raw materials and supplies

i) equal access to markets

]) equal application of laws concerning 'hiring and firing' of

enpl oyees

k) freedomto reorgani se and even change business
1) no preferential protectionism

The chal l enge of conpetition therefore is for governments to
devel op appropriate policy frameworks wthin, acceptable limts,
agai nst the background of an ideal competitive free markets. The
devel opment of a management culture built on trusty dedication and
vision would be required to propel the enterprises private or

public to new heights.
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CHAPTER - X

ECONOMIC POLICIES FINDINGS AND SUGGESTIONS
| NTRCDUCTI ON

In 1980s many devel oping countries were followd adjustnent,
as countries underwent painful prograns |ike Stabilization and
enbarked on mneasures designed to bring about nedium term
i nprovenents in the structure of the econony. Particularly on the
suppl y side. Privatisation lay at the confluence of these goals.
Many governnents enbraced the idea of privatization as a possible
solution to the dire straits into which the SCE sector had fallen,
and as a means of stanching flow of funds to these SCEs from the
public sector. Further privatization has been instrunmental in
policy programmes ained at broaden adjustnent issues. In part
this was because privatization viewed as a n integral part of a
reform package including trade liberalization, Price deregulation,
fiscal stabilization and these policies were conceptually quite
separ at e. Mre logically, however privatization as a part of
adj ust ment because its close links to the |onger term objectives
of private sector and capital narket devel opnent.

Governnents al so enbraced privatization because the SCEs had
di sappointed in their role as distributors of rents towards
favored incone. The Laissez afire approach to the efficient
managenent of SCEs had fostered a small group of rentiers for whom
the distributional effect of state ownership were positive and
often sizeable, but at the cost of falling efficiency in

operations and increasingly unsustainable fiscal disequilibrium
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Second, attenpts to spread benefits nore wdely through price
control and cross-subsidization not only were excessively blunt,
but were also undermned by poor output quality, erratic service
and the energence of rationing.

10.1 QUTQOMES :

Despite the apparent priority accorded to privatization by
governnents the results by and large have not supported
expectati ons. In part this is because of the expected effects
will only be manifest in the nmediumterm but nore inportant is
the fact that nmuch less progress in actual inplenentation has been
made than was initially envisaged. Wth the exception of Janaica,
there has been no substantive shift in ownership of national
wealth from public to private sectors, and even in Jamaica the
cumul ative proceeds of privatization from 1981 to 1990 constituted
only 7.2% of GDP elsewhere notably in Mlaysia, which quickly
acquired a reputation as a mnmmjor privatized, the scale of
privatization in the 1980s was a little. there has however, been
sonme measurable inprovenent in the overall perfornmance of the SCE
sector during the period. For one thing the creation of new SCEs
has conme to a wvirtual halt, not Ileast in areas such as
manuf acturing and services. But nore inportantly, SCE reform has
directly contributed nmuch nore to the rationalization of public
finances than has privatization and indeed has been an inportant
factor in the overall inprovenent of fiscal balances, price and
tariff restructuring, production rationalization restructuring of

managenent and capital governnent has featured strongly in this
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peri od.

Were as accounting for the flow of funds from the
privatization exercise IS relatively straightforward, t he
identification of efficiency gains is nore difficult. In many
instances the sale of the public asset has been too recent to
expect any such gains to be clear, but nore often the nature of
the sale and the environnment in which it proceeded have served to
negate any positive effects which mght have been expected.
Earlier privatization has alnmost as nmany objectives as the policy
it was supposed to supplant, viz., state ownership of the neans of
producti on. As in the case of state ownership sinultaneous
achi evenent of all these objectives is not possible. Thus one of
the key findings are internal ranking of the nultiple goals of
privatization wusually greatly down-played the inportance of
attaining efficiency inprovenents. In particular the study
examned the factors economc and political, public finance needs
and the pressure from external creditors shaped sales in a manner
unconduci ve to the achi evement of this core objective.

Concerning Privatization and its broader objectives, nanely
private sector and capital market devel opment changing incone
distribution and the neeting of |oan disbursenment conditions,
achi evenents have been limted countries have nmade progress in
attaining these objectives, but this has not in general been due
to privatization. Private sectors have becone nore conpetitive
during the decade but this was principally as a result of trade

policy reform and donestic price liberalization rather than
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explicitly because of privatization. simlarly, Capital narket
devel opnent and the pursuit of w der share ownershi p have depended
nore on financial |iberalization and broader econom c deregul ati on
than on the stinmulus created by the supply of equity in privatized
enterprises. |In both cases there have been sone positive inpul ses
fromprivatization but as we have argued these are limted by the
structural constraints that weak private sectors and thin capita
mar ket s have thensel ves placed on privatization.

Income distribution (both international and internal) has
proved to be one of the nost binding constraints on the entire
privatization process in a nunber of countries it has effectively
suffocated all other aspects of the debate, while in others where
privatization has turned on the conplexities of these concerns it
has i nduced significant di stortions in the design and
I mpl ement ati on of progranmres. In the case of foreign ownership,
these problens have been particularly acquire. Faced wth limted
dorestic demand many governments have faced the choice of either
selling assets to the foreign sector and incurring heavy | osses,
or continuing to hold themin the public sector. Further nore the
managenent of sales to the foreign sector has rai ses conpete i ssues
of regul ati on.

Finally the evidence of the 1980s has shown that
privatization took place unconfortably wthin the disbursenent
conditions of policy based lending. nany countries have enbarked
on programred of privatization within the framework of structura

adj ustnent programmes and the pressure to neet these criteria has
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on occasion, led to poor nanagenent of the programme and
I nadequate preparation of enterprises for sale. More comon,
however has been the tendency for donors to tolerate slippage of
loan conditionality as it became clear that the rapid
i npl enentation of privatization during a period of often quite
severe stabilization neasures could be a costly exercise. Despite
of policy based lending rarely was a failure to privatize an
enterprise a sufficient reason to half the disbursenent of aid
flows.

10. 2 EVALUATI ON :

Though study is based on a selected snall sanple of countries
in which privatization has in sone cases been a nargi nal activity,
it is clear the problens and issues in these countries provide
appropriate archetypes for a w de range of economes. though the
problens held in Eastern Europe of re-orientating an entire
econony arr of a different type, for nost other developing
countries the issues raised here are germane, if of differing
order of magnitude. Supporting this is the fact that a nunber of
the nore recent works which tough on privatizati on have echoed the
findings and conclusions in this study.

VW are trying to explain very significant short fall between
the experience of privatization and original expectations, and
focused on two inportant aspects, first, and fundanentally, we

have stressed on speed, formand economc effects of privatization

Wrld Bank, Wrld Devel opnent Report, United Nations Devel oprent
Programme, 1991, New YorKk.

