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Introduction

Arye L. Hillman and Branko Milanovic

The transition from socialism to a market economy in Eastern Europe
encompasses a variety of economic, political, and social dimensions.
Transformation in some of these dimensions, once under way, is easier to
achieve than in others. Political change—a prerequisite for economic
change—once seemed difficult, if not impossible. Yet once circumstances
permitted political change, the political transformation in East European
countries was relatively swift. Democratic institutions were introduced to
replace those established by the Communist party, free elections took place,
and new parliaments and presidents were chosen. There were some
differences among countries, but the main components of political change—a
multiparty system, representative democracy, and a free press—were readily
instituted.

Economic transformation is, on the other hand, more complex. A
modern functioning market economy is not only difficult to achieve: it is
also often not clear what is meant by “market economy.” Everybody agrees
that a market economy should somehow lead to a greater availability of
goods and services, but there is disagreement as to how this is to be
achieved. For some, the idea of a market economy implies job protection
and a broad social welfare system. For others, the concept of the market
economy implies a competitive environment and unbridled free enterprise.
For a third group, the state would aid the market by identifying enterprises
with the greatest potential for success and steering the targeted enterprises
toward the most profitable activities. Adherents to each of these positions
can point to an actual market economy that, at least superficially, embodies
the principles they espouse: in the first case, Sweden; in the second case, the
United States; and in the third case the Republic of Korea.

Throughout this volume, $ signifies U.S. dollars.
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4 Introduction

regulating economic activity. Stabilization and other macroeconomic policies
are required to replace the central allocation and distributive mechanisms
of the centrally planned economic system. In Chapter 1, Hinds demonstrates
that when decentralized socialist enterprises are left to manage themselves,
either the effectiveness of government stabilization policies is seriously
compromised or policies are rendered ineffective. The self-managed socialist
economy is, as both experience and the supporting logic of theoretical
analysis demonstrate, intrinsically susceptible to macroeconomic
instability—an instability that cannot be contained by policies effective in a
private ownership market economy. This is because traditional instruments
of macroeconomic policy are not effective in nonprivate ownership settings.
A more restrictive monetary policy in a capitalist environment leads to
higher interest rates, increased bankruptcies, higher unemployment and the
redeployment of labor and capital toward more efficient sectors and
enterprises. It stimulates what Schumpeter called “creative destruction.” In
a socialist setting, higher interest rates lead to distress borrowing,
interenterprise financing, decapitalization of assets, and no bankruptcies or
firing of workers. The structure of production remains more or less
unchanged, as it is expected that the government will honor its implicit
obligation to bail out nonviable enterprises. Moreover, the greater is the
magnitude of the problem (that is, the more enterprises are threatened), the
greater is the perceived likelihood that all endangered enterprises will
ultimately be rescued, because a major collapse of industry would be
politically unsustainable.

This is but one example of how in the absence of privatization classical
macroeconomic instruments can be blunted, or their effects become
perverse. Hinds presents a policy sequence that he proposes should be
adhered to in the transition to capitalism. Since macroeconomic instruments
developed for a private economy cannot be effective in an economy
dominated by socialist enterprises, early and fast privatization is essential.
Privatization thus becomes a key not only to the incentives and efficiency
associated with private ownership, but also to the effectiveness of policies
directed at achieving macroeconomic stability.

Another crucial issue is the manner in which privatization will be
accomplished. What are the options and possibilities? How have economies
emerging from socialism met the challenge of reassigning private property
rights? These issues are addressed in Chapter 2 by Milanovic. He reviews the
developments that transformed firms from socialist enterprises—small cogs
with precisely defined duties and rights in a centrally planned economy—to
independent enterprises where workers and managers vie for power under
the often meddling eyes of local bureaucracies. The failure of the
decentralized socialist experiments underscores the need for unambiguous
private property rights with no further experimentation. Milanovic evaluates
the merits and disadvantages of different privatization procedures. No single
approach dominates all others. Each procedure requires trade-offs. If widely
spread ownership is sought, free distribution of shares is the best approach.
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Dispersed ownership, however, all but severs the essential monitoring link
between owners and managers that underlies incentives for efficiency.
Managers would remain uncontrolled and unresponsive to the possibly
millions of small shareholders. If state revenues are to be maximized, sale
by auction appears the best approach. This approach, however, could lead
to concentration of ownership, perhaps in the hands of foreigners or those
who enriched themselves in the previous system. Milanovic examines these
trade-offs against the background of experiences in Hungary, Poland,
Yugoslavia, and Czechoslovakia.

In privatization issues, politics and economics interact. One approach to
privatization is the employee ownership model. Transferable private property
rights are initially assigned to workers; enterprises, however, can
subsequently evolve into more common private firms owned by external
investors. Bogeti€, in Chapter 3, investigates the case for privatization by
employee ownership as a means of diffusing initial political opposition to
private ownership. He reviews the experiences of worker ownership in
developed market economies and asks if this ownership system is
appropriate for socialist economies in transition.

Chen, Jefferson, and Singh ask in Chapter 4 if China’s economic reforms
can provide lessons for East European countries. As a consequence of
decentralization in the 1980s, incomes rose substantially in China. Yet
China’s experiences are idiosyncratic in a number of respects—China’s great
size, for example, mandated administrative decentralization. In addition,
Hong Kong and Taiwan (China) acted as ancillary agents, providing direct
foreign investment and experience with international marketing. In contrast
to recent experience in Eastern Europe, political liberalization in China did
not accompany economic decentralization. Many enabling aspects of
economic liberalization in China occurred not as the result of concerted
policies, but were legitimized, in an ex post fashion, in reaction to diverse
decentralized initiatives.

A more pertinent laboratory for evaluating the performance of
decentralized socialism is the self-management system of Yugoslavia.
Workers in Yugoslavia managed social capital on behalf of society without
either central planning or private ownership. (As a noted French sociologist,
Jacques Eliul, put it in 1954, this was ‘liberalism without capitalists, that is
anarchy.”) Although workers did not have ownership claims to the
enterprises in which they worked, they were in principle residual claimants
to the enterprises’ profits. Insofar as workers had an interest in maximizing
profits, at least in the short run, incentives should have been present for
relatively efficient operation of the enterprises. However, because profit
appropriation was contingent on continued employment in the enterprise,
incentives for investment and profit maximization over time were severely
distorted. Yugoslav market socialism was consequently not a success story.

Chapter 5 by Saldanha and Chapter 6 by Vodopivec present perspectives
on the Yugoslav failure. Chapter 5 describes how the self-management
system in its pure theoretical form leads to misallocated capital and labor,
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overly capital-intensive and highly leveraged investments, unduly risky
projects, and, as emphasized in Chapter 1, macroeconomic instability. The
state interference that then appears is not only the adjunct of the socialist
environment, but is inevitable given the nature of the economic system.
Saldanha proposes that were the world inhabited by the best and most self-
denying bureaucrats, they would still have to intervene in the operation of
Yugoslav-type enterprises, because of the inappropriate incentives.

Chapter 6 takes a different view of the Yugoslav failure. Vodopivec
proposes that seif-management was a veneer behind which the political
bureaucracy engaged in massive redistribution in order to preserve its power
through patronage. The chapter focuses on this redistributional aspect of the
Yugoslav system and empirically documents the means and extent of
redistribution among a sample of enterprises. Redistribution is explained
from a public choice perspective that includes the activities and motives of
political as well as economic agents.

The Yugoslav experience provides pertinent lessons for countries on the
path of transformation from socialism to a market economy. The persistence
of social capital in a decentralized market economy implanted distortions
that called forth large-scale government intervention, which in turn negated
the concept of a decentralized market economy. The explanations offered by
Saldanha and Vodopivec thus have complementary elements.

Did the market socialism of post-1968 Hungary fare better than the
Yugoslav variant? In Hungary, the overt unemployment and price instability
of Yugoslavia were avoided. Factor markets that might facilitate allocative
efficiency were, however, also absent from the Hungarian version. Although
the central planner had been formally dismissed, substantial administrative
regulation of the socialist enterprises persisted, again imposing the heavy
hand of government on the economy. “Socialist” markets had few of the
efficiency characteristics of markets in a capitalist economy. Chapter 7, by
Hillman, provides an account of the Hungarian experience, and describes the
domestic restructuring needs that were present when market socialism and
the political monopoly of the Communist party came to an end. He
describes the responses of large enterprises to the twin shocks of domestic
economic transformation and change in the manner and terms of conducting
international trade.

Gelb, Jorgensen, and Singh, in Chapter 8, study the adjustment of a
small sample of Polish enterprises to the radical Polish liberalization and
macroeconomic stabilization package known as the “Big Bang.” Poland had
been dismantling central planning during the 1980s. As decentralization
progressed and enterprises became more independent (often run by workers’
councils), problems similar to those of Yugoslavia appeared, including
hyperinflation. The Big Bang captured worldwide attention as the first
attempt by a country to achieve macroeconomic stabilization while at the
same time ushering in a new liberal economic system. Gelb, Jorgensen, and
Singh recount how the Big Bang affected the economic environment in
which Polish enterprises functioned. Although domestic and often foreign
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demand had declined dramatically, the enterprises in the sample generally
fared well in the aftermath of the Big Bang. This was largely because past
hyperinflation had eroded their liabilities. Yet, still under the socialist spell,
these enterprises trusted that the government would rescue them should
their economic condition further deteriorate. There was little evidence of the
restructuring through relocation of labor that in a Western market economy
would result from the same magnitude of demand shock. The system
exhibited remarkable stability, or, from another perspective, remarkable
rigidity.

The conclusion that emerges from the discussion, analysis, and evidence
presented in Part I of this volume is that the elimination of central planning
is only an initial, incomplete step. For the transformation to be effected
swiftly and with minimal meandering, the key institution of a market
economy, pervasive private property, must be established. Only then can
markets be operative and government policy addressing macroeconomic
instability be effective. Without privatization, without the incentives of the
capitalist market economy, economic agents will fail to replicate the
behavior of real market participants.

International trade

The end of socialism in Eastern Europe was also accompanied by an end to
the socialist system of conducting international trade. Socialist international
trade had been regulated through the mechanisms of the Council for Mutual
Economic Assistance (CMEA). The institutional framework of the CMEA
system of trade and payments, which is described in Chapter 9 by Schrenk,
provides the point of departure for change, and demonstrates the extent to
which change is necessary if international transactions are to be consistent
with a restructured market economy based on private property rights.
Schrenk shows how the CMEA system was the logical adjunct for the
international transactions of a centrally planned economy. The system was
based on government-to-government negotiations regarding the content of
trade and prices. The actual conduct of trade was undertaken by state
monopolies. The trading mechanism was bilateral, with the U.S.S.R. having
a dominant role in sequenced strategic trade negotiations. No recourse was
available for multilateral balancing of deficits and surpluses among CMEA
participants, nor was there a formal mechanism that facilitated or
compensated for bilateral trade imbalances. This was highly regulated,
planned-in-advance international trade that assured foreign sales and at the
same time protected enterprises by eliminating the possibility of unplanned,
disruptive competitive imports.

The extreme protectionism of the system perpetuated a technology gap
that is reflected in the distinction between “hard” and “soft” goods. This
distinction, made frequently in this volume, is neither discrete nor absolute;
rather, it applies to a continuum of quality differentials. The hard/soft
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distinction reflects the inferior quality of goods produced in CMEA
economies (and traded between them), relative to close substitutes produced
and internationally traded in the West. CMEA manufactured goods were for
the most part soft goods, that is, goods that could only be exchanged within
the planning framework of CMEA and which, because of quality deficiencies,
were practically nontradeable for hard currency. The production of soft
goods was perpetuated by the highly conservative CMEA system, where the
quality standards of yesterday’s deliveries set the precedent for those of
today, with little or no specification for quality improvement attached to the
physical units in which traded quantities were defined. The persistence of
soft goods reflected the technological inferiority of socialist enterprises.

Chapter 10, by Hillman and Schnyizer, spells out the implications of the
CMEA system of international trade for socialist comparative advantage and
domestic enterprise incentives. Comparative advantage was reflected broadly
in a pattern of trade in which the U.S.S.R. provided hard goods—oil, natural
gas, raw materials—in exchange for soft manufactured goods, at terms of
trade favorable 1o Eastern Europe. The soft/hard goods exchange reinforced
the dependence of East European economies on Soviet trade. From the
enterprise perspective, however, the system was beneficial, because soft good
sales were assured and domestic markets were protected from competition
of higher-quality imports—or indeed from import competition of any sort.
This was also the case under Hungarian market socialism, for after
abolishing central planning, Hungary remained entrenched in the planned
socialist CMEA system of international trade.

The attraction of the CMEA system to the socialist enterprises of
Eastern Europe is illustrated by Terrell’s case study in Chapter 11. In the
1970s the Polish government, cognizant of the technology gap and its
implications, embarked on a concerted program of importing Western
capital equipment embodying up-to-date technology. This attempt to bridge
the technology gap failed. The empirical evidence presented by Terrell
reveals that imported Western capital was not efficiently utilized; Polish
enterprises preferred to maintain the status quo of a pattern of production
that made use of CMEA-specific capital equipment. Enterprises were
comfortably ensconced in the CMEA system, and incentives were such that
there was no reason for change, notwithstanding the availability of more
technologically sophisticated imported Western capital.

The incentives for enterprises to maintain their CMEA orientation were
in direct contrast with the need for adjustment and restructuring evoked by
the end of the CMEA system. With the demise of CMEA in 1991, not only
did the prior assured soft good export demand disappear, but there were
additional significant changes. Trade with the hard good supplier, the
U.S.S.R. (or the republics thereof), was to be conducted in hard currency
rather than under the conditions of the prior clearing system, and also the
East European economies’ terms of trade would substantially deteriorate as
a consequence of a switch to world prices for oil and natural gas. The costs
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imposed by trade-related aspects of transition therefore compounded the
problems of domestic restructuring,

The end of the CMEA system of trade had far-reaching consequences
that extended to the government budget. Associated with the CMEA system
was a price equalization scheme that arbitraged the prices of internationally
traded goods through a system of implicit and explicit taxes and subsidies.
The end of the CMEA meant the end of these taxes and subsidies. Chapter
12 illustrates the impact of this change in Hungary. Abel, Hillman, and Tarr
ask the counterfactual question: what would the effect on the government
budget have been, had the end of the CMEA and the elimination of the
associated trade taxes and subsidies occurred one year earlier? The result
would have been a substantial decrease in government revenue that would
have increased the magnitude of the budgetary deficit by a multifold factor.
The broader point is the illustration that departure from the CMEA system
can have a substantive budgetary impact that calls for offsetting fiscal
policies in the former CMEA economies.

With the demise of the CMEA, issues arose concerning the adaptation
of East European countries’ international trade and payments mechanisms.
Chapters 13 and 14 set out proposals and suggest options for post-CMEA
trade and payments arrangements. Proposals by Michalopoulos and Tarr in
Chapter 13 are directed at three issues: (a) identifying interim arrangements
to facilitate international trade in the post-CMEA regime; (b) confronting
the need for hard currency payment for imports at a time when a substantial
terms of trade loss has been incurred because of the switch from CMEA to
international prices; and (c) specifying the nature of interim international
payments arrangements, given that full convertibility will not have been
achieved. '

With respect to specification of a post-CMEA trade regime, the authors
recommend that enterprises conduct their international transactions without
attendant state obligations, that enterprises alone bear the risks of doing
international business, and that all transactions take place in hard currency.
With respect to payments mechanisms and the problem of payments
imbalance, the advantages and disadvantages of regional clearing
arrangements, with and without the enhanced credit arrangements of a
payments union, and with and without the participation of successor states
of the US:S.R,, are considered. Because of the less than full convertibility
of currencies, it is proposed that there would be benefits from clearing
arrangements with short settlement periods: short-term liquidity constraints
that could inhibit trade would thereby be circumvented. More generally,
however, clearing and payments arrangements that tie former CMEA
economies to each other by discriminating in the ease with which these
economies can transact among themselves rather than with others, are
judged to be undesirable. It is held that the former CMEA economies
should be outward looking, focusing on participation in the international
trading system, rather than on prior CMEA trading partners. Regional
arrangements imply allocations of externally provided credit in ways that are
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not necessarily efficient, because credit assists in financing intraregional
balances rather than overall trade imbalance. A further reservation is that
formalized regional clearing arrangements could become mechanisms for
regional protectionism.