224



will be ultimtely determined by the structural and regulatory
[imtations of the econony. However privatization does not occur
in a vacuum and thus the second inportant argunent of the study
high lights the pervasive effects that political considerations
have had on the design and inplenentation of privatization
programes. Consequently it is the tensions between the econom c
and politics of privatization and also between the various
objectives of privatization itself, that have shaped privatization
which will determne the short-term outl ook for programmes in the
next comng future. Concerning the first argunent the thrust of
the analysis has been to make explicit theoretical argunents for
privatization which rely significantly on assunptions about
economc structure that are nore appropriate for devel oped than
developing countries, conparing these wth the features of
selected country studies gives us a basis for deciding how to
adj ust devel opi ng econom es of what privatization can and can not
be expected to achieve in low to mddle income countries.
Significantly economc theory highlights the inportance of
information flows and incentive mnechanisns for efficient
managenent and of market structure and regulation for the
efficient allocation of resources. In developing countries
however information flows are frequently weak. Under public
owner ship, performance indicators have tended to be denomnate in
guantitative terns (such as enploynent, out put, public assets)
and prices thenselves, often set by and l|ayered with extensive

cross subsidization, rarely transmtted information on true
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resource costs. Moreover these distortions frequently pervaded
all economc sectors regardl ess of ownership, through the effects
of w de spread donmestic price controls and conplex trade policy.
Transfer of ownership may elimnate sonme of the nore extrene
el enents of the weak internal processing of information, but this
will be of only limted value if broader price distortions renain.

Simlarly limted narket size (which means that natural
nonopol y beconmes a common occurrence) extensive concentration of
econom c power, institutional linkages and Ilimted inport
penetration in certain sectors have served to Iimt conpetition on
the supply side. Mnopolistic and Qigopolistic enterprises thus
dom nate the domestic econony nany of which (especially in the
smal l er economes) are state-owned. Privatization of such
enterprises wthout restructuring of the enterprise itself or
wi thout associated changes in mnmarket structure nmay have no
neasurable inpact on enterprise performance. These structural
limtations of the donestic econony in devel oping countries are so
pervasive tha effective regulation of narket against the adverse
effects of nonopoly and oligopoly beconmes an essential adjunct to
virtually all substantial privatization initiatives, rather than,
as in many industrialized economes a specific requirenent in
respect of the sale of a small nunber of nonopoly utilities. Gne
of the nost worrying features of privatization in devel oping
countries is the extrenely Ilow priority accorded to narket
regul ation and conpetition policy. However, even if this were

reversed the evidence suggests that a nunber of countries have
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some way to go before the capacity would exist to inplement
efficient and credible regul ation.

The absence of efficient means of savings nobilization for
equity I nvest nent remai ns an I npor t ant constrai nt to
I mpl ement ati on of privatigation objectives in a nunber of the
poor er devel opi ng countries such as Malaw and PNG governnents in
these countries are constrained in the form and size of sales.
what 1Is nore wthout trad-ability of assets they face |[|ower
realizable prices for them and by being unable to unbundl e asset
entitlenments they face the prospects of re-concentration of asset
ownership in the hands of a small private sector elite.

There are of course feed backs from privatization to the
devel opnent of private sector <capital mnmarket and regulatory
structures but these are weak and the process of trying to
accelerate privatization may be ultimately harnful. Over
burdeni ng the absorptive capacity of CGovt., may ultimately result
in privatization becone a welfare reducing activity as rents are
captured by powerful buyers capital markets are distorted and the
loss of regulatory credibility produces negative externalities in
ot her areas. Privatization has been a politically contentious
policy often regarded either as a line of denmarcation between
political parties in pluralistic countries or as a threat to the
economc well being of rentiers. Its inplenentation has as a
result often been undertaken as an article of political faith, but
at the sanme tinme with an extrene sense of caution. Mreover, in

many devel oping countries it is closely conbined with a range of
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other related adjustnent policies and political objectives and has
been pursued in the mdst of painful stabilization policies /
measur es. Conflicts abound and for risk averse or cautious
governnents often lacking credibility in the eyes of domestic
investors and foreign investors this has neant that the economc
objectives of privatization are frequently a conpromsed as a
result of political factors. Wil e such expediency may in sone
case be economcally rational in a dynamc sense ( in that it is
necessary to create a reputation with buyers to ensure nmarket
receptivity for the future) it does underlines the inportant fact
that putting privatisation in the reform package can often be
achieved only with significant revenue and efficiency costs.
Simlarly though privatisation is essentially concerned with the
transfer of commercial risk to the private sector this is often
conpromsed by inplicit under witing of the private sector in
privatization sales by politically cautious governmnent.

The reality of privatization in developing countries has not
nmet expectations. It remains a priority however and as nany
countries nove into a second decade of privatization is valuable
to consider what adjustnments to the policy are require for
privatization to play a useful role in nmediumterm economc reform
in devel opi ng countri es.

10. 3 ADJUSTI NG THE ECONOW AND PRI VATI ZATI ON :

There is no doubt in the current wave of market friendly
devel opnment privatization wll remain a mgjor conponent of

econom c policy packages in the recent future. Mor eover we have
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seen in Jamaica and Sri Lanka as opposition to the policy
di m ni shes, progranmed of privatization are likely to be |ess
notivated and |ess designed around the narrow objective of
securing success.

The first adjustnent is required if privatization is to be
effective in achieving its efficiency enhancing objectives is that
it be clearly regarded as a nmedium term supply side policy a
| ogical conplenent to broader private sector developnent. The
ultimate goal of developing countries is a conpetitive private
sector, and as goods and capital narkets and regul atory capacity
devel op and deepen so privatization is inevitably going to greater
the higher the level of developnent in the econony. Consequently
objective of the policy should be the devel opnment of the private
sector and the capital narkets. Privatization should fall within
these objectives, with nore attention being paid to the direct
econom c objectives and allowing the politics to die away. Second
It is doubtful that privatization can play any nmajor role in the
short runin the face of adverse structural economc conditions.
Endem c investnent, uncertainty problens of policy credibility and
the political forces inpinging on governnents as they attenpt to
being about economc stabilization are not conducive to the
success of privatization and in such a cases privatization for the

short run shoul d be down graded and donors should reassess its role

within adjustnment prograns. Judi cious privatization especially
through the sale of snaller enterprises as still valuable, but
attenpts to accelerate privatization programmes wll vitate the
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goal s they are supposed to achieve on two fronts not only will the
programe cone up against the binding constraints of the econony
but also the political intervention required to secure the success
of privatization in-period of crisis may actually lock-in welfare
reducing elenents. Underwiting and under pricing arrangenents
guarantees on market access and over generous restructuring which
are required to see sales proceed in such circunstances are
preci sely such inpedinents to efficiency enhancing privatization.

Finally in view of these concerns it is essential that the
current capacity of the donestic private sector to absorb public
asset sales and therefore expectations of the scale of
privatization progranmes is reassessed. Privatization pipelines
are still extremely optimstic and across a nunber of countries
they have already been seen to slip or to be inplemented in a
hurried and sub-optinmal level. Odly a fraction of the Si Lankan
pi peline for 1990 and 1991 has been inplemented while the same is
the case with the anbitious privatization master plain Mlaysia
and the second wave of Privatization in Jamaica and Trinidad and
Tobago.