Chapter 14, by Ethier, presents an alternative, more eclectic view of
regional payments mechanisms. Ethier suggests that there may be substantial
unrealized gains from trade among East European countries. In particular,
he proposes that the possibility be entertained that a marginal diversion
from East-West trade to restructured East-East trade could be beneficial
because of the distorted and centralized manner in which CMEA trade was
conducted. This view suggests that there is potential benefit from a
maintained post-CMEA relationship among East European countries that
is not overly encumbered by constraints of hard currency payments. The
CMEA payments system could be replaced by either bilateralism achieved
by default, by a multilateral settlements system, or through the addition of
credit facilities by an East European Payments Union (EEPU). Under
default bilateralism, no institutional arrangements replace the former CMEA
system and bilateral arrangements evolve that ignore multilateral aspects of
trade. Incentives arise for governments to negotiate bilateral trade
agreements as under the CMEA system. Incentives to discriminate then arise
as governments seek to limit exports to trading partners with whom they
have a trade surplus, and to limit imports from trading partners with whom
they have a trade deficit. A multilateral setilements system does not have
such associated incentives to engage in trade discrimination, because of
automatically canceling triangular balances. The addition of credit
arrangements to the multilateral system establishes a payments union in
which credits have an insurance function by pooling hard currency balances.

Chapters 13 and 14 both compare the case for an East European
Payments Union with the circumstances of the European Payments Union
of the early 1950s, and note the similarities of “dollar shortage” and gains
from multilateralism. While Ethier acknowledges the case against an EEPU
that is stressed by Michalopoulos and Tarr—namely that such arrangements
might become a “cocoon” for the old system, and might attract outside
credit that would be inefficiently allocated by discriminately fostering
intraunion trade—he also observes that the case for an EEPU rests on the
nature of the alternative, whether this is default bilateralism or a multilateral
trading system. An EEPU dominates the former, but not necessarily the
latter.
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Policy Effectiveness in Reforming
Socialist Economies

Manuel Hinds

Socialist economies have traditionally suffered from grave inefficiencies in
resource allocation. In recent years, the inefficiencies have been
accompanied by macroeconomic instability. These problems have been
attributed largely to the deficiencies of central planning. As a result, there
is a perception that the problems confronting these economies can be solved
by policies that introduce prices as the main mechanism to allocate
resources and that impose conventional stabilization programs.

The solution, however, is not so simple because the main source of the
problem is not central planning, but the absence of private ownership of the
means of production. Without private ownership, factor markets essential to
the functioning of market economies are absent. As a result, the socialist
system creates an economic environment in which resources are misallocated
and in which there is chronic excess demand, even after central planning is
climinated and prices are liberalized.

With these considerations as a basis, this chapter investigates policy
effectiveness in reforming socialist (or former socialist) economies. The basic
proposition is that massive privatization is a prerequisite for the
introduction of market forces; if massive privatization is not included in the
policies implemented, stabilization policies will be ineffective, unless the
economy is prepared to tolerate a huge cost in terms of unemployment and
output losses. Privatization is the core policy element of economic reform;
without it, market mechanisms will not improve the allocation of resources,
and stabilization of the economy is not feasible.

Quite frequently, a policy approach that is based on massive
privatization is dismissed as impractical on the grounds that privatization is

13



14 Domestic Restructuring

too gradual a process. While true in many cases, this view should be strongly
qualified. First, privatization can be carried out relatively quickly." Second,
while stabilization can be achieved in the short term without privatization,
it is likely that instability will return if privatization is not carried out
immediately thereafter.

There are substantial differences among the reforming countries of
Eastern Europe and between them and other countries in the region. Thus,
the following discussion of policy options is based on stylized facts common
to most of them.

Self-management

The end of central planning in East European countries came either through
its formal elimination or because central planners could no longer enforce
their authority. In practice, these economies became decentralized in
different degrees. The establishment of a decentralized economic system
without private ownership of the means of production requires delinking the
ownership of enterprises (by governments) from enterpris¢ management.
There are two principal varieties of decentralized enterprise: one managed
primarily by workers’ councils, called the self-managed system, and one
managed by independent managers, or the public corporation type.

Seclf-management spread through those countries that spearheaded
reforms in the 1980s. Initially established in Yugoslavia, it was adopted in
conjunction with Hungarian market socialism and also in Poland as it began
the transition from planned socialism. In this system, workers became the de
facto masters of the enterprise. Although they did not own the enterprise de
jure, it was expected that they would behave in the manner of owners in
capitalist economies because formally they could increase their incomes only
in proportion to the profits earned by the enterprise.”

Incentives in a self-managed enterprise are different, however, from
those in private enterprises. In capitalist economies, investors are entitled
to enjoy the returns to capital whether or not they work in the company.
They can sell their entitlement, transforming their claims on real capital into
cash, and they can bequest ownership to heirs. They know that capital
formed with their investment, and its returns, will benefit them or their
heirs.

Such an assurance, however, does not exist in the self-managed
enterprise. Under that system, workers have access to the rents of capital
through their power to decide on the allocation of the surplus of production.
They do not, however, own the capital. This is an extremely important

'For a discussion of some of the mechanisms that could be used for this purpose, see Hinds
(1990a, 1991) and Milanovic (this volume).
ZSee Milanovic (1989), Saldanha (this volume), and Hillman (this volume).
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difference. Incumbent workers run a high risk of not being able to enjoy the
benefits of today’s proposed investments because they cannot cash in their
claims to future benefits and they cannot transfer their entitlement to their
heirs. Workers enjoy the benefits of investment only as long as they remain
in the company, a condition that they can fail to meet as a result of death,
enterprise restructuring, or other causes.

Thus, workers can immediately appropriate the rents of capital, but they
cannot be assured of the ability to do so in the future. Given a choice
between certain and uncertain earnings, the incentive is to increase current
individual earnings at the expense of the enterprise’s financial viability.

Governments have tried to prevent decapitalization of enterprises by
imposing restrictions on the use of enterprise net income—by forcing the
allocation of a certain percent of profits to investment and by imposing taxes
on excessive wage increases. With time, however, these measures have
proved largely ineffective. Workers learned that if they increase their salaries
to excessive levels—so that the enterprise incurred losses—the government
would bail them out and would ensure continuing resources to invest. This
dependence, in addition to returning the power to allocate invesiment to
government, creates inflationary pressures.

As a result of the linkage between wages and profits, wages tend to be
positively related to the capital intensity of the enterprise, as more capital-
intensive firms tend to have higher profits per worker. To avoid a source of
inequality that would create political problems, governments intervene to
equalize the rate of profit per worker in different enterprises, taxing the
most profitable to subsidize less successful firms. This destroys the meaning
of profits.?

Because of the disadvantages of workers’ control, other countries acted
in early 1990 to prevent the establishment of this system in their newly
reforming economies.’ They were unable, however, to prevent workers from
obtaining effective power within enterprises because the independent
managers (public corporation) system is inherently weak. When this system
was tried in socialist economies in the past, it gave way to either central
planning (as in the USSR. in the 1920s and mid-1960s) or self-
management (as in Poland and Hungary in the 1980s).

The weakness of the independent managers system derives from the
isolation of the manager who represents an absent and silent owner. Under
a system where the owner (the government) has agreed not to intervene in
the management of an enterprise, managers confront powerful forces (labor)
that fill the void left by the absent owner. Rather than combatting these

3See the evidence presented by Vodopivec (this volume).
For example, the Soviet Union reestablished the role of the government in appointing and
firing managers (1990 Law on Enterprises), after having given those rights 1o workers in 1987.

In other countries, proposals to give power in the enterprises to workers were not formally
adopted.
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forces, managers accommodate them, fearing the political consequences of
worker discontent. Labor conflict or strikes are indicative of management
failure and lead to Communist party intervention.

Furthermore, in the absence of owners, managers begin to identify their
interests with those of the workers. Like their subordinates, they are salary
earners and they benefit from increasing salaries to the point of enterprise
insolvency, trusting an eventual state bail out. Managers become political
beings who survive by appeasing others while furthering their own ambitions.
Workers are appeased by raising wages, politicians by increased hiring, and
managers benefit from expansion, regardless of the profitability of capital
invested. The tendency to accommodate workers’ demands leads, for the
purposes of macroeconomic stabilization, to equivalence between the system
of independent managers and the self-management system.

Thus, in these two varieties of decentralized socialism there is no
advocate for capital in the enterprise; problems with both the allocation of
resources and for stabilization result. Solutions designed to address these
problems—such as having the government decide on the allocation of
resources, and equalizing profits per worker across enterprises—destroy the
ability of the market to allocate resources.

Macroeconomic instability

Monetary creation in Eastern Europe was excessive while strict price
controls were in place. As a result, the population accumulated large stocks
of money that it could not spend. There is thus a stock of money, called the
overhang, that would be used to bid prices upward if a liberalization of
prices were to take place.” This would cause a strong macroeconomic
imbalance. The following section reviews this problem.

Inflationary flows

In a monetary economy, the symptoms of macroeconomic imbalance are
inflation and current account deficits. These are means of financing excess
nominal domestic demand caused by a deficit somewhere in the economy.
In order to be sustainable, stabilization policies should include both a
reduction of the proximate cause of the imbalances—monetary creation—as
well as the establishment of measures aimed at eliminating their ultimate
cause—the deficit of real resources. If the need for those resources is not
eliminated, tendencies for inflation or balance of payments problems arise.
In conventional stabilization packages, this is achieved by balancing the

SNot all countries have had an overhang. The classical example of a country with a large
overhang was the U.S.8.R. Yugoslavia never had one and Poland eliminated its overhang through
hyperinflation.
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budget. If any deficit remains after the budget is balanced, stabilization
requires that it be financed without recourse to monetary creation.

In Eastern Europe, deficits leading to macroeconomic instability are
rooted in the current and cumulative effects of price and institutional
distortions that have prevailed for decades. During this period, pervasive
price controls have aimed at reducing the prices of essential goods and
services regardless of production costs. These distortions have had two main
effects. In the short run, markets do not tend to clear because the low
official prices encourage consumption while discouraging production. To
solve this problem, governments have resorted to widespread subsidization,
compensating producers for losses incurred from selling at official prices.

Fiscal deficits caused by these subsidies became the proximate cause of
macroeconomic instability. Reducing subsidies brings about heavy losses in
enterprises—at any price level—because of the long-term effect of price
distortions. The prolonged artificial separation between prices and costs
broke the link between installed capacity and consumer preference. For
decades, investment decisions were based on the preferences of planners or
enterprise managers rather than consumers. As a result, the structure of
supply corresponds neither to comparative advantage nor to the structure of
demand.

Thus, when the government cuts subsidies and liberalizes prices,
enterprises incur losses. Governments that have faced this
problem—Yugoslavia, Hungary, and Poland—have chosen not to send
lossmakers into bankruptcy because of the enormous social problems that
widespread bankruptcy would cause. At the same time, they decided not to
subsidize the enterprises explicitly. Rather, they allowed them to survive by
lending money through the financial system, and printing money (or
borrowing abroad) to allow the financial system to absorb the consequent
losses. Through this mechanism, the deficit was shifted from the central
government to the financial system. For stability purposes, however, the
location of the deficit is not important. What matters is validation of the
deficit by printing of money.

As a result of these events, accounts that should be balanced are not
only those of the fiscal budget, but, very importantly, those of the enterprise
sector and, because it absorbs a substantial portion of enterprise losses, the
banking system. The magnitude of these losses is significant. In Poland,
Hungary and Yugoslavia, losses incurred by the central bank alone
amounted to more than 30 percent of gross domestic product (GDP). These
losses were gradually monetized, leading to hyperinflation in Poland and
Yugoslavia and inflation in Hungary.

Losses in the banking system are just the reflection of losses in
enterprises. Banks absorbed these losses in three ways. First, they absorbed
losses caused by real devaluations of enterprises’ external debts; banks in
Eastern Europe have done this both ex ante (assuming the foreign exchange
risk at the moment of borrowing) and ex post (picking up the tab after their
customers failed to service their external obligations). Second, the banking
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system also provided subsidies to enterprises in the form of loans at highly
negative real interest rates. Third, banks took large losses in uncollectible
loans. Central banks financed the absorption of all these losses through
monetary creation.®

Relative prices and the overhang

Monetary overhang complicates stabilization. Because of the overhang,
governments may fail to achieve macroeconomic balance by simply stopping
monetary creation. Monetary expenditures would remain excessive as a result
of the unloading of the overhang. Prices would continue to increase until
real cash balances held by the population declined to an equilibrium level.”

Thus, it would appear that removing the overhang is essential to
avoiding a burst of hyperinflation in these countries. This is not quite true,
however. Removing the overhang may not preclude the outburst of inflation.
In fact, as I shall argue below, removing the overhang would in many cases
be uneconomical because the liquidity absorbed in its removal would shortly
have to be reinjected into the economy. This is so because of the need to
adjust relative prices.

Sustainable stabilization programs should include shifts in relative prices
to elicit a movement of resources toward those activities that would lead to
economic recovery, as well as to eliminate the inflationary pressures created
by price controls. In most market economies, the needed shift in relative
prices is only a real devaluation because the most significant price distortion
is that of tradables relative to nontradables. In socialist economics, however,
pricc distortions are more pronounced and widespread. Sustainable
economic recovery requires both devaluation and substantial price
liberalization.

The need to redress relative prices in reforming socialist economies
complicates stabilization. To shift relative prices, some prices have to rise
while others have to fall. If this is done at a constant average price level, the
prices of goods and services that are relatively overvalued will have to fall
in nominal terms. It is widely recognized that prices tend to be sticky
downwards. As a ~esult, there is an asymmetry: while understated prices rise
immediately, overstated prices take a long time to fall. In the meantime, the

The first two forms of transmission of losses to the banking system—absorption of the
foreign exchange risk and subsidized credit—allowed loss-making enterprises to survive, and even
to appear profitable. When estimating the total extent of enterprise losses, the banking system’s
losses on these accounts should be added to those of the enterprises. The banking system’s loan
portfolio losses, however, appear in both the enterprises and the banking system. They should
be counted only once when estimating total losses.

"Another source of pressure on the price level would be the introduction of check payments
that would likely accompany the establishment and strengthening of the banking system. The
introduction of check payments will undoubtedly increase the banking system multiplier, thereby
increasing the supply of money even if the creation of reserve money is stopped.
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markets would not clear efficiently. Pressure for excessively high prices to
fall would be exerted through a fall in demand. A depression would result,
with high rates of unemployment. The magnitude of depression and
unemployment would depend on the original degree of distortion in relative
prices and the inflexibility of the economy. On both counts, socialist
economies rank high.

It seems, therefore, that an increase in the official price level is
unavoidabie. If distortions in the economy are moderate, no compensation
in the wage level would be needed to compensate for the jump in price
levels. In this case, it would be feasible to control the process and avoid
excessive inflation. If distortions in relative prices are extreme, however,
wages would have to be increased and high rates of inflation could be
unavoidable. Furthermore, an effort to avoid these effects could in itself be
quite damaging to the economy. In such cases, it would be best to allow a
burst of inflation, and, once the configuration of relative prices becomes
more reasonable, to take measures to stabilize prices.

Moderate cases of relative price distortions

In cases where relative price distortions are moderate, the main problem is
that the nominal value of the supply of goods and services is too low relative
to nominal money incomes (mainly wages). The problem could be solved
merely by allowing prices to jump ahead of wages. If governments were
committed to limiting monetary creation, the main inflationary risk would
be posed by the overhang, which would have to be removed. Part of the
overhang would be eliminated by price increases. The rest could be managed
by extracting the excess nominal money balances in several ways. The best
of these methods is a lump sum tax imposed through a confiscatory
monetary reform. This can be done quickly. If coupled with control on the
flows of new monetary creation, it can reduce inflationary expectations
substantially, thus reducing the costs of adjustment.

Other ways of reducing ¢xcess nominal money balances could prove too
difficult and too slow to implement. One such method is the selling of
nonmonetary assets to the population and sterilizing the proceeds (that is,
not spending or giving credit with the proceeds of the sale). These assets
could be of a financial or nonfinancial nature. Selling financial assets to the
population would be the faster of these two methods. It would be more
expensive, however, for the government to sell financial than nonfinancial
assets. This is so because the government has to pay interest on financial
assets. On the other hand, selling houses, land, or enterprises would not
entail a loss of revenue to the government because the government receives
no net income from the ownership of these assets.® Selling the stock of

¥The government receives mainly taxes from the users of those assets, which would still be
collected.
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housing would be cheaper, but would take a long time; the legal and
technical problems of selling land and office buildings are as great as those
associated with selling housing units. The problems of selling enterprises are
even greater.