These views obviously put forward the questions how then
governnents to proceed in tackling the still prevent short term
crisis of the SCE sector, that direct reform SCES conbined wth
market based regulatory frameworks will of fer much nore
f undanent al adj ustnents in resource wuse than wll rapid
privatization. An SCE reform would not persist and that it was

only with the threat of privatization that efficiency gains could
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be | ocked in. However though this had in the early 1980s, it
seens |ess powerful now first there is evidence that the threat
effect has been established, governnents have abandoned the
creation of SCEs as major tools of economc policy and the
prevailing political sentiments is firmy based in the demand for
efficient services from SCEs. Secondly having established
privatization as a nmediumtermoption, SCE reformw thin a broader
framewor k of market devel opnent is consistent in a way that it was
not in an environment of non-narket pricing and control. thus the
establishment of nmarket based regulatory structures for the SCE
sector allows governnent to practice and develop their regul atory
capacity to inplenent appropriate and effective conpetition policy
and to create the information and incentive structures that wll
be robust enough to ensure that eventual privatization can be
successful . Paradoxically then given the constraints placed on
imrediate privatization by the economc structure of rmany
devel opi ng countri es, one policy for strengthening narket
orientation in these economes is the intelligent reform of the
SCE sector structures around sound economc principles. I n
conbination with a reduction in the urgency currently assigned to
privatization and the revision of programes around a nediumterm
efficiency oriented framework this wll allow to assess nore
clearly the relative costs and benefits of conpeting policy
alternatives in pursuit of the efficient supply of goods and
services in a manner consistent wth the ultimate welfare

obj ectives of governnent and econony.
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10.4 ECONOM C PQLIAES :
Made fashionable by the Britain in early 1980s Privatization

is now vague around the developing world, it has beconme an
important policy ingredient in the swing to reliance on narkets
whi ch characterizes economc reforns now under way in the
second and third worlds. In part this is because greater enphasis
on free markets and on privatization as a nmeans of markets works
better.

Experience with the devel oped economes is generally seen as
successful though that view is not exactly shared universally.
G oser scrutiny of Privatization experience over the past decade
in the developing economes suggests us in reality that the
process and its outcones are neither as sinple nor as straight
forward as is often envi saged.

This study found that the existence of reasonably conpetitive
donestic nmarkets for goods and services, a well devel oped capital
markets with considerable breadth and absorptive capacity and
sound regulatory structures which have evolved over decades. The
absence of these essential prerequisites nmakes achieving all the
benefits of privatization nmuch nore difficult the success of
Privatization is largely dependent on strategic tactical choices
for sale from a public asset portfolio, pricing and appropriate
ti me sequenci ng.

The fundanental objective of Indian Privatization to bring
rapid and sustained inprovenment in the efficiency of State Omned

Enterprises (SCEs) successful and sustained growth and devel opnent
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depends on continuing increases in the productivity of capital
aland and | abour. Fostering an economc environment which
pronotes rapid, fast developrment wll not be so easy within a
generation the countries of east Asia have transforned thensel ves.

To ease out the 1991 crisis stabilization neasures undertaken
by the Indian Governnment and the initiation of a nedium term
strategy for consolation of macro economc stability and
undertaking long structural reforns in the foreign trade and
paynents regine, the tax system industrial policy and financia
sectors.

The controls began in 1950s and served a purpose in the
initial years of devel opnent had overtine becane inefficient and
dysfunctional very often the system served only to protect
establ i shed producers from conpetition by new entrants.

As the part of Indian reforns Governnent has took nmany
nmeasures to dismantle the controls.

* | ndustrial licensing was abolished for all except a selected
list of hazardous and environnental |y sensitive industries.

* The separate perm ssion needed by MRTP houses for investnent
and expansi on was abol i shed.

* The list of industries reserved for the public sector was
reduced from 17 to 6 in addition private sector participation was
allowed even industries in the reserved |ist.

* Access to foreign technol ogy was nade nuch freer.

* Privatization began to inprove the efficiency of industrial

units, SCEs started privatizing slowy.
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* Inport controls through licensing has been virtually
abol i shed except for consuner goods.

| nport duties have been reduced in stages.
* Forei gn Exchange rate of Rupee is today determ ned by dermand
and supply conditions in the market.

10. 4. A) FOREI GN | NVESTMENT PCLI CY :

Foreign Investnent is viewed as a neans of building inter
firm linkages in a world which transnational corporations are
increasingly operating on the basis of network of Q obal
connections. Net foreign investnment inflows into India grown up
to $ 20 billion in 1996-97. Recogni zing the Foreign |nvestnent
inmportance the reform package designed to attract Foreign
| nvestors.

* The Forei gn Exchange Regul ation Act (FERA) was anended.

* India signed the Miltilateral Investnment Quarantee Agency
(M®) convention and becanme a nenber to pronote foreign
I nvest ment .

* Forei gn I nvestnent approvals up to 51% of equity in a
specified list of 34 priority industries was nade automati c.

* | nvest nent above 51% equity was also permtted on the basis

of case by case approvals given by Foreign Investnent Pronotion

Board 9FI PB).
* The procedure for Indian conpanies to invest abroad and
devel op dobal I|inkages also streamlined and nade easier.

10.4 B) CAPI TAL SECTCR REFCRME :

As a part of reforns the capital nmarket also been initiated
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changes, SEBI has been in operation and given statutory power in
February, 1992. The O fice of Controller of Capital |ssues was
abol i shed in May, 1992.

* SEBI governs various aspects of the stock mnmarket and
intermediaries operating with a view to inproving trading
practi ces.

* Private sector mutual funds has been allowed to operate
subj ect to SEBI rules.

* A National Stock Exchange (NSE) is being set up to serve as a
nodel exchange providing a nationw de screen based trading and
el ectronic clearing and settl ement systens.

* Foreign institutional investors such as pension funds nutual
funds etc., have been allowed to invest in the capital mnmarkets
subject to SEBI registration.

10.4 © STATE OMED ENTERPRI SES (SCE) REFORMVS

Reforns in SCE sector ained at increasing the efficiency of
the SCE sector and reducing the deficit which, loss nmaking units
I mpact on the budget.

Budgetary support in the form of non-plan loans to |[|oss
maki ng SOEs is being disinvested. SCEs also allowd to form Joint
Ventures and also to raise fresh equity from the mnmarket to
finance their expansion plans.

Structural reforns also involves social costs nay arise for
several reasons. Fiscal discipline forces limts on governnent
spending and this nay affect the pace of inplenentation of

progranmes in the social sector. Economc restructuring nmay
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involve tenporary loss of jobs in certain sick conpanies and
unvi able units as labour is redeployed into new units.

10.4 D) SOC AL SAFETY REFORMS :

* A National Renewal Fund has been set up to fund schenmes for
conpensation retraining and redeploynent of workers affected by
the econom c restructuring.