Another possibility would be to liberalize interest rates in order to
equilibrate demand and supply of monetary assets. This strategy has risks,
however, because interest rates cannot be relied upon to equilibrate the
credit market in an atmosphere of pervasive distress borrowing. Credit would
increase as much as deposits. Equilibrium could come only after
considerable instability.

Extreme cases of relative price distortions

The relative prices of goods and services are so distorted in some East
European countries that, in order to correct these distortions, some prices
would have to increase ten or twenty times. Individual price increases
influence the overall rate of inflation in inverse proportion to the price
elasticity of demand. The most distorted prices are those of essential goods.
If these goods become unaffordable, the process of reform would be
politically infeasible.

An example combining a tradable and a nontradable good in Russia
demonstrates this principle. The average monthly wage in 1990 was 250
rubles and the monthly rental for an apartment was approximately 10 rubles,
which was also the price of a bottle of vodka. The cost of one month’s rent
is the same as the cost of a bottle of vodka—or about 4 percent of the
average monthly wage. These relative prices are clearly unsustainable. Since
the comparison involves two nontradables—work and rentals—and one
tradable—vodka—it is not possible to use relative prices in other countries
to estimate appropriate relative prices in Russia, were Russia to open its
economy. The magnitude of the obvious distortion is so great, however, that
even conservative estimates of the adjustments that would have to take place
result in very large adjustments in the price level.

The price of an apartment in a Western city comparable to Moscow
would be at least $400, or 80 bottles of vodka.’ If these relative prices were
applied to Russia, the price of an apartment in Moscow would be 800
rubles, or 320 percent of the average wage. Western financial institutions
apply a simple standard to determine the ability of a potential borrower to
pay a mortgage: the installment on a housing unit should not exceed 25
percent of a family’s income. To reach an equilibrium similar to that of the

*This estimate allows for the small size and low quality of the apartments. The price,
however, would be probably much higher if these apartments were the only ones available, as
is the case in Russia. The high price charged in Russia for hotel rooms that would be quite
cheap in the West shows how nontradables depend only on the local supply and demand. To be
conservative, however, the calculation assumes that the prices of apartments would approximate
those in a market where better dwellings are available.



Policy Effectiveness in Reforming Socialist Economies 21

West, the average wage would have to rise to 3,200 rubles, or 1,600 rubles
for families with two earners.

The increase in wages would also increase the price of vodka, as well as
that of all other goods bought with the remaining 75 percent of the wage
earners’ income. The price of apartments would continue to rise in a trial
and error process that would eventually approach equilibrium in an
asymptotic way, if two conditions were met. One is that all prices were free
to move. The other is that monetary creation remains absolutely passive, in
the sense that it -cannot go ahead of the relative price adjustment. This
second condition is difficult to realize. Most likely, the shift in the price
level would turn into hyperinflation. Once relative prices were close to
normal levels, a stabilization program would be required.

_The alternative to hyperinflation would be to cause the price of vodka
to fall to one-cighticth of its value while keeping the nominal wage constant.
This process would take a long time unless the government were to revalue
the ruble eighty times in nominal terms, so that imported vodka would force
the domestic price down. This would mean that the production of vodka
would cease in Russia, together with that of all tradable goods. For a short
while the country would enjoy a consumer boom, supplied by foreign
producers. Then, the country would go into a deep depression.

Several Western economists have proposed the use of international
reserves to import tradables from abroad in order to equilibrate demand and
supply while the economy is in the process of being stabilized. Such a
program would unwittingly cause the results discussed above. In the process
of importing tradables, the exchange rate would be overvalued, and local
industries producing goods equivalent to those being imported would be
wiped out, causing extremely high unemployment rates. With foreign
exchange and borrowing possibilities exhausted, the country would go back
to square one, but with a huge external debt. It would have depleted its
international reserves and its creditworthiness by importing consumption
goods. Instead of using foreign savings to finance investments needed for
recovery, the country would have to use its own savings to service the debt.

Hyperinflation has tremendous social and economic costs. It would,
however, adjust relative prices much faster than the alternative fall in
nominal prices. This would at least establish a basis for recovery.
Furthermore, the extent of distortions involved clearly suggests that a
downward individual price adjustment in conditions of an overall stable price
level would be unrealistic. In the end, the certainty of hyperinflation would
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still be present. The problem of adjusting relative prices thus cannot be
solved without accepting at least a short period of hyperinflation.!

The attempt to control prices during a period of hyperinflation can only
result in an aggravation of macroeconomic imbalances, prolonging the
period of trial and error that eventually results in an equilibrium of relative
prices. The best strategy to follow when the rates of inflation become high,
therefore, is to free prices completely and avoid indexation. This can be
done only if the period of high inflation is quite short (not exceeding, say,
six months). After this period, a stabilization program should be imposed.

The costs in terms of unemployment would in any case be high. High
rates of inflation would reduce layoffs relative to the opposite strategy, but
it would not eliminate them. For this reason, a social safety net is needed.

It is clear, then, that when hyperinflation cannot be avoided, there is no
point in seeking to remove the overhang; for shortly thereafter the
government would have to reinject liquidity to finance the jump in nominal
prices and wages needed to adjust relative prices.

Trade reform

Price reform requires an accompanying trade reform. The economies of
Eastern Europe have been able to maintain distorted structures of relative
prices through the extensive use of quantitative trade restrictions. In the
absence of trade liberalization, free relative prices would settle at distorted
levels because they would correspond to domestic demand and supply
conditions that diverge from those of international markets. For example,
with a monopolistic industrial sector, the price of industrial goods tends to
increase relative to the price of agricultural goods, which experience greater
competition in most socialist countries.” Falling profitability of agricultural
goods would prompt a decline in supply during the next agricultural season,
aggravating food supply problems. Actual or potential competition from
abroad would provide guidelines for the domestic relative prices of tradable
goods, thus avoiding these problems.

Initially, trade reform should consist of replacing quantitative restrictions
with equivalent uniform tariffs that have an identical aggregate effect on the
balance of payments. Subsequently, tariffs should be reduced according to a

YA real revaluation would most likely need to take place anyway; the inflation of
nontradables has to exceed the rate of devaluation to make nontradables relatively more
expensive (in Eastern Europe, the prices of nontradables tend to be too low relative to those of
tradables). At the same time, however, the nominal price of foreign exchange has to be increased
to attain equilibrium in the balance of payments.

Damaging shifts of relative prices against agriculture have happened at least twice as a
result of price liberalization programs in socialist economies. One instance is the "Scissors
Crisis” of the early years of the New Economic Policy in the U.S.S.R. Also, during
January-March 1990 agricultural prices in Poland stayed constant or fell, while industrial prices
increased substantially. :
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preannounced schedule. This action would give enterprises time to adjust to
the newly competitive environment and it would reduce pressure on the
exchange rate (and therefore on domestic prices) relative to what would
have been the case with more sudden liberalization.

There is another reason to liberalize trade early in the process of
economic reform. It is well known that the structure of production in
socialist countries is biased toward a heavy industry that produces capital
and intermediate goods. Socialist industrial sectors use more capital and
more material inputs to produce final goods than do developed market
economies.

Soviet authors point to this feature of the Soviet economy to stress that
the structure of production should be reoriented toward consumer goods.
This is not necessarily a valid argument. If the country is opened to
international trade, the extent of the adjustment needed could be
substantially less than if the country remains closed because many
enterprises would find enough external demand to keep them in operation.
A significant number of enterprises that produce capital and intermediate
goods should be able to transform themselves into efficient operations
capable of exporting to international markets. The technical ability of
engineers is not in question, nor is the level of education of the work force.
Difficulties arise because of inadequate incentives and lack of access to state-
of-the-art technology; these problems would be solved by privatization and
price liberalization, and by trade liberalization, respectively. Rather than
become producers of consumer goods, enterprises engaged in the production
of capital and intermediate goods could concentrate their efforts on
improving efficiency. If they are unable 10 become more efficient, then it is
better that enterprises be closed. The enterprise as it exists, however, with
its current technical cadres, location, work force, and so on, may not be
suited to efficient alternative production. International trade would quicken
this process of resource reallocation.

Trade liberalization has to be coordinated with the demise of the
Council for Mutual Economic Assistance (CMEA). These actions will help
bring relative prices closer to international levels. Trade liberalization by
itself, however, does not eliminate the need for a jump in price levels, nor
does it reduce inflationary pressures resulting from the price reform process.
Currency devaluation to achieve external balance should be combined with
price liberalization, thus reducing the number of necessary price level
adjustments to one.

Options for stabilization

Even if excessive monetary stocks are reduced, the greatest problem—that of
excessive expenditures—remains. The stabilization of an economy suffering
from a deficit in the enterprise sector is conceptually equivalent to the
stabilization of an economy with a deficit in the public sector. This is clearly
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understood. There seems to be confusion, however, between two approaches
to reducing nominal domestic demand. One approach is to reduce domestic
demand at the source, eliminating enterprise losses. The other approach is
to establish a surplus in another sector of the economy—that is, the
budget—that compensates for these losses.

These two solutions may appear identical, but only if one identifies the
subsidies that the state provides to lossmakers, both directly and through the
banking system, as the source of macroeconomic instability. This, however,
is not the case. When a government raises taxes or reduces government
expenditure in an effort to cover enterprise losses, the result is a
misallocation of resources such as earlier plagued East European economies.
It is the same misallocation as results in market economies when instability
is combatted by crowding out the private sector from the financial system
even though the deficit is in the government sector. This procedure is not
sustainable in the long run.

Transferring current losses to the budget and balancing the budget can
be used only as a temporary device to stabilize the economy while enterprise
losses are being reduced. It can also be used as a device to mobilize public
support for the drastic and painful measures needed to reduce enterprise
losses. If people understand that they are paying higher taxes to keep loss-
making enterprises in operation, they are likely to exert pressure on the
government to stop these subsidies. A sustainable solution requires that such
losses be eliminated.

How can a government reduce enterprise losses? Losses result from
excessive financial costs, excessive cost of material inputs (including capital)
or an excessive wage bill (which could be the result of excessive wages,
overstaffing, or both). A fourth cause of losses is the consistent
understatement of output prices relative to wages (that is, the use of
subsidies). East European enterprises incur losses from all of these sources.
They have excessive debts, suffer from serious inefficiencies that result in
excessive material costs, and they are overstaffed. In the short term, however,
a government has only a limited scope for action.

Losses arising from excessive debt cannot be reduced except by default.
This would involve defaulting on external creditors, banks’ depositors, or
both. Governments have refused to do this. They sustain the operations of
bankrupt banking systems and service external debt without obtaining the
resources to do so from debtor enterprises. For stabilization purposes, the
best a government can do is finance these expenditures in a noninflationary
way.

Noninflationary financing requires that governments include the service
of these debts in the fiscal budget and then balance the budget. To spread
the impact on the budget over time, governments can issue bonds in local
currency to recapitalize institutions that have incurred losses as a result of
the servicing of external debt. In Poland, losses are concentrated in Bank

. Handlowy; in Hungary, in the central bank; in Yugoslavia, losses were
spread among the central bank, commercial banks, and enterprises. The



Policy Effectiveness in Reforming Socialist Economies 25

same solution can be applied to cover the portfolio losses of commercial
banks. The monetary impact of this operation on the budget would be the
service (payment of principal and interest) of these bonds. Governments
should thus either raise taxes or reduce other expenditures in amounts
equivalent to the service of these bonds.

Losses due to inefficient use of material inputs and excessive wage bills
can be avoided. Governments should concentrate on reducing these losses.
Increasing the overall efficiency of enterprises requires a deep structural
reform: a substantial portion of socialized enterprises must be privatized and
the efficiency of public sector enterprises must be improved. Although these
reforms are essential in the medium term to provide sustainability to the
process, the stabilization of inflation-prone economies cannot await
completion of this process. The only course open to governments in the
short run is to reduce the wage bill by reducing overstaffing, real wages, or
both. Self-management presents serious obstacles to accomplishing this.

Decentralized socialism

Decentralized socialism presents two-serious problems for the stabilization
of the economy. Socialist enterprises lack incentive to react positively to the
monetary mechanisms used to achieve macroeconomic stabilization. Socialist
economies also lack mechanisms for avoiding the contractionary effects of
reduced domestic demand on the country’s production and employment.

Absence of stabilizing forces

The first problem relates to the feasibility of stabilization itself. It is very
difficult for decentralized socialist enterprises to adjust efficiently to financial
discipline. In the very short run, enterprises could adjust by reducing the size
of their labor forces, reducing wages, or both. Both solutions when applied
in a market economy result in a lower real wage in the short run. Workers
who are dismissed seck jobs at a lower wage rate, thus lowering the
economy’s overall wages. In a decentralized socialist system, however, the
availability of people offering their labor for lower wages does not affect the
wage level in enterprises.

As a result, wage resistance is fierce in decentralized socialist enterprises.
If enterprises were forced by macroeconomic instruments to reduce
expenditures, workers would reduce investment or decapitalize their
enterprises rather than reduce their own wages. If the government’s
stabilization program is not credible, workers will continue to increase their
own wages in order to maintain or improve their purchasing power vis-a-vis
the rest of the economy. If they are convinced that the government is
serious, and their enterprise faces bankruptcy (or they may be fired), their
best response is again to increase wages and extract as much as possible
from the enterprise before they are dismissed. Because enterprises in Eastern
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Europe tend to be grossly overstaffed, individual workers perceive the risk
of being fired as high; this perception strengthens their incentive to
decapitalize the firm.

Decentralized socialist enterprises are very rigid concerning the size of
their labor force. Incumbent workers have an incentive to oppose the hiring
of new staff because this would dilute profits and cause a fall in the income
of all workers. They are also reluctant to fire redundant workers. Although
some principles, such as the rights of seniority, could be used to fire some
workers, there have been few examples of workers firing fellow workers on
a large scale.

Also, enterprises can finance wage increases without credit from the
banking system. Enterprises can lend to each other even if credit is not
available from banks. This would increase the velocity of money, reducing
the effect of contractionary monetary policies.

Why would cash-rich enterprises lend money to lossmakers? They do so
because enterprises experience little competition. Monopolies and
monopsonies abound. Enterprises cannot function without customers, and
if their only customer fails, they will fail as well. Thus, it is in their interest
to give credibility to financial paper issued by clearly insolvent companies.
The more widespread is the practice, the more an externality effect against
the central bank is created. When possibilities to trade on paper end, the
central bank faces a situation in which continuing with contractionary credit
will mean the bankruptcy of both profitable and loss-making enterprises
because the former hold large amounts of financial paper issued by the
latter. The central bank responds by opening the gates of monetary creation.

This is a stylized description of what has happened several times in
Yugoslavia. Interenterprise credit has also been pervasive among state
enterprises in Hungary and Poland.

The supply response

The second problem with stabilizing a decentralized socialist economy
relates 1o the possibility of reactivating the economy after stabilization. In
market economies the contractionary effects of reducing the rate of growth
of nominal domestic demand are minimized by a shift in the allocation of
resources from nontradables to tradables, elicited by a real devaluation.
Larger exports and increased import substitution provide new markets that
compensate for the reduction in domestic demand. For this to happen,
however, factor markets are required. Because factor markets do not exist
in socialist economies, this shift in resource allocation is hindered.
Decentralized socialism is not conducive to investment in the creation
of new firms and activities because entrepreneurs cannot enjoy returns from
capital. Further, because the remuneration of labor is higher in capital-
intensive firms (which tend to be older firms), workers do not have incentive
to move out of old firms to become partners in new ventures. Existing firms
are in operation because they already existed when control was given to
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workers. Laid-off employees would not find new jobs.” This could raise the
costs of adjustment to high levels in terms of output and unemployment. As
a result, the government’s motivation to stabilize the economy may falter.

The implications for a stabilization program

Under decentralized socialism there are formidable obstacles to reducing the
wage bill through macroeconomic measures. These obstacles threaten the
success of a stabilization program. Regaining control of socialist enterprises
is a minimum requirement for a successful stabilization program. This
control would help governments overcome obstacles even if they are unable
to establish an ideal way of managing public enterprises. Regaining control,
however, seems 10 be an elusive goal because there is no way short of
massive privatization to avoid the principal-agent problems that endanger
stabilization.

Sequencing

Because of the interdependence between stabilization and structural reform,
reforms should be undertaken simultancously with stabilization. This,
however, is not possible; the time needed to complete the processes differ,
Governments have two options. One is to attempt a conventional
sequencing, first stabilizing the economy and then carrying out structural
reforms; previous experience in East European economies, however, suggests
that the probability of failure in this instance is high. The other option is to
combine stabilization and structural reform and recognize that the economy
will remain unstable for some time.

Optimal sequencing would allow for the maximum sustainable rate of
economic growth during the transition period. This sequencing would
minimize fiscal expenditures, leaving maximum resources available for
efficient investment and production. The previous analysis suggests that to
achieve these objectives, governments should maximize the speed at which
they carry out both the reduction of losses through enterprise and bank
restructurings, and the substitution of noninflationary for inflationary means
of financing losses incurred but not realized.

The dynamics of fiscal expenditures
Fiscal expenditures are affected by at least three factors: first, the speed at

which banks and enterprises are restructured; second, the way in which
restructuring is carried out (that is, how the burden is allocated and how the

12This effect is magnified by the labor immobility caused by lack of housing markets.
Unemployed people living in one city will not move to another city even if offered a good job
because of the impossibility of securing new housing.
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restructuring of banks and enterprises is sequenced); and third, the speed at
which inflation is reduced.

The speed of restructuring and the fiscal expenditures

Fiscal expenditures during the transition period are affected by the speed of
the restructuring process. Once losses already incurred have been transferred
to the budget and financed in a noninflationary way, reductions in current
enterprise losses allow governments to further reduce inflationary financing
and to restructure the banking system, thus stabilizing the economy. The
faster the elimination of losses, the lighter the fiscal expenditures needed to
absorb them.

In the extreme case of an instantaneous elimination of lossmakers, fiscal
expenditures would be minimized because fiscal resources would only be
used to finance losses already incurred. Because restructuring increases
unemployment, however, governments will confront social safety net
requirements that substantially add to fiscal expenditures. The amount
required, however, is less than the amount “saved” by reducing fiscal
outlays through fast restructuring.

The trade-off between speed of restructuring and total fiscal expenditure
is iltustrated in Figure 1.1. The present value of total fiscal expenditure is
shown on the vertical axis as the sum of the cost of financing losses already
incurred, plus the burden of avoidable losses, plus the cost of the social
safety net. The horizontal axis depicts the speed of the process. As the speed
of the process increases, the cost of the social safety net increases, but at a
rate slower than the rate of decrease of the burden of losses. Consequently,
the faster is the restructuring, the higher is the unemployment, but the lower
is the overall fiscal expenditure.

The manner and sequence in which restructuring is carried out

The manner in which restructuring is carried out also has an important
effect on the magnitude of fiscal expenditure. If banks are owned by
governments, then governments do not have recourse against shareholders.
In the former Yugoslavia, on the other hand, banks have been owned by
enterprises, and the law imposed unlimited liability on founding members
in the event of bank insolvency. The law empowers the government to write
off the bad assets of insolvent banks not only against the equity that the
founding members invested in the banks, but also against the totality of the
founding members’ net assets. If the government wanted to reduce fiscal
expenditure, it could take advantage of this legal provision.

Another aspect of restructuring that has an important effect on fiscal
expenditure is the way in which bad loans to borrowers other than founding
members are collected. In an environment of financial crisis, even debtors
with full capacity to repay may refuse to service their debts, and collections
from restructured enterprises may be lower than possible.
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Figure‘ 1.1 Speed of restructuring and fiscal expenditures
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The sequence in which restructuring and liquidation of banks and
enterprises is carried out also affects the magnitude of fiscal expenditure.
The reduction in fiscal expenditure caused by restructuring comes primarily
from the elimination of losses at the enterprise level. When banks and their
debtor enterprises are restructured at the same time, the elimination of
enterprise losses reduces fiscal expenditure while the simultaneous issuing
of bonds to recapitalize banks finances the remaining losses in a different
way. The net effect is a reduction in fiscal expenditure.

If, however, bank restructuring takes place before enterprise
restructuring or liquidation, there will be no reduction in fiscal expenditure.
Instead, the present value of fiscal expenditure would increase. Governments
would issue bonds to recapitalizc banks but would have to continue
financing enterprise losses until restructuring occurred.” Governments
would both have to service the bonds and subsidize the lossmakers. This
would duplicate the flows coming from the government. The service of
bonds would be used to finance new activities, while old activities would still
be financed, thereby increasing inflationary pressures in the economy. If
governments were unable to absorb the burden of the service of the bonds
in a noninflationary way, the rate of inflation would increase.

The decision of whether to restructure banks at the same pace or more
quickly than enterprises is an important one. Bank restructuring should

The fiscal budget would be affected because lossmakers would continue making losses that
would eventually be covered by the government.
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precede enterprise restructuring only if the government is able to mobilize
the resources needed to service the recapitalization bonds in a
noninflationary way. Otherwise, the inflation rate would rise. If this were the
case, it would be preferable to delay the restructuring of banks (and the
economic recovery) until it can be synchronized with the elimination of
losses resulting from enterprise restructuring.™

Inflation and fiscal expenditures

Inflation has both positive and negative effects on net fiscal expenditure.”
The principal positive effect is the reduction of real expenditure caused by
delays in paying government expenditure. The negative effect is the
reduction in real government revenue caused by delays in tax collections as
well as by subsidies transferred through fixed interest rate loans granted at
low nominal interest rates. Reliable information on the net result of these
two effects in East European countries is not available. Evidence in other
countries, however, shows that inflation causes substantial government
budget losses in real terms. A reduction in inflation improves the budget
situation.

Some warnings are due in this respect. One is that several countries
attempting stabilization have grossly overestimated such gains, among them
Brazil and Argentina during the Cruzado and Austral Plans, respectively.
Another warning is that only minor gains may result from reducing the
subsidization of already granted loans because the real value of such loans
will have declined by the time stabilization programs are under way. A third
warning is that gains will result from reduced subsidies to loss-making
enterprises only if these enterprises are ¢ither restructured or closed, so that
their losses, and therefore their need for subsidies, disappear. If the
government is not prepared to take those actions when an inflation
reduction program is implemented, then subsidies will have to be conveyed
in other ways.

Stabilization and structural reforms
The three-stage process
Governments should start by planning an increase in budget revenues over

expenditures sufficient to compensate for enterprises losses. This would
provide a fundamental reduction in nominal domestic demand. To minimize

%“The creation of some private banks under proper regulation will help finance the emerging
private sector. These new banks, however, will be totally different from those of the past system.

BThese are revenues separate from revenues obtained by the government from the inflation
tax, which is a way to finance fiscal expenditures.
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the negative effects of the self-management system on the efficacy of a
stabilization program, governments should try to regain as much control as
possible over self-managed enterprises.

It should be stressed that heterodox measures can be useful if orthodox
fiscal and monetary measures alone cannot remove the fundamental causes
of inflation. If, however, governments are not prepared to implement fully
the heterodox program, then heterodox measures will surely backfire. If
sizable inflation is still fueled by monetary policies accommodating
enterprise losses, then an effort to fix the nominal exchange rate would lead
first to an inflow of speculative capital, and then to an unsustainable drain
on international reserves. There would also be an explosion of inflation at
the end of the fixed wage and price period.”

There are two further points. The first is that stabilization and structural
reform should be seen as two aspects of the same problem; the sequencing
of policies to achieve both has to be closely coordinated. In conventional
stabilization programs, the government focuses its efforts on quickly
stabilizing the economy. Structural reforms are viewed, at least initially, as
a lesser priority. If this approach is consistently maintained, no reduction of
losses will take place. The combined strategy, on the other hand, leads at
least to incremental advances in the reduction of losses.

The second point is that policymakers should not expect that inflation
will be reduced to zero or close to it. Rather than a short battle, they should
expect a long war. This realization should also affect the sequencing of
measures, For example, it would affect the timing of the use of heterodox
measures. Heterodox measures are useful mainly as a way of changing
expectations. They cannot be used continually because they lose credibility.
If heterodox measures are used, they should be reserved for the final assault
on inflation.

A stylized description of sequencing, with a three-stage economic
program, is presented below. (A preparation stage, involving the
privatization of a critical mass of enterprises is discussed in the next section.)
In the first stage, stabilization relies on the fiscal adjustment the government
is willing to undertake, combined with actions taken by government-
appointed managers to reduce enterprises’ wage bills. The government gives
these managers targets for wage bill reductions. One segment of the
enterprises would already be privately owned and the government would not
have to deal with those enterprises other than through macroeconomic
policy. In the second phase, the remaining enterprises are privatized and
restructured by their new owners. In the third stage, the government
executes a final inflation reduction program. The three stages are shown in
Figure 1.2.

6This was the experience of Argentina and Brazil with their respective Austral and Cruzado
plans; Poland and Yugoslavia were on the same path in 1990-91.
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In fhe first stage (which would last approximately six months), the
government would aim at a drastic reduction in the rate of inflation, based
mainly on a budgetary adjustment and a restructuring of the most insolvent
banks. The rate of inflation at the end of this stage would be much lower
than the initial rate, but would still be quite high. In the longer second
stage, the government would concentrate on further restructuring enterprises
and banks while carrying out price reforms. This would not only reduce
fiscal expenditure (and therefore the rate of inflation given a certain level
of fiscal revenues) but would also prepare the way for economic recovery. In
this stage the government would try to improve the effectiveness and
efficiency of taxation. It is possible that inflation would still be excessive
because of a budget deficit at the end of this second stage. The third stage
would rectify this problem.

Figure 1.2 A possible three-stage path of adjustment

inflation rate

»

Second stage: enterprise
and bank restructuring

Preparation Fl‘rst stage: f Th;rd stage: final
flscal readjustment Time — fiscal adjustment
Blg Bang

There are several advantages to this approach. First, inflationary
financing would decline at approximately the same rate as the source of
inflation is reduced. Second, mechanisms to force economic agents to react
to restrictive monetary policies would gradually be put in place, improving
the grasp of such policies through time. Third, flexibility in the allocation of
resources would improve, facilitating economic recovery.

This approach, however, entails substantial risks. The first stage faces the
same kind of risk as would the alternative approach of pursuing stabilization
before structural reform; during the first stage, moreover, the risk is
aggravated by the fact that heterodox measures to break inflationary
expectations cannot be used. With inflationary expectations running high,
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the only way to enforce the necessary contraction of nominal domestic
demand would be to immediately bankrupt companies encountering liquidity
problems as a result of credit contraction. This would give credibility to the
program, introducing wage and price discipline, and interrupting the process
of spontaneous privatization. Of course, pressure not to follow this policy
could be overwhelming. Central banks could eventually be forced to print
money to keep losing enterprises alive, thus nullifying the effects of the
program.”

Another risk is that it may not be possible to carry out price and
ownership reforms and enterprise restructuring in a highly inflationary
environment. The probability that the government will lose the motivation
and political support for this long process of stabilization is high.

The sequencing of structural reforms

At the simplest level, the challenge in Eastern Europe is to solve five
problems. The first problem is that prices are currently distorted. The second
problem is that enterprises do not react appropriately to prices because of
the perverse incentives in the system. The third problem is that enterprises
make economic losses causing widespread misallocation of resources; some
losses are apparent, but many are hidden by the distorted price system. The
fourth problem is that subsidization of lossmakers causes inflationary
pressures. The fifth problem is the lack of a financial system capable of
mobilizing and allocating resources efficiently.

One way to solve these problems is first to reform enterprises so that
they can react to market mechanisms, and then to solve the remaining
problems through market mechanisms. This approach has three components:
facilitating the creation of new private enterprises, privatizing a majority of
the now socialized enterprises, and devising a mechanism to manage the
remaining public enterprises in a way that mimics private enterprise.
Improved management of public enterprises would not eliminate the need
for the privatization of a majority of enterprises; an efficient simulation of
private entrepreneurship in the public sector requires a strong private sector.

Thus, for example, a restructuring and modernization of enterprises can
be better accomplished by private entrepreneurs than by state agencies.
Private entreprencurs can enforce needed closures and layoffs with fewer
political pressures than the government. Private entrepreneurs also have a
stronger incentive to make the right decisions about the refurbishing of
factories.

This approach suggests the following sequencing. First, after a period of
preparation, it will be necessary to privatize rapidly a large portion of
socialized enterprises, thus creating a critical mass of private enterprises that

In the recent past, the only country to eliminate hyperinflation successfully without
adopting heterodox measures was Bolivia.
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can react appropriately to prices (see the preparation phase in Figures 1.2
and 1.3). This can be accomplished through any of the privatization methods
that involve giving away enterprises.’® Second, once privatization has been
achieved, prices can be liberalized. This liberalization (known popularly as
the “Big Bang”) would include domestic price liberalization coupled with
the substitution of tariffs for quantitative restrictions to trade. The tariffs
would be reduced subsequently under a clearly defined schedule. Third, once
most enterprises are privately owned and prices are free, financial
discipline—the removal of subsidies and the enforcement of financial
contracts—can be introduced. Financial discipline is thus imposed when an
appropriate set of incentives is established at the enterprise level.

Figure 1.3 Sequencing of reforms and stabilization

Financial Privatization
discipline of banks
Enterprises | Holdings Giving away Bankruptcies;
created, enterprises; restructurings
downsizing | creating new
management
system for
socialized
enterprises
Prices Controlled Liberalized
Interest Controlled Controlled Liberalized
rate
Banks State-owned State-owned Privatized
Budget Surplus Declining Balanced
surplus
Monetary Restrictive Nominal According to
policy anchors demand
Preparation < Big Bang

Enterprise restructuring makes explicit the losses hidden in bank
portfolios. After writing off bad loans, governments can recapitalize banks
and then privatize them. To keep inflation at manageable levels while still
subsidizing lossmakers (prior to a privatization of banks), governments

8Eor a discussion of how this can be achieved while solving the problem of enterprise
control, see Hinds (1990b).
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would have to run fiscal surpluses. If these surpluses fall short of enterprise
losses, some inflation is unavoidable.

Paradoxically, in order to minimize the rate of inflation in these
circumstances, moderately negative real rates of interest (at least in the
preparation phase) are required.” Governments would be able to collect
inflation taxes from depositors. If interest rates were positive in real terms,
a higher inflation rate would be needed to collect the same real revenue
from the inflation tax (in 1989 the introduction of positive real interest rates
in Yugoslavia caused a large increase in the rate of inflation).

In the post-Big Bang period, interest rates would have to be increased
to positive real levels. Control, however, should be maintained to avoid
upward pressures on the interest rates by distressed borrowers. Access of
distressed borrowers to credit should be curtailed through the regulation and
supervision of banks, and not through interest rates, which are ineffective for
this purpose. Later, when lossmakers have been eliminated through
enterprise restructuring and bankruptcies, interest rates can be liberalized.

The economy would be under substantial inflationary pressure from the
subsidization of losses during the preparation phase and from price
liberalization after the Big Bang. To stabilize the economy, governments
must combine the imposition of financial discipline with restrictive monetary
policies.

According to this model, enterprises are first privatized and then
restructured, while banks are first restructured and then privatized. This is
because enterprises are the ultimate source of losses in the economy, and
the bankruptcy of nonviable firms is necessary. However, banks have been
passive recipients of fosses; their bankruptcy would serve no purpose and
would cause considerable harm.” Banks are needed, but not loss-making
enterprises. If banks were privatized before restructuring, they would have
to be nationalized again to be recapitalized, and then privatized a second
time.

However, the private sector is required for enterprise restructuring. The
question is, then, how can governments justify privatizing enterprises that
are sure to fail immediately after privatization? Either entrepreneurs will
refuse to buy these enterprises, or they will buy them in ignorance of their
adverse condition, and could then sue the government. There are two
answers to this question. First, privatization can be implemented by giving
away enterprises. Second, private entrepreneurs can save enterprises that
would otherwise fail.

BInterest rates, however, should be unified during the preparation phase, eliminating
preferential credits.

2°Depositors in these couniries certainly cannot be blamed for not choosing their banks
prudently. In most cases they did not have a choice. Forcing these banks to go under and
creating others would serve no disciplinary purpose. Furthermore, if depositors lose money, it
would undermine the public’s confidence in the nascent banking system.
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The experience of Poland and former Yugoslavia

Poland and Yugoslavia initiated stabilization programs on January 1, 1990.
In both countries, inflation fell—in Yugoslavia to a rate of zero and in
Poland to levels that, although high, were considerably lower than those of
1989. This experience appears to belie the arguments presented in this
chapter; it has led to the argument that socialist economies can be stabilized
by using market mechanisms proven in the West. This, however, is not the
point. If the government is able to control monetary creation, then inflation
must come down. The issue is how sustainable can stabilization be if its
effects include a large fall in GDP and if there are no forces leading to
economic recovery?