* the public distribution system has been strengthened and
expanded in 1700 identified bl ocs.

* Expenditure on social sector including rural devel opnent
health education substantially given preferences in resource
al | ocati on.

10.4 E) | NDI AN PR VATI ZATION I N 1997 :

D si nvest ment comm ssion chairman G V. Ramakri shna stated that
"unless there was no coordinated approach towards disinvestnent
there is likely to be a loss to the exchequer through | ower
realization of sale vale". The specific recomrendati on nmade for
six SOEs on 17th April, 1997. They are Bharat A um ni um Conpany
Ltd. , (BALCO), MNadras Fertilizers Limted (ML), Bongaigon
Refineries and Petrochemcals Limted (BRPL), Manganese Oe India
Limited (MOL), I.T.l1. Ltd., and H T.L.

The process of Privatization differ from conpany to conpany.
Qutright sale of HIL shares, 74% off |oading equity of Government
in BALCO ITlI and BRPL. 50% off loading in ML and 49% in MJ L.
| mredi ate privatization of 40% BALCO For HIL 50% shares being
offered to a strategic partner through conpetitive bidding. In

the case of BRPL 50% of shares sales to Indian or Foreign
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Conpany. For ITlI the initial sale of 50% shares of to a strategic
partner with an agreement for further dilution of Govt, equity to
to 26% t hrough public sales.

In MFL the comm ssion suggested that Govt. , to hold 50% and
rest 50% for public offer. In the case MJOL CGovt., should not
sale nore than 49% because of the performance of the conpany is
good and its public nonopoly there is no point to transfer this as
private nonopoly.

10.4 F) POLICY SUGEESTI ONS:

India needs a pragnatic approach not an ideol ogi cal approach
to SCEs in order to succeed privatization.

Here we had outlined four issues of inportant bearing.

Firstly that the selection of strategic partners should be
through a process of pre-qualification in order to identify and
short list only suitable bidders who could bring in necessary
technol ogi cal or financial inputs for the SCE concerned.

Secondly, the issue of the voluntary retirenent schene (VRS
that in view of the considerable uncertainty anong the various
managenents and enployees there needs to be a clear cut policy
statenent of the terns VRS on a long term basis.

Thirdly, the need to provide adequate funds to the SCE
managenents for disinvestment process out of the disinvestnent
fund which has proposed to establish recently by the disinvestnent
conm ssion (February, 1997).

Finally, the condition for privatization of SCE shares

t hrough the book building process could be established to neet the
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requirement of investors could be facilitated if SOEs which were
earlier divested and which are proposed for privatization are
directed to join the Nation Securities Depository Itd., (NSDL) and
have their shares registered with it to nmeet the various concerns
of the investors, including speedy trasnferability of shares.

10.4 G COWERCIALI ZATION / RESTRUCTURI NG SOEs :

By dismantling earlier regulations fronms a |arge number of
new directives and regulations. the aim is to overcone SOEs
insufficiencies and strengthen cost-benefit thinking in SOEs
management. The new directives and regul ations has to focus on

a) industrial cost-reduction through greater cost discipline

b) control nmechanisms on the use of investnent funds to

secure nove.

c) steps to pronote the inprovement of enterprise managenent

and finance, and

d) the use of indirect instrunents for exanple profitability

and the wuse of retained earnings to stinulate the
intensification of production

The main coefficients by which SOCEs have to be evaluated
based on net production, net profit. Profitability as the
measurenment criterion of rational resource use in production. I n
order to comercialize SOEs before going for privatization.

Private ownership can produce greater efficiency than the
Government only in the presence of adequate conpetition in the
econony. Conpetition provides the incentives for firns to

allocate resources efficiently the only strategy is disinvestnment
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of governnent equity, in this context the problens are under
pricing the share prices and paying high commssion for under
writings, these wll jeopardize the privatization results.
Restructuring SCEs before privatization is vitally inportant.
Under prici ng shares causes wastage of noney of tax payers, selling
shares quickly, and spending too nuch on underwiting and advi sory
f ees. In privatization programmes too nuch attention has been
paid to change of ownership and not enough to conpetition
I mprovenent / efficiency in SCEs in all selected sanple econom es

i ncluding India s SCEs.
CONCLUSI ON

This study exam ned the issues of Privatization schenes
in the developing economes nearly a decade. The role of
dependency school of thought in the process of developnent in
observed devel oped economes is l|acking rel evance. And the role
of Bretton Wod Institutions like International Monetary Fund
(IM) and Wrld Bank is vital and these pronotes and helps to
initiate the Privatization process fromexternally.

The SCE sector's performance has been declining and the
restructuring is immnent and that gives scope for privatization
success that is the reason developing economes followng the
Public Sector's reforns.

The CGovt.'s initiation began by the adjusting economc
structures and adopt i ng stabilization and | i beralisation

progr anmes.
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Finally the privatization in all these sanple economes
started selling the State Owmed Enterprises equity partially or
fully depending on the firmto firm case.

Thus fulfilling all the objectives the Privatization in
devel opi ng economes strongly believes in rectifying the Public
Sector's list but inreality the fact is not the sane.

Privatization can best be regarded as a medium term supply
side economc policy, a logical conplement to a broad private
sector devel opnent rather than a Panacea for the all ills endured
by those devel opi ng econom es.

Privatization in India would
bear fruit, if aspects of exit policy, sinplified |abour |aws,

health care and education at affordable costs and unenpl oynent

insurance are . . addressed carefully. 7Tiiis Could be taken coved)
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TABLE

Macro indicators - Developing Economies(Studied)

Country Population GNP Percapita PPP Estimates of GNP | Central Govts Normal Interest Rates of
(millions) | $194 Average 1994  Crrrent  Intl. |defict / Surplus Banks
Annua Growth 19 194 Deposit Rate Lending Rate
198594

Malawi 9.5 170 -0.7 2.5 650 12 25 31
Kenya 26.0 250 A 5.1 1310 -0.4 20 25
India 913.6 320 3.0 4.9 1280 -1.8 14 « 17
Trinidad & 4.0 320 -2.7 4.4 1130 2.0 7.8 175
Tobago
Srilanka 179 460 2.9 122 3160 -3.0 153 13
PNG 4.2 1240 2.2 104 2680 -4.6 5.1 9.2
Jamaica 25 1540 3.9 131 3400 n.a 364 495
Mdaysa 19.7 3480 5.6 32.6 8440 8.9 6.6 7.6




TABLE ||

MACRO | NDI CATORS- DEVELCPI NG ECONOM ES (St udi ed)