In the case of Poland, a national consensus allowed the government to
enforce a wage freeze. The impact on the real wage is difficult to estimate;
because excess demand for a number of products existed, the real wage was
overstated before the program was instituted. Nevertheless, it is clear that
the real wage fell. Nominal domestic demand declined to the extent of
causing substantial trade surpluses.

There were other encouraging signs. The trade account improved not
only as a result of declining imports but also because of increased exports.
Some enterprises were able to compensate for part of the decline in
domestic demand by selling abroad. Also, most enterprises reduced their
inventories. Some enterprises sold equipment. These are normally signs of
increased efficiency in the use of inputs.”

Some indicators, however, were not encouraging. Despite increased
exports, industrial production fell 30 percent in the first quarter of 1990;
production remained at that level with no sign of recovery. At the same
time, the rigidities of the labor market were evident. After an initial lull,
unemployment hardly rose, but then increased to approximately 6 percent
of the labor force by October 1990. This figure was low for an economy in
which output had fallen by 30 percent; it should be compared with
unemployment in western Germany, which in April 1990 was 7.3 percent,
raising concerns of economic overheating. Also, unemployment in Poland
was concentrated in the trade and construction sectors. In the manufacturing
sector, employment decreased much less. In industry, the needed reduction
of the real payroll took place almost exclusively through reductions in the
real wage. Labor did not exhibit mobility, remaining more or less where it
was at the onset of the program.

The supply response would therefore have to come from increased
production in the same firms engaped in the same activities. That is, the
composition of production would have to return to what it was before the
onset of the program. In an open market, this could happen only if today’s

IFor a detailed study of Polish enterprises’ responses, see Gelb, Jorgensen, and Singh (this
volume).
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relative prices coincided with those prevailing before the reforms. This
indeed is not the case, since relative prices have changed. Resource
allocation, however, did not change: resources were still locked in inefficient
activities.

Inefficient enterprises could not be easily identified for at least three
reasons. First, some prices had not been liberalized, including energy prices.
Second, monopoly pricing was pervasive, S0 excessive costs were passed onto
buyers; this practice would not be possible with effective trade liberalization.
Third, enterprise accounts were unreliable: lack of liquidity, which could be
a sign of trouble, was not yet perceptible because enterprises whose debts
had been wiped out by inflation were still able to raise cash by reducing
inventories, maintaining arrears with other enterprises, exporting at a loss,
and selling equipment. Enterprises were also borrowing from banks.
According to the National Bank of Poland, in the period of January to May
1990, nominal bank credit to state enterprises grew 107 percent (or 32.6
percent in real terms).

This suggests that the reduction of inventories and the increase in
exports may have represented not increased efficiency, but rather desperate
bids to delay illiquidity. If this were true, then these enterprises would fail
once their inventories and other sources of cash were depleted. The real
adjustment would be still to come. The real test of the reform program
would take place when inefficient enterprises reach illiquidity.

The government would have to carry out the structural reforms needed
to elicit mobility of resources within the socialist sector and between it and
the rest of the economy. These reforms include demonopolization,
privatization, and a redefinition of the role of the state in economic activity.

In Yugoslavia, enterprises that were unable to pay their bills were
supposed to be sent into bankruptcy and then automatically become
candidates for privatization. Enterprises, however, delayed adjustment in an
even more dramatic way than in Poland. The fall in production was much
less than in Poland, or approximately 8 percent. Enterprises started to
become illiquid faster in Yugoslavia than in Poland because the real value
of their debts was not reduced (as real interest rates were positive for some
time) and because wages were increased substantially after having been
frozen by the government (salary increases in January 1990 averaged 24
percent).

In order to stay current with their bank loans, while at the same time
avoiding layoffs, many enterprises simply stopped paying salaries. By April
1990, about 1.6 million workers were not being paid. The government was
finding it difficult to handle the number of enterprises that had become
illiquid and that were supposed to be sent into bankruptcy. The monetary
program was relaxed in May 1990 to help enterprises survive. Between June
and September, enterprises raised salaries again, this time by 40 percent.
This increased losses in enterprises, which, in the first six months of the
year, had been equivalent to 12 percent of GDP on an annual basis.
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The experiences of the stabilization programs in both Poland and
Yugoslavia do not necessarily mean that stabilization programs in any
socialist country in transition will fail. Programs will almost certainly fail,
however, if needed structural reforms—including privatization—are not
undertaken. In fact, the reduction of inflation that took place in Poland and
Yugoslavia during 1990 may have occurred during what was described above
as the period of still high but manageable inflation. The respite that lower
inflation provided should have been used to place the economy on a
sustainable growth path.

In summary, under the pressures of stabilization programs, labor-
managed enterprises went to extremes (falling in arrears with the banking
system and with each other, selling needed assets, and giving license without
payment to their employees) to avoid laying off workers. With these
measures, enterprises avoided the permanent adjustments needed to improve
production, expecting the government eventually to bail them out. As a
result, adjustment programs failed to achieve necessary gains in efficiency.
In the long run, the striving of labor-managed enterprises to maximize wages
at the expense of capital will continue to result in inefficient investment and
inflationary pressures.

Even in Poland and Yugoslavia, programs could have succeeded if
governments had been tough enough to resist countervailing pressures. The
costs of resistance, however, are high for two reasons, First, in the absence
of an effective social security system, large-scale unemployment would cause
pain to a substantial portion of the population. Second, without a strong
private sector, a supply response will not be evoked. The experiences of
Poland and Yugoslavia suggest that the reform process should center on
privatization and private sector development.
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Privatization Options and Procedures

Branko Milanovic

The study of economic liberalization and privatization in formerly socialist
or centrally planned economies lacks a conceptual framework within which
to locate and assess alternative ways of transforming the state sector. The
first section of this paper outlines such a framework. The second section
uses this framework to show how present-day socialist economies differ from
Western market economies. The next two sections discuss the origins of
reforms and present stylized facts of privatization. They are followed by a
discussion of the merits and disadvantages of different privatization options.
The paper ends with a description of privatization efforts in Hungary,
Poland, former Yugoslavia, and Czechoslovakia.

Modes of production

At its most abstract level, all economic activity can be regarded as an
interaction of the three factors of production: labor, capital and
entreprencurship. A focus on quantities of inputs and outputs provides an
idea of the physical characteristics of the process; when we look at quantities
and prices, we obtain a picture of the profitability or efficiency of the
process. If we focus on (a) ownership of capital (that is, whether capital is
owned by the state or private individuals), and (b) agent(s) who make
decisions about how much capital and labor to use, what to produce, where

to market, and so on (that is, who fulfills the entrepreneurial or managerial
role), we obtain Table 2.1.

An earlier version of this paper was published as Milanovic (1991). I am grateful to the

publisher (Centre for Research into Communist Economies, London) for permission to reprint
parts of the paper.
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Table 2.1 Combination of different modes of production

Labor
, (1) . (2
Capital Entrepreneurial role Hired out
Privately owned
(1) Entrepreneurial role Cooperative 1 Capitalist
(self-employed)
(2) Hired out Cooperative 2 Entreprencurial

State-owned
(3) Entrepreneurial role n.a. State socialist
(centrally planned)

(4) Hired out Labor-managed Public corporation

n.a. = not applicable.

Each cell in the table denotes a particular combination of ownership
of capital and entrepreneurship. We shall first consider the upper part of the
table, which includes all ideal cases (in a Weberian sense) of private
ownership of capital. Cell (1,2) represenis the capitalist mode of
production:' capital is privately owned, labor is hired out, and the
entrepreneurial role is reserved for the owners of capital? In cell (1,1) we
have a mode of production where the laborer owns the capital he uses in
production and makes all entrepreneurial decisions. This is the situation of
small-scale proprietorships particularly common in the early phases of
economic development. If instead of one individual owner we have a group
of worker-owners, we can talk of a partnership or cooperative. We can refer
to this a mode of production as Cooperative 1. The mode of production in
cell (2,1) differs from that of Cooperative 1 only in so far as capital is owned
by outside investors. Workers who borrow the capital make all
entrepreneurial decisions. We call such an arrangement Cooperative 2.
Finally, in cell (2,2) we have the neoclassical entrepreneurial firm wherein
the entrepreneur hires both capital and labor.

'We refer 1o each particular combination of ownership and entreprencurship as a mode (or
typegrof production.

o the extent that managers have an entreprencurial role, entrepreneurship is shared
between them and the capitalists.

Mtisa relatively infrequent arrangement, probably because of the risk involved: absence of
the collateral and moral hazard faced by the lender due to the possibility of default by the
cooperative (see Eswaran and Kotwal (1989)). In the United States, for example, this model is
found in certain taxi companies: the car is owned by an outside investor who receives a certain
return on his capital, whereas management decisions (where to drive, how many hours to drive
per day, and so on) are made by the driver.
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We can now move to the lower part of Table 2.1, which displays
different modes of production with state ownership of capital. Again, the
simplest method is to begin with the prototype, which is the state socialist
(or centrally planned) mode of cell (3,2): here capital is owned by the state
and the state makes all entrepreneurial decisions (about prices, quantities,
and investments), and labor is hired. This is the situation of a firm in a
classical centrally planned economy, where firms are simply administrative
units of the national economy (masterstaya, in Bukharin’s terminology).
Firms do not exist as separate legal entities and all decision making takes
place at the center. This is the only mode of production where coordination
of economic decisions is entirely centralized. In all other modes, even when
capital is state owned, the decision-making function is exercised at the level
of the enterprise and the coordination of economic decisions is by necessity
decentralized.

Cell (4,2) represents the public corporation mode: capital is owned by
the state, which by virtue of its status as owner receives a certain return (in
the same way a private bond holder receives a guaranteed return on money
he lends an enterprise). Entreprencurial decisions, however, are in this case
made by a management board that remains, in principle, independent of the
state. Finally, in cell (4,1) we find the labor-managed enterprise. It differs
from the public corporation only in that it is the workers and not the
management who exercise the entrepreneurial function. Capital is still owned
by the state. It is the mode of production that has been most extensively
studied in the labor management literature, beginning with Ward’s (1958)
model.

The role of this conceptual framework is to systematize our intuitive
grasp of different modes of production. Real-life examples can readily be
identified. A 100 percent Employee Stock Ownership Plan (ESOP) and the
Mondragon cooperative are examples of the Cooperative 1 mode.” As these
cooperatives are leveraged, we move toward the Cooperative 2 mode. The
public corporation, as defined here, is almost exactly the same as the British
public corporations of the forties, or similar state-owned concerns in market
economies. The difference between the labor-managed firm (whose capital
is owned by the state) and the Cooperative 1 (where capital is privately
owned) is also apparent. In real life there are, however, combinations of our
ideal types. For example, joint stock companies where most business
decisions are made by management are closer to the entrepreneurial than
the capitalist mode. In the extreme case when a firm is 100 percent
leveraged, it becomes a neoclassical entrepreneurial firm.’

*For a discussion of ESOPs and the Mondragon cooperative, see Bogeti¢ (this volume).

SRecent management buy-outs represent an opposite tendency. As management comes to
own all (or a majority of) shares, it reestablishes the identity between the owner of capital and
the decision maker that existed in early capitalist firms.
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It is important to realize that (a) the position of a social group will
differ with the mode of production: workers, for example, will have more
rights in a labor-managed than in an entrepreneurial firm; and (b) different
social groups will consequently tend to prefer different arrangements. This
fact forms the basis of a study of the political economy of ownership
transformation (or economic liberalization) in centrally planned economies.
Once a centrally planned economy begins to transform, different coalitions
will support different modes of productions. Before we move to this part of
the discussion, however, it is useful to briefly describe, in the same
framework as was used above, the key differences between state-dominated
(until recently, centrally planned) and market economies.

How centrally planned economies differ from market economies

Each country has a combination of different modes of production. This
combination will be called the structure of production. At its most abstract,
this structure gives a picture of property and management relations in an
economy. The dominant mode of production (the most common in the
country) will impart its essential characteristics to the whole system.

Table 2.2 presents a comparison of the structures of production in
Great Britain and Poland in 1985. The structure of production is calculated
in terms of total employment, although the same analysis could also be
conducted in terms of gross output, value added, value of capital assets, or
some other variable.

Table 2.2 Structure of production: United Kingdom and Poland, 1985
(percentage of total employed)

United Kingdom Poland
Cooperative 1 10.2 23.1
Capitalist 62.5 5.4
Privately owned capital 72.7 28.5
State socialist 220 71.5
Public corporation 53 0.0
State-owned capital 27.3 715
Total 100.0 - 1000

Source: Milanovic (1989, p. 23).

We can see the main differences between the two countries. The
percentage of people who work on state-owned assets is only 27 percent in
the United Kingdom, and more than 70 percent in Poland. For each person
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in the United Kingdom who works in a state-owned company there are 2.7
people who work in privately owned companies. The situation is reversed in
Poland, where the ratio is 2.5 to 1 in favor of the state sector. Labor is twice
as likely in Poland to exercise an entrepreneurial role than in the United
Kingdom, mostly because of the prevalence of small agricultural holdings in
Poland.

If we rank socialist and market economies by the percentage of value
added (or output) produced in the state-owned sector (see Table 2.3) we
obtain a pyramid that is almost exactly inverted. On average, about 90
percent of the output of socialist economies is produced in the state-owned

Table 2.3 Importance of state-owned sector in different countries
Percentage of total value added

Czechoslovakia (1986) 97.0
German Democratic Republic (1982) 96.5
U.S.S.R. (1985) 96.0
Yugoslavia (1987) 86.6
Hungary (1984) 85.8
Poland (1985) 81.7
China (1934) 73.6

Unweighted average 90.6
France (1982) 16.5
Austria (1978-79) 14.5
Italy (1982) : : 14.0
New Zealand (1987) 12.0
Turkey (1985) 11.2
Germany, Federal Republic of (1982) 10.7
United Kingdom (1983) 10.7
Portugal (1976) 9.7
Australia (1978-79) 9.4
Denmark (1974) 6.3
Greece (1979) 6.1
Spain (1979) 4.1
Netherlands (1971-73) 3.6
United States (1983) 1.3

Unweighted average 9.3

Note: Data for Yugoslavia and Hungary include worker-managed firms and cooperatives,
respectively, as part of the state sector.
Source: Milanovic (1989, pp. 15, 20).

sector, whereas in capitalist economies the share of state enterprises and
public corporations is, on average, less than 10 percent’ In the least
privately oriented economies among the capitalist countries (France in 1982,

SGovernment services are excluded from these figures; only commercial activities are
included.



46 Domestic Restructuring

for example, or Austria in the late 1970s), the state sector accounts for
about 15 percent of the value added. The most reform-oriented socialist
economies (for example, China) produce less than 30 percent of gross
domestic product (GDP) in the private sector. No socialist economy has
increased the share of the private sector to over one third of GDP.
Analysis of the structure of production may be conducted not only to
throw light on the difference between two systems or two countries, but also
to measure the changes taking place in a single country. Table 2.4 shows
such a comparison for Poland. Between 1985 and 1989 the importance of the
sector with state-owned capital (measured by its share in total employment)
declined by about 0.5 percentage point, whereas the share of the capitalist
sector (outside agriculture) expanded by more than 1 percentage point. Total

Table 2.4 Structure of production in Poland, 1985 and 1989
(percentage of total employed workers)

1985 1989
Cooperative 1 23.1 22.4
Capitalist 5.4 6.5
Privately owned capital 28.5 289
State socialist” 71.5 28.6
Labor managed® 0.0 14.0
Public corporation® 0.0 28.5
State-owned capital 71.5 71.1
Total 100.0 100.0

a. Estimate for 1989. It is generally held that approximately 20 percent of socialized firms are
effectively controlled by workers’ councils. The rest of the socialized sector is divided evenly
between state socialist (controlled from the center) and public corporation modes.

Source: Poland, Rocznik Statystyczny (Statistical Yearbook), various issues.

employment in the capitalist sector (admittedly from a low base) grew by 32
percent, as it attracted both workers from state enterprises and farmers
migrating to cities. The formerly centrally planned sector was to a large
extent dissolved as central planning disappeared and workers’ councils or
managers acquired greater rights.”

It is within this framework that we study recent attempts to privatize in
Eastern Europe. Until 1990 the main change in East European socialist
economies was the change in the proportion of the centrally planned sector
to other sectors. This change occurred through liberalization that abolished

This, however, is only a rough estimate: Polish statistics for 1989 list all state-owned
enterprises together, regardless of the level of control exercised by the state.
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many barriers to the creation of private sector enterprises and the formation
of cooperatives. The structure of production changed as these modes of
production expanded, while the absolute size of the state socialist sector
remained constant. This was still true in 1991 in the former Soviet Union,
where laws on cooperatives and individual labor led to an expansion of the
private sector (our Cooperative 1 mode). Total employment in cooperatives
in the U.S.S.R. in April 1989 was 2 million of a total labor force of 130
million (including kolkhozniki) (U.S.S.R. 1989, pp. 34, 321). China has
experienced similar changes: the private and quasi-private sector (outside
agriculture) increased from almost zero before 1978 to account for 14
percent of industrial output by 1987 (China 1989, p. 267).°

When the intention is to reduce the state socialist sector in absolute size,
the most important economic problem is the direction in which the state
sector will evolve. In the following sections, I shall discuss options for the
devolution of the state sector, and will show how the interests of different
social groups involved in this process diverge.

What will replace the state sector?

The idea of eliminating the centrally planned (state socialist) sector is not
new. Early opposition to Stalinism voiced demands for greater enterprise
autonomy. This was true of Yugoslavia in the early 1950s, Poland in 1956,
the Hungarian economic reform of 1968, Liberman’s blueprints for the
U.S.S.R. in 1962, and, in a certain sense, even Kosygin’s reforms of 1965.
The problems created by central planning—notably excessive centralization,
absence of flexibility, stifling of technological progress, political dictatorship,
and so forth—were understood even in these early years. The reaction to
central planning took two principal routes: movement toward the
labor-managed type of enterprise or toward public corporations. As is
apparent from our classification, both modes imply decentralized decision
making and in both modes the state ownership of assets is preserved. The
difference between the two modes is that in labor management, the
entreprencurial role is exercised by workers (through workers’ councils)
whereas in public corporation mode, decision making is reserved for
managers, and enterprises resemble the British or French model of public
corporations (sociétés d’état).

This movement toward an arrangement in which the state exercises its
role as the owner of assets but does not interfere in management explains
why two new features appeared in East European countries as they
reformed. First, in order to obtain a return on its capital (the capital that
the state originally transferred to enterprises in the form of grants) the state

The quasi-private sector includes the cooperative sector below the level of township. See
also Byrd and Gelb (1990, p. 33).



48 Domestic Restructuring

began to require enterprises to pay an amount on the value of their assets;
examples include the compulsory interest paid on fixed assets in Yugoslavia
(introduced in the 1950s and abandoned in 1971), the so-called dividends
still paid on assets in Poland, and the assets taxes paid by enterptises in
Hungary.” Management contracts in China (in existence since 1981) fulfill
the same function: the state supervising agency and the enterprise negotiate
not only the interest rate charged on the state-owned portion of assets, but
also taxes and prices (see Nagaoka 1989, pp. 15, 29).

Second, because enterprises became autonomous, the state could no
longer treat them as subdepartments of the national economy, taking all
profits from profitable firms and automatically covering the losses of others.
For the first time in socialism the taxation function of the state appeared.
Enterprises were supposed to pay a tax on profits; in principle, lossmakers
could no longer depend on the state to bail them out. The level of the
corporate tax rate is thus to some extent an indicator of the decentralization
of an economy, or more exactly the distance the economy has traveled from
the centrally planned model (where the tax or subsidy rate is by definition
100 percent).

Social groups which together opposed centralized state ownership very
soon disagreed about what should replace state socialism. Workers
(particularly the more conscious and organized groups, such as workers’
councils and genuine workers’ trade unions) tended to support labor
management whereas technocratic groups, engineers, economists, and
businessmen tended to support a devolution toward public corporations.
Technocrats considered efficient functioning of the enterprise to be of
foremost importance, and were less concerned with ideological issues such
as worker control. They also may have been aware that worker control of
industry could lead to runaway wage inflation, decapitalization of assets, low
labor discipline, and so forth—in short, to what Jacques Ellul in 1954
described as “noncapitalist libera.ism, that is to say anarchy” (p. 210). This
conflict persisted in Polish Solidarity in the early 1980s.” It was resolved
in Yugoslavia in the 1970s by the summary political dismissals of all accused
of “technocratic leanings” and the imposition of “integral labor
management.” In Hungary the labor management concept triumphed as a

The existence of compulsory returns on assets also has another function in labor-managed
enterprises: it prevents workers from decapitalizing the firm. It is well established, both in the
economic literature and in practice, that workers in labor-managed firms have an incentive to
pay themselves high wages and to invest little of their own funds in their firms. Ultimately, if
they can expect to find employment elsewhere or are approaching the end of their active life
they might try to decapitalize the firm altogether. On the same point see Saldanha (this volume).

101 ewandowski and Szomburg write: “The concept of board of directors . . . [was regarded)
in the years 1980-81 . . . as an alternative to the seif-management philosophy” (1989, p. 259).
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result of the 1984 reforms; these reforms, as we shall see, later proved an
obstacle to faster privatization."

I have described the mechanics of this conflict elsewhere (Milanovic
1989, Chapter 5). In the 1970s the bureaucracy used the conflict between
technocrats and workers to retain power at the enterprise level by allying
itself with large groups of conservative workers and thus fending off a
potentiél challenge by technocrats. It is important to note that even in
countries or firms where devolution away from centralized state ownership
occurred, no significant improvement in performance was registered; at the
same time, state interference, although now somewhat less oppressive, did
not decrease as much as the proponents of the labor management and public
corporation models had expected. Most problems present in a centrally
planned economy remained—overstaffing, low efficiency of investment, and
slow technological progress.

The economic crisis that deepened in the 1980s, despite continuing
decentralization and further reformist moves, heightened awareness of these
shortcomings. Ultimately, it led to a fundamental reassessment of the
original model. If all changes toward decentralization compatible with the
retention of state property were found wanting, then a more radical solution
to the problem was required. The root of inefficiency of socialist economies
may lie, then, not in the absence of the market (since both the public
corporation and labor management models included markets), but in the
form of enterprise ownership.”? This line of reasoning has led to a more
radical proposal, namely that the state-owned sector be privatized.

The fundamental reassessment and abandonment of socialism has
broadened the area of discussion by including different types of privatization
as alternatives. In geometrical terms, the area of feasible options now
extends to the upper portions of Table 2.1; no longer are options confined
to solutions where state ownership of capital is assumed. In the next section,
1 shall discuss different privatization proposals, examine their logic and
genesis, and identify their likely supporters.

An important clarification must first be made. The term privatization is
used here to refer to the transfer of ownership from the public sector to the
private sector; according to this definition, the ultimate owners of net assets

11Among economists, the main proponent of the labor management concept was Tamas
Bauer; Marton Tardos is associated with the idea of public (or holding) corporations.

Tardos describes the view prevailing at the time of these early reforms: “. .. once
liberated from the shackles of plan directives and central distribution of material, the enterprises
were supposed to be able to meet the efficiency demands of the market; at the same time, the
national economy was to retain those economic advantages that were promised by a
transformation to socialist property relations. There appeared to be no need to examine the
proprietary problems of state enterprises and cooperatives; after all, they had been independent
legal entities all along whose independence could not be exercised earlier merely because of the
plan directives” (1990, p. 8).
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are identifiable, physical persons.” The implication of our definition is that
state-owned holding companies (as in Algeria) would not fall under the
heading of privatization, although they might represent decentralization. On
the other hand, the transformation of a state-owned enterprise into a
Cooperative 1 whose assets are owned by workers is here considered an
example of privatization.

Stylized facts of privatization

The first legal change in the privatization process involves the introduction
of laws that allow for the transformation of state-owned enterprises (SOEs)
into joint stock companies. These new joint stock companies may still be
entirely owned by the state, but the act of identifying an enterprise’s
unambiguous owner nevertheless opens the way for the enterprise’s eventual
privatization. Shares initially held by the state can later be purchased by
either other state-owned institutions or private individuals. The way is thus
legally cleared for the transformation of SOEs into mixed, and eventually
privately owned, companies. The transformation of state-owned enterprises
into joint stock companies is often referred to as commercialization (that is,
the process by which enterprises become aytonomous and profit-maximizing
entities) or corporatization. Corporatization laws are normally accompanied
by legal changes that establish (at least in principle) a uniform economic
treatment of different sectors of ownership. Ceilings on private sector
employment, bans on certain private sector activities, limits on the
ownership of land or capital, and so on, are abolished. Commercial
transactions between the two sectors are liberalized.™

In reforming socialist economics, the still nominally Communist
governments and legislatures have generally passed corporatization laws.
Thus, in Poland the Law on Economic Activity that abolished virtually all
limits on private enterprise was passed in January 1989 by the Rakowski
government. In Hungary, the Economic Association Law (also called the
Company Act) allowing the transformation of enterprises into joint stock

3This definition is narrower than that offered by Hemming and Mansoor (1988, p. 1), who
include transfer of control in their definition of privatization. Transfer of control is not an
appropriate indicator of privatization in socialist economies: for, according to this definition, the
transfer of control from central authorities to public corporations or workers is privatization.
The evolution of the state sector toward public corporations or labor management, however,
characterized an earlier phase of reform. Yarrow’s definition of privatization—the “transfer
from the public to the private sector of entitlements to residual profits® (1986, p. 325)—is
inadequate for the same reason.

Prior to these changes, such transactions were either banned or severely circumscribed
because of a fear that interaction between the two sectors would lead to an erosion of state
(social) property. As we will see below, these fears are not unfounded. The legal changes
embodied in corporatization are, however, only a reflection of a deeper ideological change: the
state no longer views the state sector as the preferred sector.
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companies was passed in 1988 under the Communist government. In
Yugoslavia, the Enterprise Law was passed in 1988 while Mikulic’s staunchly
Communist government was in office. A constitutional amendment
guaranteeing the equal treatment of all sectors of property ownership was
adopted by the Communist-dominated legislature in Bulgaria in April 1990,
and in the US.S.R. in August 1990. These changes represent a break with
the past, but it is useful to note that they were supported (and the laws may
have been drafted) by those who believed that the laws led the way not
necessarily toward a privately owned economy, but rather allowed for the
transformation of centrally planned (or labor-managed) enterprises into
public corporations. They held that by creating fully autonomous share
enterprises (sociétés anonymes), one of the essential mechanisms of
capitalism, the capital market, would be replicated in a setting characterized
by nonprivate ownership of capital.

Some economists (Horvat 1989, p. 40; Bajt 1988, p. 152ff; Iwanek and
Swiecicki 1989; and Nuti 1987) envisioned a situation of interlocked
ownership between firms and institutional investors that would then, not
unlike corporate investors in the West, trade shares or bonds on a capital
market. Instead of individual A selling his shares in company X to another
individual, we would have company A trading its shares in company X with
yet another state-owned company. Obviously, for a capital market to emerge,
property claims have to exist; these property claims, however, need not be
held and exchanged between private individuals or privately owned
institutions. The concept was still consistent with the absence of private
property, even if it is doubtful that a capital market not ultimately anchored
on private property could ever function efficiently.”

Recent political developments in most East European countries have
made the idea of a capital market in which nonprivately owned firms would
trade shares largely irrelevant. Political changes have opened the way much
more widely to privatization. Corporatization laws made possible the
creation of joint stock companies and defined property claims to the new
capital in a relatively clear manner (for example, if a new infusion of capital
were privately owned, the enterprise would become part private and part

A similar idea was that of state-owned holding companies. It was propounded by Iwanek
and Swiecicki (1989) in Poland; Tardos [1982 (quoted in Mizsei and Tarok 1989), 1988] in
Hungary; and Kovac (1989) in Yugoslavia, among others. It was implemented in Algeria. The
same idea for China was argued by Singh (1990) and, to some extent, by Gu and Liu (1988).
The initial idea, before privatization became popular, was to create national holding companies
(NHGC:s) that would either have stakes in different enterprises or, preferably, an equal stake in
each enterprise. Holdings would be free from state interference and would try to maximize
profits (dividends received from SOEs plus capital gains). Because a holding company would
need to state its selling and buying prices for the shares of different enterprises, competition
between NHCs would ensue. An NHC believing that shares of a particular enterprise were
underpriced would attempt to mount a takeover bid in the same way that private capitalists do.
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state owned). The laws failed to unambiguously identify the owners of
existing assets or to prescribe a procedure for their privatization.

This happened because of two factors. First, privatization was not
considered a priority issue when the laws were drafted. Thus, writing in 1988,
Tardos claims that * . . direct methods [for reprivatizing] property ...
cannot be employed in our country. When it comes to this, we may learn
from the experiences of conservative governments succeeding socialist ones
in Western countries, but we cannot imitate them” (1990, p. 25). Second,
the ownership problem itself is extremely difficult to solve as both the state
and employees have strong claims on enterprise assets. In effect, state
ownership is (was) a fuzzy concept in all socialist countries. As long as the
state was the sole owner, there was no need to formalize the relationship by
giving all shares to the state. In someé cases, as in Poland, enterprise assets
were formally divided into two funds: a state fund and an enterprise fund'
(at the end of 1989, the latter was almost three times as big as the state
fund). The rationale was that assets acquired through state grants should in
principle be distinguished from those financed by workers out of retained
carnings. Even when financial obligations were imposed only on the first
part of capital (for example, by requiring that a prescribed rate of return be
paid on the state portion), the division of capital was arbitrary and the legal
position of the two funds remained unclear.”

These reforms occurred together with rapid changes in the rules of
economic behavior, the distribution of political power, and the mechanisms
of economic coordination. The transformation of enterprises into joint stock
companies was in its early stages; the control of enterprises by the state, on
the other hand, was weakening daily. Confusion over enterprise ownership
led to a clash between two approaches to privatization. The first,
“privatization from above,” advocated that the state be identified as owner,
temporarily centralizing assets in the hands of the state, and then selling (or
freely distributing) these assets to private individuals. The second approach,
“privatization from below,” or spontaneous privatization, suggested that the
real owner of all, or at least part, of the assets was the enterprise itself—that
is, workers or management--and that workers and management should
decide how and to whom those assets should be sold.

In other cases, as in Yugoslavia and the U.S.S.R., the situation was even more legally
complicated. Capital assets in Yugoslavia were defined as social property, that is, the property
of all, available for workers to use. The situation in the U.S.S.R. was similar: assets were deemed
to be “the property of all people.” The difficulty of such a position, from the point of view of
prospective privatization, is well illustrated by asking who would receive the proceeds in the case
of sale. When this question was posed for the first time in Yugoslavia in 1988-89, no one could
provide an answer. Workers could not receive the proceeds since they only have a usufructuary
right over the assets, nor could the state because the system was based on the fiction that the
assets belonged to society and not to the state.

17Legal specialists claim that the enterprise fund is also state property. Workers and
management reject this.
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The first approach was advocated by governments that had reached a
political consensus in favor of privatization, as well as by liberal economists.
This approach, it was argued, is more logical and would lead to quicker
privatization. It was based on the following premise: if ownership belongs to
the state, then the state has the right (like any private owner) to alienate it.
Privatization would proceed more rapidly, as the consent of individual
enterprises would not be required. Centralization of property claims in the
hands of the state thus came to be advocated by the most ardent supporters
of privatization.

Hungary and Poland were pushed in the apparently contradictory
position of seeking to recentralize assets only a few years after some assets
had become quasi-owned by workers, and after management rights had been
transferred to workers’ councils. The speed of change in these countries
meant that they moved in about five years from a centrally planned socialist
mode of production to a decentralized labor-managed mode (see arrow A
in Table 2.5), and then had to retrace their steps and return to unambiguous
state ownership so that they could speed up privatization (see arrow B). It
is ironic that “privatizers” tried to undo what the original “nationalizers”
had done some 40 years ago using the same instrument: the state.