Country Average Current Account Balance | Gross International Reserves Net Present Net private capital flows
Annual (%of GNP) (months of imports coverage) Value of (millions $)
Inflation 1980’ 1994 1980 1994 external Debt. 1980 1994
1984-94 (%of GNP)
Mal awi 18% -27.4 -44 14 0.6 73 30 -1
Kenya 11.7% -13.7 -0.5 21 2.5 80 301 -272
India 9.7% -1.7 -0.9 8.0 6.7 27 868 5497
Trinidad & 3.3% -16.4 -3.1 14 35 98 83 0
Tobago
Srilanka 11% -18.7 -8.1 15 4.4 41 129 213
PNG 3.9% -22.6 85 3.6 0.6 46 105 -231
Jamaica 27.6% -5.6 -0.4 0.8 15 A 9 123
Maaysia 3.15 1% -6.6 4.7 4.5 33 1913 6661
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TABLE 111

MACRO | NDI CATORS- DEVELCPI NG ECONOM ES (St udi ed)

Country Structure of Economy 1994 | Total External Debt. | Gross International | Total External Debt.
(%0ofGDP) % GDP (million S) Reserves 1994 ( million S)
Agri. Industry Services| 1980 1994 ( million $) 1994

Malawi 31 21 47 821 2015 80 2015
Kenya 29 17 54 48.1 1120 588 7273
India 30 28 42 119 34.2 24221 98990
Trinidad & 38 21 41 95.9 156.6 99 1052
Tobago

Srilanka 24 25 51 46.1 67.6 1686 7811
PNG 28 38 A 29.9 575 120 2878
Jamaica 8 37 55 78.0 110.1 n.a 4318
Maaysia 15 43 42 28.0 36.9 26339 24712
Source : World Development Report 1996, World Bank, Oxford University press.

3




TABLE - 1V

PRI VATI ZATI ON LEGQ SLATI ON AND STRUCTURES

Jamai ca

Trini dad and Tobago

Mal aysi a

Papua New Qui nea

Kenya

Mal aw

| ndi a

NIBJ D vestiture Conmttee

N BJ Dvestiture Secretari at
National Hotels and Properties
D vestnent Unit.

Agro 21 D vestnent Secretariat
PM s Cabi net subm ssion on
Privatizati on.

Bruce Commttee
Bobb Comm ttee
Ranprasad Comm ttee

Mal aysia Inc. Policy

Cabi net Commttee on
Privati zati on.
Privatization Secretariat
- Econom c Pl anning Unit
Privatization Quidelines
Privatization Master Plan

Nati onal Executive Council (NEQ
policy statenent on Privati -
zation - |

NEC policy statement on Priva-
tization - 1|1

Parliamentary Commttee on
Public Enterprises.

Presi dential Comm ssion on
Privatization - |

Presi dential Comm ssion on
Privatization - 11

Public Investnent Managenent
Boar d

Ndegwa Committee on
Statutory Bodies

Wrking Commttee on govt.,
Expendi ture

Task force on Divestiture

Department of Statutory Bodies
Wrld Bank Structural Adjustnent
Loans (SAL) | to Il

Hgh level commttee on
Public Sector Commerci al Banks

2 Ly

1981
1982

1990

1979
1984
1984

1983
1985

1985

1987
1990

1987

1988
1980
1987
1989
1989

1979
1982

1986
1990

1982
1981
to 86

1990



(Narasi mhan Comm tt ee)

Wrld Bank - SaL - Loans 1991
to 95
Coomttee on |Issue of D sinvest- 1976

nment of shares in Public Sector
Enterprises (&i Ranmakrishna - Chairman)
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TABLE - IV.1

NUMBER OF PRI VATI ZATI ONS BY COUNTRY AND BY METHOD OF SALE

PRI VATE SALE MC AND LEASE
PUBLI C
TOTAL SALE DOMVES- FORE- JO - DOMES- FORE- JO
STIC | GN INT TIC | GN | NT
Jamai ca 41 3 15 6 4 2 1 9
Mal aysi a 24 4 12 0 2 6 0 0
Kenya 1 1 0 0 0 0 0 0
Mal awi 17 0 8 9 0 0 0 0
Sri  Lanka 6 3 1 2 0 0 0 0
Trinidad and
Tobago 5 2 0 2 0 0 1 0
Papua New 4 0 0 4 0 0 0 0
Qi nea
Tot al 98 14 36 23 6 8 2 9

Source : Country case studies.
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TABLEI V. 2

PRI VATI ZATI ON PROCEEDS BY GOUNTRY AND METHOD OF SALE

a (US$m)®
PRI VATE SALE

TOTAL PUBLIC SALE DAVESTIC  FCREI GN JAO NT
Janai ca 230. 7 66. 2 36.8 117.5 10. 2
Kenya 9.1 9.1 0.0 0.0 0.0
Mal awi 7.2 0.0 2.2 5.0 0.0
Mal aysi a 180. 3 85.9 40. 4 0.0 54.0
Papua New 4.5 0.0 0.0 4.5 0.0
Qui nea
Sri Lanka 10. 7 2.9 0.0 7.8 0.0
Trini dad and
Tobago 94.5 9.6 0.0 84.9 0.0
Tot al 537.0 173. 7 79.4 219.7 64. 2
No. of Priva- 79 14 36 23 6
tizations
Aver age val ue 12. 4 2.2 9.6 10.7
Source : Country case studies
Not es :
a) The values of sone of the small sales (inc. land sales) listed

in Table 4.1 are m ssing.
b) Converted at the exchange rate applicable at the date of sale.
c) Not including nmanagenent contracts or | eases.
Thanks largely to the inpact of the debt crisis, comvodity price
shocks and intense adjustnent neasures. Thus, the proceeds from
privatization expressed as a proportion of the deficit
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TABLEI V. 3
PRI VATl ZATI ON PROCEEDS BY COUNTRY AND BY METHCD CF SALE

2( % of GDP)P®

PRIVATE SALE

TOTAL PUBLIC SALE DOMESTIC FOREIGN JOINT
Jamaica 7.20 2.25 1.10 3.56 0.29
0.09 0.09 0.00 0.00 0.00
Kenya 0.61 0.00 0.19 0.42 0.00
M alaysia 0.55 0.27 0.12 0.00 0.16
Papua Nav 0.18 0.00 0.00 0.18 0.00
Guinea
Sri  Lanka 0.15 0.04 0.00 0.11 0.00
Trinidad and
Tobago 2.34 0.24 0.00 2.10 0.00
Average 1.59 0.41 0.20 0.91 0.06
Not es:

a) Not including the value of nanagenent contracts or | eases.
b) The figures represent the total of privatization proceeds to
date as a sum of the proportions of those proceeds to GDP in

t he respective years of sale.



TABLEI V. 4

NUVBER OF PRI VATI ZATI ONS BY COUNTRY AND BY FUNCTI ON OF ENTEPR SE?