Table 2.5 Transformation of the state sector

Labor
Capital Entrepreneurial role Hired out
Privately owned
Entrepreneurial Cooperative 1 Capitalist
(self-employed)
Hired out Cooperative 2 Entrepreneurial
B

State-owned
Entrepreneurial n.a. State socialist
centrally planned

Hired out Labor-managed Public corporation

n.a. = not applicable
Source: Milanovic 1991

The political problem that arises with this approach is that it presumes
that ownership rights unambiguously belong to the state—a position
contested both by the management and workers in enterprises to be
privatized. Employees argue that decentralization had transferred many
management rights to them (including the right to invest retained profits)
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and that they should be able to claim property rights over at least a portion
of the enterprise’s assets. They point out that if an enterprise were
autonomous (as they had previously been assured), it could enter into any
legally permissible contract, and it could issue its own shares and sell them
to anybody (including private persons). Using this rationale, workers and
managers engaged in “wild” or spontaneous privatizations.

This attitude was supported by those still in positions of influence who
believed privatization to be a means of converting their dissipating political
influence into economic power. They supported managements’ and workers’
independent privatization attempts. The decision to privatize, contract out
services, or lease firms’ assets thus often reverted to management or to
workers’ councils, depending on their respective strengths. Managers
sometimes took this opportunity to appropriate parts of the firm cheaply, or
to guarantee themselves good jobs in exchange for arranging favorable deals
for foreigners (Springer’s purchase of regional newspapers in Hungary is one
example) (sec Kaufmann 1990)."® The process became known in Poland as
the embourgeoisement of the nomenklatura.

The wave of spontaneous privatization started in Hungary in 1988; by
1989 it was common in Poland; and in Yugoslavia it began in earnest in
1990. It took numerous forms. For example, a private firm owned by, say, a
former manager, would lease almost the entire capital of an enterprise at
favorable terms; the former manager would then rehire enterprise workers
and continue production, thereby circumventing ceilings on wage growth
imposed in the state sector. Higher wages made the whole scheme palatable
to workers. Or a state enterprise might agree to sell output at official prices
to a private company that would later resell the same goods at higher free
market prices. Profits would be shared between management and workers.
Transactions were sometimes mere paper formalities, with goods never
leaving the premises. In some instances, enterprises were bought at low
prices by former managers, or by anyone with sufficient influence and
interest to do so.

Predictably, spontaneous privatizations provoked a public outcry. The
consequence of that outcry was an attempt to codify the process of
privatization through the introduction of privatization laws. In the
meantime, governments either attempted to ban spontancous privatization
(as in Poland) or introduce some control over the process by creating
watchdog agencies (as in Hungary).

Privatization laws represent the second major legal change required to
relaunch the process of privatization on a larger scale while still insuring
some transparency and social acceptance of the process. In the next section,
I discuss the advantages and disadvantages of different privatization options.

8The same phenomenon is occurring in eastern Germany.
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Typology of privatization

The number of firms privatized in Eastern Europe during 1990-91 can be
considered both great and too few. It can be considered great if we take into
account the absolute number of privatizations (particularly of small
enterprises), the rapid growth of the private sector even in a context devoid
of the essential infrastructure of market economies (problems include an
archaic banking system, unreliable accounting practices, disputable asset
valuations, and a shortage of qualified personnel). The number is too few,
however, if we consider the enormity of the task that still lies ahead. The
percentage of state assets privatized in 1990 and 1991 was (at the most)
between 5 and 6 percent in Hungary,” between 3 and 4 percent in Poland,
and less in other countries. A vast share of output is still produced in state-
owned enterprises.

The task is enormous and probably without precedent. The only possible
precedent is the Japanese government’s sale of state assets to the upper
classes after the 1867-68 Meiji revolution.” In modern times the largest
privatization program (in terms of GDP) has been that of Chile where
enterprises producing approximately 25 percent of GDP were privatized
between 1974 and 1989.% The second largest privatization was probably the
one undertaken by the Thatcher government in Britain, affecting firms
producing approximately 4.5 percent of GDP and employing about the same
percentage of the labor force. The British process took almost ten years in
conditions characterized by sophisticated capital markets, and a long-running
capitalist tradition. In contrast, the task of post-Communist governments is
to privatize SOEs that account for at least 50 percent of GDP; before the
process began it was hoped that it could be accomplished in 5 to 10 years
despite the absence of a capital market. It is understandable that the actual
results thus appear meager. [ shall here consider several ways in which
privatization can be accomplished.

All privatizations can be divided into three conceptual types, according
to the potential ownership group targeted by the procedure. Internal
privatization occurs when primarily workers in a firm are eligible for
ownership. External (sale) privatization occurs when the eligibility criterion

¥Calculated from data in OECD (1991, p. 71).

2 social terms, it was not very different from the embourgeoisement of the nomenklatura:
in both cases, a class that had lost political power tried to compensate for the loss by increasing
its economic power.

Ay may be noted, however, that some of the early Chilean privatizations were relatively easy
to administer: they involved returning assets to owners from whom they had been nationalized
only a year or two earlier. Also, the process suffered a reversal in 1982-83 when the state had
to renationalize banks due to a financial crisis (see Luders 1990).
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is the ability to pay for shares. Free distribution occurs when any citizen is
eligible to receive a portion of the assets for free or at a nominal charge.”

With internal privatization, shares are given or sold to workers employed
in a firm, including those who have worked there in the past. Workers can
also acquire shares gradually, first borrowing money from a commercial
bank, and later acquiring shares as they repay the credit (the ESOP model).
There may be restrictions on the transfer of shares. If shares have to remain
with the work force, the enterprise is of the Cooperative 1 type. The main
difference between employee buy-outs in the West (for example, the
National Freight Corporation buy-out) and internal privatization in
post-Communist countries, is the absence of a capital market in the latter
(see also Bogeti€, this volume). If shares, on the other hand, are freely
transferable, enterprises tend to become capitalist (limited liability or joint
stock) companies.”

With external privatization, shares are sold to the highest bidder.
Bidders can be divided into several noncompetitive groups to prevent one
group (for example, foreign buyers) from securing all shares or to spread the
potential capital gain as widely as possible. Special regulations for small
investors are introduced with the same objective in mind.

The free distribution of shares is a form of privatization where
certificates exchangeable for shares in state-owned firms are given to all
cligible citizens of a country (republic, city). The size of the target group
increases along the continuum of internal privatization to distribution of
shares.

Another privatization technique is privatization through holding
companies (or mutual funds). This method introduces an additional step in
the process of privatization: firms to be privatized are first taken over by
several funds. The funds later bring these firms to the market and sell them
by auction (as with external privatization) and/or they distribute shares in
the funds themselves (and thus indirectly in the enterprises they own) to all

A fourth type of privatization occurs when users of a particular service are eligible
(regardless of whether the shares are soid or distributed). An example is the privatization of
British Telecom where some shares were sold at nominal prices to telephone subscribers. We
omit discussion of this type of privatization as no particular interest in it exists in Eastern
Europe.

The French experience, described in Uvalic {1989, pp. 47-48), suggests that workers sell
shares quickly. For example, during privatizations held in 1982, approximately 10 percent of
shares of a dozen large companies were reserved for employees. Most shares were bought by
management. Workers bought shares principally for speculative reasons (to realize capital gains)
and sold them quickly. The same seems to have been the case in the United Kingdom: the
number of shareholders in British Aerospace fell from over 150,000 on the first day of
quotation, to 27,000 shareholders less than a year later (Santini 1986, p. 42). This implies a first-
year shareholder attrition rate of 87 percent. For a few other privatizations (for example,
Amersham, British Gas, British Telecom, and British Airways), the attrition rate ranged from
12 to 75 percent per year (see Milanovic 1989, p. 166).
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eligible citizens. Privatization through mutual funds thus represents a
technique that ultimately reduces to either external privatization or the free
distribution method. Table 2.6 summarizes these relations.

Individual privatizations, however, often consist of a combination of
privatization models. For example, 50 percent of an enterprise could be sold
to the highest bidders, 30 percent distributed to all citizens, and 20 percent
given to workers.

I shall now review the key advantages and disadvantages of the different
options.

Table 2.6 Target groups of different privatization models

Internal External
Sale of shares Workers Private persons
Institutions
Foreign investors
Giveaway Workers Private persons
Internal privatization

Advantages. The main advantage of internal privatization is that
administratively it is easy to implement and is popular at least among the
employees (workers and managers) of successful enterprises. These
employees expect to make capital gains because the market price of the
company is likely to be higher than the price at which the shares are
acquired (which may often be zero). Implementation problems are minimal:
workers must agree on a formula for distributing shares (for example, they
must decide if pensioners or previous employees are eligible) and they must
decide under what conditions, if any, shareholding will be open to
outsiders.” The transformation process is indeed spontaneous: the state
remains largely uninvolved.

Finally, if existing assets are the product of earlier decisions by workers
to reinvest their earnings, then internal privatization may be regarded as
equitable.

YNote that in order to qualify as privatization, this option must include transfer of
ownership in holding companies and firms to private individuals.

BIn some internal privatizations envisaged in Poland (see Walkowiak, Breitkopf, and
Jaszczynski 1990, p. 67), shareholding would be open to external investors but their shares would
carry one vote, while shares held by employees would be worth two or three votes.
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Disadvantages. The main problem with internal privatization is a
reflection of one of its advantages: spontaneity. No external party can
control abuses in the process. For example, if the management tightly
controls workers’ councils, it can ensure—through bribery, coercion or
manipulation of information—that workers accept a privatization proposal
favorable to management. This lack of external control is precisely the
feature of the nomenkiarura takeovers in Poland and Hungary that attracted
public criticism.

A more general problem with internal privatization is that it favors
workers from profitable firms; those employed in loss-making or mediocre
firms, as well as those in state administration or social services, will not
receive anything.”® (A way to placate some of these constituencies may be
to give to those employed outside the enterprise sector the right to buy
shares at discount.) In countries where agriculture is private, farmers would
also not benefit. When a firm’s self-investment has been less important than
state grants, and when employment in a better enterprise appears unrelated
to any particular merit of the worker—basically, when the enterprise has not
been very autonomous in the past—it is more likely that differences in
capital gains will be viewed as inequitable. Internal privatization would
consequently be viewed as less inequitable in the former Yugoslavia, where,
by and large, enterprises had greater autonomy and for a longer period of
time than in Poland or Hungary. Internal privatization would be least
recommended for Czechoslovakia or successor states of the US.S.R.

The equity problem can be alleviated to some extent by progressively
taxing capital gains (once they are realized—that is, once the shares are sold),
to minimize after-tax differences in capital gains. The objective of the
government, however, must be to allow some capital gain, so it can marshal
support for the policy. Some nonuniformity in gains among different groups
will persist.” Internal privatization more or less implies an absence of

26As Polish Minister of Industry Tadeusz Syryjczyk argues: “What can be said to the
argument that an enterprise belongs to its workers? That farmers who through a long period
carried the burden of industrialization now do not have any right to national capital? And
teachers and doctors? That a greater right on shares has a young man who works in a factory
for one year than a pensioner who worked there for 30 years? If this idea were put in practice
workers of rich enterprises would acquire huge capital, and others nothing” (quoted in
Baczynski 1990, p. 4). The response of those in favor of workers’ ownership is the following:
“Should workers of state-owned enterprises have in this revolution the same role as machinery,
buildings and land, just changing one owrer for another?”

Tt is argued that giving unequal capital gains to workers in different enterprises is not
different from the situation of labor-managed enterprises where gains are appropriated through
capital rents. Consequently, it is said, concerns with equity are misplaced. Instead of allowing
workers to appropriate the rent through higher wages, internal privatization gives them the net
present value equivalent in one lump sum. However, internal privatization is “neutral” only in
comparison with a labor-managed economy as it currently exists; it is not neutral in comparison
with a free distribution of shares. Workers in nonprofitable firms would surely be better off with
free distribution than with internal privatization.
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revenues for the state (except from the taxation of capital gains). Revenues
generated by enterprises may similarly be low, because most shares will be
distributed free or for a nominal charge; if the objective is that every worker
become a sharcholder, the price of shares must be affordable. Internai
privatization is thus unlikely to generate substantial new funds for a capital
‘expansion of enterprises.

Later evolution. Internal privatization will, if there are no obstacles to
the trading of shares, eventually lead to “normal” external privatization
(that is, the creation of a capitalist firm) where the majority of shares are
held by nonemployees. This evolution occurs through the departure from the
firm of shareholding workers, the sale of shares to outside investors, or the
bequest of shares. One of the defects of the Cooperative 1 model—the
absence of risk diversification—would be solved in the medium term.

Support for internal privatizations in Eastern Europe is weaker than one
might expect. Although the American ESOP organization has established
contacts in Poland, Slovenia, Bulgaria, and several successor states of the
Soviet Union,” no strong political backing for internal privatizations seems
to exist. In Poland, for example, workers’ pressure in favor of internal
privatization is not particularly strong, although a few new parties are
apparently trying to capitalize on what they hope could become a popular
issue. In Czechoslovakia and, particularly, Hungary, internal privatization is
rejected. The political weakness of the idea may also derive from the fact
that it is seen as an extension of workers’ self-management, which was
influential in the early 1980s but later discredited.

External privatization

Advantages. The main advantage of external privatization is that it allows
the state to collect money through the sale of enterprises at realistic
prices.”” If a country suffers from a liquidity overhang, as do many in
Eastern Europe, external privatization should allow some excess money
balances to be absorbed (assuming that the government sterilizes that
money). Also, if the existing distribution of income is taken as given, the
model allows for an optimum allocation of shares because, as with any other
good, shares are purchased by those willing to pay the most. The
implementation of external privatization is relatively simple. Several rounds

2In 1990 more than 1,000 Sovict enterprises leased their assets from the state. They paid
only a fixed amount to the state and made all decisions independently. At least one of these
enterprises (Moscow Agricultural Combinate, with 800 employees) has purchased assets from
the state and has organized itself into an employee cooperative with private ownership of capital.

PExternal privatization can take one of three forms: fixed price offer for sale (where shares
are offered at a predetermined price), auction, or placement (where shares are taken over by
a broker who later sells them to the public). In developing countries the most popular technique

is sale to single owners (see Nankani 1990, p. 44). [ts efficiency is dubious; it is not considered
a serious alternative in Eastern Europe.
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of sales can be organized and/or investors can be divided into several groups
(small and big investors, domestic and foreign, institutional and physical
persons) to allow capital gains to be more widely spread. Price
discrimination, whereby preferred investors (for example, small domestic
investors) pay less for shares, can be realized.

Disadvantages. The greatest difficulty with external privatization is
determining the reservation price below which the state refuses to sell
shares. At first it might seem strange that price determination could be a
problem in an auction. Yet, in socialist economies just beginning to
privatize, there is no stock market; information about companies can thus
be incomplete or misleading. For example, the accounting system is adjusted
to the demands of a state-regulated or centrally planned economy and
independent auditors do not exist. It is therefore difficult to assess the worth
of a company.

If one of the objectives of the state is to sell “national patrimony” at
a reasonable price, then setting an appropriate minimum price becomes very
important; this is especially true because capital gains, if significant, would
accrue to those who already have enough money to bid for shares. It is
difficult to argue that already better-off people should receive greater capital
gains. The process, as in the United Kingdom and France, becomes open to
the charge that it favors higher income groups.” The experience with a few
sales in Eastern Europe shows that this may become a major problem. A
Hungarian parliamentary commission investigated the sale of Ibusz travel
agency whose shares were oversubscribed 23 times; the opening price on the
first day of trading was 3 times higher than that paid by investors. The
government was accused of arranging “sweet deals” and squandering
national wealth.

A solution to the problem is either to slow the pace of sales to avoid
egregious pricing mistakes (as the market develops, pricing presumably
becomes more “correct”) or divide investors into groups and use
information from one auction to set the reservation price for the next
auction. This is the idea underlying Kawalec’s (1989) proposal: foreign
investors would only be allowed to bid for the first 20 percent of shares (so
the price would be relatively high and the capital gain small). The price from
the first round of auctions, reduced perhaps by 10 to 20 percent, would then
be used as the reservation price for the second auction, which would be

%For the first eight French privatizations (up to May 1987), underpricing of shares,
calculated as the percentage difference between the offer price and the actual price on the first
day of trading on the Bourse, ranged between 5 and 80 percent (calculated from Durupty 1988,
p. 67). The average weighted capital gain in the United Kingdom amounted to 18.4 and in
France to 14.9 percent (Jenkinson and Mayer 1988, p. 487). In nominal amounts, capital gains
from privatizations up to the end of 1987 were 3.3 billion pounds (approximately $4.3 billion)
and FF 12 billion (about $1.5 billion). The capital gain accrued disproportionately to better-off
households. Whereas only 2 percent of low-income French households bought shares, the
proportion among top income groups was 30 percent (Durupty 1988, p. 114).
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open to domestic investors only. Unsold shares would be kept by the
government (as preferred shares) and sold at a later time. This suggests that
external privatization would need to be conducted through several rounds
of auctions, each geared toward a different class of buyers.