Commer ce
Tot al Manuf ac- Finance & Trans- Wt er Regul a- Agri
cturing & Banki ng port & tory & cul-
services Communi - Energy Marke- ture
cations ting
Jamaica 41 30 1 5 0 0 5
Kenya 1 0 1 0 0 0 0
Mal awi 17 10 0 0 0 0 7
Mal aysia 24 13 2 4 0 0 5
Papua New
Qi nea 4 2 0 1 0 0 1
Sri Lanka 6 6 0 0 0 0 0
Tri ni dad
& Tobago 5 2 2 1 0 0 0
Tot al 98 63 6 11 0 0 18
Not e :

a) | ncluding managenent contracts and | eases
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TABLE

PRI VATI ZATI ON PROCEEDS BY COUNTRY AND FUNCTI ON CF ENTERPRI SE

(W $m)
Comerce _
Tot al Manuf ac- Finance & Trans- Wt er Regul a- Agri
cturing & Banking port & tory & cul-
servi ces Communi - Energy Marke- ture
cations ting
Janmai ca 230. 7 104. 2 16. 1 110.3 0.0 0.0 0.1
Kenya 9.1 0.0 9.1 0.0 0.0 0.0 0.0
Mal aw 7.2 5.4 0.0 0.0 0.0 0.0 1.8
Mal aysia 180. 3 18. 6 8.7 133.5 0.0 0.0 19.5
Papua New
Qui nea 4.5 0.8 0.0 1.0 0.0 0.0 2.7
Sri Lanka 10.7 10.7 0.0 0.0 0.0 0.0 0.0
Trini dad
& Tobago 94.5 6.3 3.3 84.9 0.0 0.0 0.0
Tot al 537.0 146. 0 37.2 329.7 0.0 0.0 24.1
AVERAGE
VALUE 6.8 2.6 6.2 33.0 0.0 0.0 4.0
Not e:

a) Excludi ng managenent contracts, |eases and cl osures.

Participation in joint Ventures) in the privatization programes
of the seven countries accounts for alnost 40% of total sales

val ue.
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TABLE V.6
NUMBER OF PRIVATIZATIONS BY METHOD AND FUNCTION OF ENTEPRSIE

Private sale M & Lease
Total Public Done- Fore- Joint Dome- Fore- Joint

Sal e stic ign stic ign
Commer ce, 63 7 26 13 4 4 1
Manuf ct u-
ring &
Servi ces
Finance & 6 4 1 1 0 0 0
Banki ng
Transport 11 3 0 5 2 1 0
& Conmu-
ni cati ons
Water & 0 0 0 0 0 0 0
Ener gy
Regul a- 0 0 0 0O O 0 0
tory &
Mar ket i ng
Agricul. 18 0 9 4 0 3 1

Tot al 98 14 36 23 6 8 2




TABLE IvV..7
VALUE OF PRIVATIZATIONS BY METHOD AND FUNCTION OF ENTEPRISE

(UsS $m.)
Priva'te sal e

Tot al Public Sale Donesti c For ei gn Joi nt
Conmerce, 146.0 41.9 54. 2 39.7 10. 2
Manuf ct u-
ring &
Servi ces
Fi nance & 37.2 32.6 4.6 0.0 0.0
Banki ng
Transport 329.7 99.2 0.0 176.5 54.0
& Conmmu-
ni cations
Water & 0.0 0.0 0.0 0.0 0.0
Ener gy
Regul a- 0.0 0.0 0.0 0.0 0.0
tory &
Mar ket i ng
Agri cul . 24. 1 0.0 20. 6 3.5 0.0
Tot al 537.0 173.7 79. 4 219.7 64. 2
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TABLEI V. 8
AVERAGE VALUE OF PRIVATIZATION BY METHOD AND FUNCTION OF
ENTERPRI SE (US $ m)

Private sale

Average Public Sale Domestic  Foreign Joi nt

Comrer ce, 2.39 5.98 2.08 3. 05 2.55
Manuf ct u-

ring &

Services

FI nance & 6. 20 8. 15 0. 00 0. 00 0. 00
Banki ng

Transport 29. 97 33. 07 0. 00 35.30 27.00
& Commu-

ni cations

Water & 0. 00 0.00 0. 00 0. 00 0. 00
Ener gy

Regul a- 0. 00 0.00 0. 00 0. 00 0. 00
tory &

Mar ket i ng

Agricul . 1.26 0. 00 2.29 0. 88 0. 00

Aver age 7.01 12. 40 2.27 0.55 10. 72

Not e:

a) This table excludes the value of nmnagenent contracts and
| eases, the UPSAK sales in Ml ayesia, sone smaller privatizations
in Jamai ca, and Trinidad and Tobago's sal e of DFC.
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TABLE - V
EVMPLOYMENT | N PUBLIC SECTOR IN 1989 IN INDA

PULBI C SECTOR PERCENT OF PUBLI C SECTOR

| N LAKHS TOTAL ON % OF TOTAL
(PUBLIC +
PRI VATE)
01., Agri., hunting, 5.55 3.0 39.0
foresting & fishing
02. Mning & Quarrying 9. 56 5.2 90.0
03. Manufacturing 18. 63 10.1 29.8
04. Electricity, gas & 8.69 4.7 95.7
Wat er
05. Construction 11. 46 6.2 94. 3
06. Wil e sale, Retail
trade, restuarants 1.50 0.8 34.4
& hotels
07. Transport, Storage 29. 74 16.1 98. 3
and Conmuni cati ons
08. Financing, |nsurance 11. 23 6.1 82.7
and Real Estate &
Busi ness Servi ces
09. Govt. Adm nistration 88. 11 47.8 86.0
Tot al 184. 44 100. 00 71.2

Source : CGovt. of India, Economc Survey, (1992-93).
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TABLE - M
PRCFI TS / LOSSES OF MAJCR SEGMVENTS CF PUBLI C SECTOR IN | A

(RS. | N CRORES)
PROFI TS + LCSS ( - )

1987- 88 1988- 89 1989- 90

CENTRAL GOWVT.

a) Non-departnental enterprises + 2060 + 2994 + 3789
b) Railways + 84 + 28 + 140
c) Posts & Tel ecommuni cati ons + 263 + 684 + 788

STATE GOVERNMENT

d; Forests + 544 + 414 + 540
e) Mnes & Mnerals + 27 + 52 + 61
f) Road & Water transport - 11 57 93
g) Dairy Devel opnent 44 52 - 107
ft) Industries 20 10 - 160
1) Power Projects - 116 84 35
j) lrrigation & Mul ti - 1345 - 1841 - 1917
pur pose Projects
K) State El ectricity Boards - 2264 - 2705 - 4104
1) State Road Transport - 164 - 251 - 359
Under t aki ngs
A Total (4 to 12) - 2493 - 4534 - 6174
B. Total (1 to 3) + 2407 + 3706 + 4717

Source : Conpiled from Pul bic Enterprise Survey (1990-91) and
Econom ¢ Survey (1991-92) .
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TABLE - VI
NET PROFIT / LOSSES BY CENTRAL PUBLI C ENTERPRI SES
(RS. I N CRORES)

YEAR PROFI T MAKI NG LOSS | NCURRI NG TOTAL 2 AS %
ENTERPRI SES ENTERPRI SES C- 1.
1980- 81 557 - 740 - 203 136. 4
(94) (74) (168)
1981- 82 1293 - 847 446 65.5
(104) (83) (188)
1984- 85 2021 -1112 909 55.0
(113) (92) (207)
1985- 89 4917 -1923 2993 39.0
(117) (106) (223)
1989- 90 5751 -1962 3789 34.1
(131) (98) (229)
1990- 91 5393 3121 2272 57.9
(123) (111) (234)
1991- 92 6149 3674 2475 59. 3
(134) (102) (236)
Not e Figures in brackets represents the nunber of enterprises.
Any difference in the total nunber of enterprises
i ndicates some enterprises which were neither profit
maki ng nor | oss incurring.
Source: Public Enterprises Survey (1991-92). India
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TABLE - VI |

FI NANCI AL PERFORVANCE OF STATE ELECTRIA TY BQARDS
DURI NG 1991- 95 IN IND A

(RS. INBLN
1991-92 1992-93 1993-94 1994-95 1995-96
RE AP
G oss subsidy on sal es 74 94 114 133 150
to Agriculture 59 72 89 101 112
to donestic consu- 13 19 24 30 35
nmers
Inter-state 2 2 1 2 3
Uncover ed subsi di es 32 41 59 62 74
G oss subsidy on sales
( % GP market prices) 1.2 1.3 1.5 1.5 1.4
RE = Revised Estimates, AP = Annual Pl ans

Subsi dies are defined as the difference between tariffs that woul d
enable the SEBs to cover their variable costs and tariffs actually
charged. |If this does not include capital subsidies.
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TABLE - | X
PROFI TABI LI TY PROFI LE OF NON- DEPARTMENTAL
CENTRAL GOVT. ENTERPRI SES - 1990-94

1990-91  1991-92 1992-93 1993-94

No. of Qperating Enterprises 236 237 239 240
Profitable 123 133 131 130
Loss- Maki ng 111 102 106 100

Profit of Promt Making Entps. 54 61 74 97
(% of CDP) 1.0 1.0 1.1 1.2

Loss of Loss Maki ng Entps. 31 37 41 53
(% of CDP) 0.6 0.6 0.6 0.7

Source : Mnistry of Finance, Economc Survey - 1994-95
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TABLE - X

PRIVATIZATION (PARTLY) IN PUBLIC SECTOR ENTERPRISES IN INDIA

1993 - 94 PROGRAMVE

01. Steel Authority of India Limted (SAL)

02. Bharat Petroleum Corporation Limted (BPQL)

03. H ndustan Petol eum Corporation Limted (HPQL)

04. Rashtriya Chemcals and Fertilizers Limted (RCFL)
05. National A umnium Conpany Limted (NACQL)

06. Neyeli Lignite Corporation of India Limted

* After constituting Divestiture Commisson in 1996 - Ildentified
40 Enterprises for privatization.

SE Sectors other loss meking Sectors (too) are in observation
by the Disinvestment Commisson.
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TABLE -

SRl LANKA
GOVERNMENT OWNERSHI P OF SCEs
SECTOR DI RECT | NDI RECT MAJORI TY M NORI TY
(100% (100% (>50% (<50%
1. Regul ati on 28 3 - -
2. Human Resources 50 1 - -
3.Infrastructure 13 6 - i
4. Conmer ci al 97 35 7 6
5. Banki ng & Fi nance 12 3 3 1
200 48 10 7
Swnee + Crembry  Case A WALes
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TABLE -

SRl LANKA
SUBSECTORAL DISTRIBUTION OF COMMERCIAL SOEs
SECTOR PUBLI C PUBLI C GoBU TOTAL
CORPCRATI ONS  COMAPN ES
Agriculture 15 2 17
G vil Engineering 3 3 - 6
Ener gy 2 2 1 5
Manuf act uri ng 16 24 6 46
Medi a _ 3 1 1 5
Qt her Servi ces 7 25 33
Road Transport 11 - - 11
Tr adi ng 12 9 1 22
69 66 10 145
.gC'LL..Vb-C(-_ . Cotenty >I Core  Atucdies
\
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TABLE - XIII

PNG
CSAs AND SCEs : GOVERNMENT EQU TY PARTI G PATION AS AT 199 0
CSAs % GOVT. VALUE CF
EQU TY SHARES
AT COsT
National Airline Commssion (Ar N ugini) 100. 0 7.91
PNG Banki ng Cor poration 100.0 10. 00
Agricultural Bank of PnG 100. 0 26.18
| nvest ment Cor poration of PNG 100.0 5.58
N ugi ni I nsurance Corporation 100.0 0.25
Bank of Papua New Qui nea 100.0 15. 00
Posts and Tel ecommuni cations Corporation 100. 0 13.92
PNG El ectricity GComm ssion 100. 0 42.98
PNG Har bour s Board 100. 0 7.98
PNG Water and Severage Board 100. 0 1.77
518. 45
B [;.C‘U: by xl, Coust Afud LUh
pnat . Popua New Guimea
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TABLE - XV
TRINI DAD & TOBARO

NUMBER O GOVERNMVENT ENTERPR SES BY SECTOR, 1985

Covt. Total Petrol Agri. Munu- Trans- Hotel Finance Qhers

Share- No.of and and factu- port, and Banks
hol d-  Cos. Rel a- Rela- ring Comms. Rela- and
i ng ted ted and ted | nsur ance

I nds. | nds. Br oad

Casting

100% 37 9 7 9 4 1 1 6
51-99% 11 2 1 2 1 5
50% 1 1
< 50% 17 2 8 2 2 3
Total 66 11 10 17 9 4 9 6
Source : country case studies

a) Encluding the utilities
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TABLE - XV
STATE- OMEDENTERPRI SES

ENTERPRI SE GOVERNVENT OMNERSH P (%

1. DI RECTLY HOLD SOEs?*

Mning Investnent and Devel opnent 100
Smal | hol der Sugar Authority 100
smal | er hol der Tea Authority 100
Smal | hol der Coffee Authority 100
Tobacco Control GComm ssion 100
Kasungu Flue Qured Tobacco Authority 100
ADVARC 100
Bal ani yre Dairy 100
Mal awi Dairy |Industries 100
Wod | ndustries Corporation 100
Mal awi Export Pronotion Corporation 100
A r Ml aw 100
Mal awi  Rai | ways 100
El ectricity Supply Comm ssion 100
Mal awi Broad casi ng Corporation 100
Bl antyre Water Board 100
Li l ongwe Water Board 100
Mal awi  Housi ng Corporation 100
Mal awi Book Services 100
Reserve Bank of Mal aw 100
Mal awi  Devel oprrent  Cor porati on 100
| ndebank 100
| ndef und 100
SEDOM 100

149 Mo

- .‘ Y b -
Sewtw + Eunemc Ieport

oo ax at Wecrwmbenr 1€
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Table XVI

ENTERPRI SE

GOVERNVENT OMERSH P (%

2. ADVARC ASSCC ATED COWPAN ES

ADMARC Canni ng Co.
Auction Hol dings Ltd.,
Buwa Tobacco Estate
Col d Storage Conpany
Fi ncorp Mal awi

Gain and MI1ing Conpany
Kasi di zi Estate
Livilidizi Estate

Mal deco Fi sheries
Mangani Estate

National Gls

PEW Lt d.