Another objection to external privatization is that those able to purchase
the shares, and hence benefit from any capital gains, are not necessarily
“socially deserving,” either because they were too closely associated with
the previous undemocratic regime or because they made their money
through foreign exchange deals, smuggling, or other semilegal or illegal
activities. With massive external privatization there may be an imbalance
between the number of enterprises offered for sale and the funds of ordinary
citizens; prices may, therefore, turn out to be low regardless of any
intentional mispricing. The fact that capital gains will indeed accrue to the
rich segment of the population, and that concentration of wealth will
increase, is a serious argument against auctioning as the only form of
privatization.

The role of institutional investors. External privatization will be open to
individual investors as well as to institutional investors (such as pension
funds, insurance agencies, and so on). It is difficuit to prescribe an optimal
blend between the two. In market economies institutional investors have
tended to become more important. The percentage of publicly quoted equity
held by institutional investors grew in the United Kingdom from 47 percent
in 1975 to 63 percent in 1990; in the United States it grew from 33 percent
in 1980 to 45 percent in 1990. In both countries, pension funds alone hold
30 percent of total listed shares. In Japan and Italy the role of institutions
is even greater: they hold more than three quarters of all shares; on the
Tokyo stock exchange individuals’ holdings accounted, in 1991, for only 21
percent of all shares (Economist 1990b, p. 96; Emmott 1991, p. 8).

According to some views, the key advantage of institutional investors is
their ability to monitor firm’s managers. Because institutional investors tend
to be large shareholders, they have more to gain (or lose) from a firm’s good
(or bad) performance and they can more easily replace a poor management
team. Institutional investors are better able to track and assess enterprise
performance; their greater professionalism (compared to the individual
investor) allows institutional investors to make more informed decisions and
to process information at a lower unit cost.

It is also argued, however, that because institutional investors work with
other people’s money they display the same weaknesses inherent in any
principal-agent relationship. They may not be very efficient “policing”
agents for enterprises in which they own shares simply because they
themselves are imperfectly controlled by shareholders. Institutional investors
may thus be even less effective in enforcing proprietors’ interests than
diffused shareholders. Recent changes in ownership patterns in some market
economies (primarily in the United States, Britain, and France)—for
example, management buy-outs and the shunning of publicly quoted in favor
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of privately held companies®®—lend some credence to this view. These
changes have better realigned the interests of owners and managers. In terms
of modes of production, the changes represent a move from entrepreneurial
to capitalist firms.” They also affect the role of institutional investors. As
the place of external owners is taken by internal owners (managers or
employees), institutional investors also tend to become less important as
shareholders.

On the other hand, the growing share of private placements—whereby
companies sell debt or equity directly to institutional investors without
making public offerings—increases the importance of institutional investors
as sharcholders.

The recent trend away from publicly quoted companies in the West,
however, does not seem relevant for Eastern Europe. Conditions there are
vastly different. One of the objectives of privatization in socialist economies
is the creation of a market economy; this requires the development of the
stock market. Another objective is diffused ownership. Neither a market
economy nor diffused ownership can be achieved unless a number of
companies become public (in the sense of “publicly quoted”). A more
relevant issue, then, is the distribution of shares between individuals and
institutions.

An insufficient accumulation of wealth in the hands of individuals, as is
the case in Eastern Europe, improves the prospect of an important role for
institutional investors. It could also be contended that institutional investors
in Eastern Europe are more likely to understand the operation of stock
markets than private individuals. Yet in many instances the role of
institutional investors is severely circumscribed by the current economic
system. For example, with the present system of pay-as-you-go funding of
social insurance and with current pension rules, pension funds (even if they
become truly independent of the state) would not have sufficient resources
to invest in newly privatized firms.” Similarly, the take over of a part of an
insolvent firm’s assets by commercial banks (as happened in Hungary and
Yugoslavia) does not indicate that banks are assuming a more market-
oriented approach; rather, it is reminiscent of the old practice of writing-off

3'In 1989 and 1990, the number of new U.S. firm listings on stock exchanges was SO percent
less than the annual average in the previous seven years (Economist 1990a). Also, since 1980
more than 1,000 U.S. firms have become privately held as result of leveraged buy-outs
(Economist 1988, p. 75).

3 Management buy-outs represent an interesting stage in the evolution of capitalism. In early
capitalist firms, owners were managers simply because they owned the capital. Dissociation
between ownership and management occurred later as result of the increased scale of operations
and the division of labor. Management buy-outs reestablish the initial identification of owner and
manager, but this time through a different route: the manager becomes the owner.

30ne way to circumvent a lack of funds, suggested by Kovac (1989), could be to allow cross-
ownership similar to Japanese Keiretsu. Several firms form an apex enterprise, which they own;
the apex in turn holds shares in each of the firms. No money is needed for the deal: shares are
exchanged through barter.
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nonperforming loans by converting them into equity. Finally, institutional
investors are currently almost all state owned. They need to be converted
into private companies (which would require that their portfolios be cleaned
up) before they can assume a meaningful role as stockholders of other
firms.>*

In conclusion, short-term prospects for institutional investors in Eastern
Europe appear mixed: they possess some advantages (for example,
professionalism), but an excessive reliance on them could slow the
privatization process and fail to create a sufficient constituency that supports
privatization. More ominously, the process could fall prey to the old idea of
entrepreneurship exercised by state-owned institutional investors.

Free distribution of shares

Advantages. The key advantages of a free distribution of shares are that it
is egalitarian, it circuamvents the problem of fund shortages or the
concentration of funds in the hands of foreigners or former nomenklatura,
and it solves the difficult and politically explosive issue of enterprise
valuation. These advantages can be reviewed in turn. It is also the simplest
formula for privatization: it dispenses with arguments about the contribution
of different groups to the accumulation of an enterprise’s or nation’s wealth.
It gives concrete meaning to the vague term social ownership.® The
resources for privatization (that is, vouchers) are, as it were, produced by the
government, and no group or individual enjoys any privilege. Foreigners are
excluded from at least the first round. Because proper enterprise valuation
is difficult in socialist economies, the government may prefer to issue
vouchers and have the population determine the correct value. The
government cannot be accused of intentionally underpricing some assets—an
accusation that, because of the complex and often arbitrary nature of
valuation, can be difficult to rebut. If the government freely distributes
shares, it cannot be accused of favoritism. Voucher privatization can be
completed relatively quickly (from 6 to 12 months), although it probably
involves higher administrative costs than the other two options.

Disadvantages. The free distribution of shares, by definition, involves
almost no revenue to the state. Abstracting from increased subsequent
revenues through the taxation of firms expected to become more profitable
as a result of privatization (so that the faster privatization proceeds, the
greater will be the net present value of taxes), the process could even imply
a net cost to the state because of administrative expenditures that may not
be fully recovered. The trade-off between the breadth of privatization and
level of revenues is very much in evidence in this scheme.

30n the sequencing of enterprise and bank privatization, see Hinds (this volume).
30ne of the first proponents of widespread distribution, Edgar Feige (1991), even called this
process “socialist privatization.”
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Another problem is that wide distribution of shares will fail to
strengthen the link between a shareholder’s income and the performance of
the enterprise in which he holds shares. The absence of this link was one of
the reasons why the state was not an efficient owner. If private ownership
is dispersed with many people owning small stakes (as it would necessarily
be in the beginning), the monitoring of enterprise management would be
weak. The cost of monitoring for the individual small shareholder may be
higher than the expected loss of income caused by poor monitoring.
Monitoring would be particularly difficult in the new environment, which
would be full of uncertainty. As Demsetz and Lehn (1985) argue,
shareholding in such an environment must be more concentrated. In
addition, an underdeveloped auditing system will make it easy for managers
to make false reports. This could erode confidence in the system and
discourage the formation of a stock market, without which distribution of
shares could become a meaningless exercise.*

The problem of overly dispersed ownership would, however, be
alleviated through time as holdings become more concentrated. When this
happens, both the equity consideration (that all members of a community
should have equal access to privatized assets) and the efficiency
consideration (that a clear group of owners of each company must emerge)
come close to being satisfied.”’

Mutual funds (holding companies)

Advantages. The main advantage of the mutual fund model is that it may
result in both relatively fast privatization (if shares in holding companies are
distributed to the population), and fast improvements in the allocation of
capital and in firms’ efficiency. Introducing a layer of mutual funds run by
professional managers between enterprises and the population could lead to
the quick creation of a capital and stock market (at which only institutional
investors or mutual funds would initially trade). The mutual funds could
probably make the best use of scarce managerial skills, improving the

3¢Similar problems have limited the development of a stock market in capitalist countries like
Turkey.

37 Another problem appears in some early distribution schemes (see, for example, Feige
1991). Shares in all firms are given in “bundles” to eligible citizens. If one wants to acquire
more shares in enterprise A, he must also buy more shares in enterprises B, C, and so on, from
people with similarly bundled shares. Shares, however, can be unbundied using certificates
(issued in the same amount to all eligible citizens) with which to bid for and buy shares of
different firms. This is the substance of proposals put forward by Lewandowski and Szomburg
(1989), Hinds (1990), and Saldanha and Milanovic (1990), as well as of the Czechoslovak
voucher scheme whose implementation began in October 1991. One of the first such proposals
was offered by Milovanovic (1986, pp. 116-17).
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functioning of the economy and assisting enterprises with their
restructuring.®® If enterprises are brought to the market by mutual funds,
and the level of the population’s financial knowledge improves, then the
individual stockholder will become an increasingly important player on the
stock market. For those unfamiliar with the stock market, shares in mutual
funds would provide a less risky asset than stocks of individual companies,
the values of which can be expected to fluctuate greatly, especially in the
beginning. Mutual funds will enable a “soft landing” in the transition from
socialism to capitalism.

Disadvantages. The principal problem with this model is the danger that
slow privatization could become “no privatization at all.” Groups opposing
privatization might prefer this proposal for that reason, believing that
through inertia mutual funds will remain in state hands. This scenario
represents a reversal of the idea of “simulated” capital markets, in which
nonprivately owned companies iry to behave like capitalists. In order to
preempt such developments, revised proposals for privatization through
mutual funds insist that all (or most) shares in mutual funds be immediately
distributed to the general population. An immediate distribution would
achieve two objectives: it would introduce some control over the managers
of funds (so that funds did not turn out to be relabelled state ministries),
and it would open the stock market to the population (even if trade would
initially take place only in mutual fund shares).

Country experiences
Hungary

Hungary’s privatization process was similar to the model described in the
section on stylized facts of privatization. Major decentralization took place
in 1985. This change represented a move toward the model of a
labor-managed enterprise. Decentralization was preceded by an important
development: beginning in 1982, worker teams were allowed to rent
machinery and equipment from their enterprises and work on their own
account after work hours. Enterprise Business Work Partnerships, as this
form of organization was called, was a prototype of the labor-managed
enterprise: labor and entreprencurial income belonged to workers who paid
a rental to the state (or SOE). This model initially affected only a portion
of workers, but was generalized in 1985. The role of enterprise councils was
expanded: the state only retained the right to nominate directors and

BYarrow (1990) has recently pointed out that restructuring in the United States and Britain,
following the oil price rise, was accompanied by a move away from conglomeration toward more
dispersed forms of organization.
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influence policies of large and “strategic” enterprises.” The distribution
of power within the enterprise, however, was such that management (allowed
by law to occupy only half the seats of enterprise councils) was able to wrest
control from workers, and transform state socialist enterprises into public
corporations.”

When the Hungarian government wanted to change course in the late
1980s and to begin with a serious privatization, it became embroiled in a
political conflict with enterprises whose managers and workers resisted the
attempt to strip them of property rights. In particular, they did not want to
lose the ability to appropriate a portion of the return on capital in the form
of higher wages and bonuses, nor did they want to lose the entrepreneurial
role they had only recently acquired. The original anti-Center coalition
between workers and management—which had been in danger of collapsing
with decentralization because workers, in contrast to management, supported
an expanded role for enterprise councils—reasserted itself when both groups
felt threatened by the state’s attempt to regain control.

In October 1988 the Hungarian parliament passed the Economic
Association Law allowing state enterprises to become joint stock companies.
This led to a spurt of employee and management buy-outs, often at terms
quite advantageous to employees and management. Foreign companies also
became involved, securing some extremely favorable purchases. The decision
of whether to convert enterprises into joint stock companies rested with
enterprise councils. The process had two major flaws: first, the process was
not equitable because privatization took place at prices that were too low,
and second, the state was not entitled to the proceeds of sales, even if
sizable portions of the firms’ capital had been acquired through state
investment or subsidized credits.

At the same time, a curious political coalition formed that supported the
process of spontaneous privatization. The coalition was composed of
economic liberals, who held that spontaneous privatization was the most
natural and quickest way to dismantle the state sector, and parts of the old
nomenklatura wWho saw in spontaneous privatization an opportunity to
acquire economic power. The first group viewed the inevitable social costs
of spontaneous privatization as the unavoidable cost of the transition to a
private ownership economy. The second group expected to profit from these
social costs.

¥Classical state-managed enterprises accounted for 27 percent of Hungarian firms in 1987.
More than half of that number were public utilities. The remaining 73 percent of enterprises
were managed by enterprise councils, composed of employees and management, or, in the case
of enterprises employing less than 500 workers, by workers’ assemblies. See also Mora (1991,
p- 2).

The process, of course, was not tidy. In October 1987 the government allowed the issuance
of property notes, which were nontransferable workers’ shares. Firms that availed themselves of
this opportunity became Cooperative 1.
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The Transformation Law passed in June 1989 was designed to address
some of the abuses of spontanecous privatization and to establish more
rigorous procedures for future privatizations. In order to limit
undervaluation of assets, privatizations were to be overseen by the State
Property Agency (SPA). This agency, in operation since March 1990, was
empowered to bring cases of fraudulent privatization to a court, which could
overrule a decision to privatize (as it did with the sale of the Hungarhotel
hotel chain). Valuation problems with the first flotation of a Hungarian firm
on the Budapest and Vienna stock exchanges (shares were traded at
approximately three times the issue price) led to recrimination between
Parliament and the SPA, and the resignation of its first director.

Initially, the SPA could begin privatization only for enterprises
unambiguously owned by the state—that is, those enterprises whose
self-management rights were not expanded in 1985. These enterprises,
however, were mostly utilities. In the case of worker-managed enterprises
(which comprised about 70 percent of all enterprises and 50 percent of
assets), the SPA required parliamentary authorization to initiate
privatization. This provision was eventually changed and the SPA was given
authority to initiate privatization regardless -of the opinion of workers or
management. In September 1990, dissatisfied with the relatively slow pace
of privatization, the Hungarian government established a new vehicle for
privatization. It introduced the concept of investor-initiated privatization: an
investor could approach the SPA directly and negotiate the sale of a firm.

Three types of privatization were thus in existence in Hungary by 1991:
privatization initiated by the SPA (or “privatization from above”), expected
to account in the years to come for the sale of between 6 and 9 percent of
state assets per year; investor-initiated privatization (or “lateral
privatization™), expected to account for the sale of 5 percent of assets; and
spontaneous enterprise-initiated privatization (or “privatization from
below™), also expected to account for 5 percent of asset sales. According to
this somewhat optimistic scenario, more than 15 percent of state assets
would be privatized annually.

Data on the extent of privatization activity are not fully reliable. What
is known about spontaneous privatizations mostly concerns individual cases
and these cases were often “wild” or fraudulent privatizations that attracted
popular interest. Under the Transformation Law only a dozen enterprises
were privatized by the end of 1990 (Mora 1991, p. 11). At that time, it was
estimated that assets worth $1.8 billion (or roughly 6 percent of the total
gross accounting value of state assets) were sold or were in the process of
sale (OECD 1991, p. 73).“

The transformation of the structure of production in Hungary has
probably proceeded faster than in other formerly socialist economies.

M According to SPA criteria, an enterprise with at least 20 percent private ownership is
considered wholly privatized.
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Spontaneous privatizations have eroded the state socialist and labor-
managed sectors, while private sector activities have increased significantly.
In the beginning of 1988, private sector employment (including the
self-employed