Nati onal Seed Conpany
Cattl e Feedl ot Conpany
Chasato Estate

Dawanye Lt d.

Mani ca Freigh

Tobacco Estate Litd.
Cotton G nners Ltd.
David Wi tehead & Sons
Sugar CGrop of Mal aw
Dnangwa Sugar

Mal awi Tea Factory
United Transport Ltd
Oopti chem

Nati onal Bank of Mal awi
Bank of Mal aw

a1
- - - - - - - - o
OCOUI0OO0 OO0 OOOOOOUIOOOOOOOOOOOO

NWWWhMPADNDN
NwwoioN© oo

Re pot VA&

Seuneey Eccomomic

bbt : P‘r"ia'h To -fﬁ&-‘;(_-[ .'i:,u\jr—.i) g}'L'.,u}\

. Madawi |

Avestiture
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TABLE - XVI|
SCE' s - NALAW
ENTERPRI SE GOVERNMVENT OMNNERSHI P (%

3. MDC ASSOC ATED COVPAN ESP

Can Makers (MX) Ltd. 100. 0
Col d Storage Conpany 100. 0
Mal awi Rest aur ant s 100.0
Mer ol ga Knitwear 100. 0
Pl astic Products Ltd. 100.0
Devel opnent Finance Grop Mal aw 88.0
Freshcol d Fi sheries 85.0
Packagi ng I ndustries 81.0
Brickand Tile Co. 67.0
| MEXCO 51.0
Jacaranda Properties 51.0
Match GO (Mal awi ) 50.0
Portl and Cement 50.0
Mal awi Hotel s 47.0
Malawi D stillers 41.0
Agri nal 40.0
Malawi Iron & Steel 40.0
National Gls 30.0
Pi pe Extruders Ltd. 30.0
David Witehead & sons 29.0
Car | sherg Mal awi 27.0
B & C Metals 25.0
Encor Products 23.0
Comrerci al Bank of WMal aw 20.0
Quthrie Corp (Malaw ) 20.0
Nati onal | nsurance Co. 20.0

Source : Economc Report, 1989; ADMARC, Annual Report 1983; MDC

Annual Report, 1983.
a) As at Decenber 1989; b) prior to asset swap and divestiture.
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TABLE - XVIII

KENYA

SECTOR

SUBSECTCOR

MAJORITY M NORITY

OMNNERSHI P OANERSHI P

TOTAL

DEVEL OPMENT
| NSTI TUTI ONS

FI NANCE

COMVERCI AL

REGULATI ON
PROFESSI ONAL
M SCELLANEOUS
CO- OPERATI VES

Sect or al
Nat i onal
Regi onal
Commodity Board

Banks

Fi nancial Ints.
| nsur ance

I nvest nent

Sugar

Tea

Food Processi ng
Li vest ock
Textil es

Pl astics
Bever ages
Engi neeri ng
Fi shi ng

Chem cal s

Ret ai
Tourism

M ni ng

Wod & paper
Construction
Transport

Vehi cl eassenbl eq

Ener gy

=

=

=
OCOR~NUUOPRWRENOONOIOO RAhwWwh oOh~,wo

e
|—\

=N

=

= =
OOO0OOONWOHODWAWNRONNNWO R NNN 0000
[EEY

w =
ANOWNNPRPNNDWWOORANNOT NDOUUIOOD OPwWwO

=

TOTAL

110 342

Sour ce Govt .

of Kenya,
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Wor ki ng Paper on Govt.

Expendi t ur e,
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TABLE - XIX
SCE HOLDI NG COWPANY STRUCTURE

KENYA

HOLDI NG COVPANY 100% 51% 100% 25% 50%

<2 5%TOTAL

| CDC 10 11 23
| DB 4
Agri. Devel opnent Bank
Kenya Commerci al Bank
Nat 1 onal Bank Kenya

Kenya Nati onal

| nsurance Conpany

Kenya Re-|nsurance

Kenya National Trading co.
Kenya Tourism Dev. Co.
Kenya Tea Dev. Co.

Cotton Lint. Seed Co.
Kenya Al rways

NN

NUITON N
H
OWKR k= A

Tot al 36 38 37

16 60
23 27

N

N

[

W N
NOIOUINNN RNO

62 173

Sour ce Gt ~ 0]’) - e N"'"Y:km% Poper
\ \

- Ok
?: '1P” 'l-\_fi_-L r_.LL\Q. {414 7 .
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TABLE XX

SCEs BY PAID-UP CAPI TAL, S ZE AND SOURCE OF BCRRON NG - KENYA

1. SCEs BY PAI D-UP CAPI TAL
TOTAL GOVT. GOVT. EQUTY AVERACE
NO. OF CAPITAL EQUTY AS % OF TOTAL CAPI TAL
COVAPNI ES (MPm) (Mm) CAPI TAL (Mm)
Feder al 556 18, 521 12, 738 68. 78 33.3
State 553 5, 048 3,829 75. 85 9.1
Regi onal 49 241 170 70. 54 4.9
TOTAL 1,158 23,810 16, 737 70. 29 20.6
2. SCEs BY SIZE - MALASI A
NO. COF CAPI TAL  CAPI TAL CAPI TAL CAPI TAL
COVAPNI ES >Mp20m MBIl m - Mp2 Om MBI m - MB5m  <MjLM
Feder al 556 135 117 106 198
State 553 52 114 150 237
Regi onal 49 4 9 11 25
TOTAL 1,158 191 240 1 460
3. SCES BY SOURCE OF BCRROWN NG - NALASI A
NO. OF QOVT. FCREIGN DOVESTI C TOTAL DEBT/
COVAPNI ES LOANS LQANS LQOANS LOANS TOTAL CAPI TAL
Feder al 556 21.38% 27.54% 51.08% 100.00% 184.89%
State 553 34.67% 24.28% 41.05% 100.00% 169.53%
Regi onal 49 41.35% 11.81% 46.84% 100.00% 98. 34%
TOTAL 1,158 24.13% 26.81% 49.06% 100.00% 180.73%
Souncu Cown'f“i“-(i( Care Atudith
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TABLE - XA

DI STRI BUTI ON OF SCes BY SECTOR - MALAYSI A
SECTCR FEDERAL  STATE REG ONAL TOTAL
Agricul ture 5 19 3 27
Const ruction 8 26 1 35
Extractive 6 27 1 34
Fi nance 100 33 1 134
Manuf act uri ng 153 155 14 322
Pl ant ati on 22 61 12 95
Property 44 53 1 98
Ser vi ces 162 135 16 313
Loggi ng 0 25 0 25
Transport 56 12 0 68
O hers 0 7 0 7
Tot al 556 553 49 ]1, 158
Sou~ew Cowvvty \K Case Sudieh
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