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FOREWORD

Privatization has become a watchword in many countries seeking to improve
their economic performance. The selling off  of  under-performing state
enterprises has relieved many governments of  significant budgetary burdens.
However, it appears that governments have not always paid enough attention
to monitoring the process of implementation, nor to the regulation of
privatized enterprises to meet social and other requirements. Unless proper
care is taken to address these issues, the full benefits of  privatization might
not be realized.

This volume provides analysis and empirical insights on the monitoring
and regulation of  privatization. It draws on papers prepared by eminent
developed- and developing-country experts which were first presented at a
meeting of  the Interregional Task Force on Privatization, held in July 1993
in Oxford, UK. A special feature of  the report is a review of  the UK
experience, together with a consideration of  the developing-country context.

The study reported on here is the fourth in a series of  studies undertaken
by the Interregional Network on Privatization, established by UNDP’s
Division for Global and Interregional Programmes. The Network takes a
broad view of  the privatization issue, looking not only at simple transfers of
ownership but at the whole host of  institutional and management changes
aimed at maximizing an appropriate balance of sustainable social and
economic benefits from public and quasi-public enterprises. Through this
wide-ranging approach, together with the extensive involvement of  both
developing- and developed-country experts, the Network continues to make
a unique contribution to analysis and debate of  this issue.

Professor V.V.Ramanadham, Coordinator of  the Network, has edited this
volume with great diligence and expertise. He has also provided an analytical
introductory paper as well as a succinct concluding review.

This report is intended to provide useful information on the intricacies and
techniques of  monitoring and regulating privatization. I sincerely hope it will
attract the attention of  those most in need of  such information, especially the
governments of  developing countries and of  countries in transition.

James Gustave Speth
Administrator

United Nations Development Programme
New York
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PREFACE

The papers included in this volume emerge from the Interregional Task Force
Meeting organized by the United Nations Development Programme (UNDP)
—Division for Global and Interregional Programmes (DGIP) during July
1993 at Oxford. This has been a major activity of  the UNDP’s Interregional
Network on Privatization, devoted to an aspect of  privatization which has
not yet received the attention it needs, namely, monitoring and regulation. I
convey my thanks to the contributors.

I express my gratefulness to Mr James Gustave Speth, Administrator of
the UNDP, for his Foreword, to Mr Timothy Rothermel, Director of  DGIP,
and Mr Philip Reynolds, for their guidance leading to this publication, and
to Professor George Yarrow for his valuable co-operation in the conduct of
this activity.

Ramanadham
Interregional Network on Privatization

New York
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THE MONITORING AND

REGULATORY ASPECTS OF

PRIVATIZATION
 

V.V.Ramanadham

This chapter aims at providing an overview of  the whole range of  issues
relevant to an analysis of  the monitoring and regulatory aspects of
privatization. It is planned, deliberately, to cover the monitoring aspects
extensively, while, on the regulatory aspects it is limited to certain observations
highlighting the unique situation of  the developing countries. (The chapter
by George Yarrow constitutes a complementary paper focused on the
regulatory aspects.)

The chapter is in two parts—the first on monitoring and the second on
regulation. The first section deals with the concept of  monitoring
privatization, as employed in this paper. The second lays out a taxonomy of
the dimensions of  monitoring. The third section analyses the substance of
monitoring during privatization and the fourth deals with monitoring post-
privatization. The fifth section brings out the special considerations relevant
to monitoring in developing countries. The sixth and the seventh sections,
which overlap somewhat, are concerned, respectively, with the techniques of
monitoring and the agencies for monitoring. The eighth section presents a
brief conclusion.

Part II is relatively short, focused on the context of  developing countries
concerning the regulatory aspects of  privatization.

PART I

The concept of  monitoring

The term ‘monitoring’ is employed in this chapter in the sense of  a
continuous fact-finding of  privatization with a purpose, as it proceeds
and afterwards. It is useful to distinguish it from regulation which
represents a positive intervention from some public agency (including a
government department), and from evaluation which aims at drawing
conclusions and making judgements on the outcomes of  privatization in
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terms of  the relevant national or macro preferences. There cannot be a
neat demarcation among the three concepts, of  course, in practice.
However, monitoring is treated here as a relatively neutral concept,
warranting distinction from the other two concepts though strong
interrelationships exist among them.

The purpose of  monitoring privatization may be described as follows:
 
(a) to establish accurately the facts relevant to the processes of  privatization;
(b) to suggest course corrections, as may seem to be desirable;
(c) to assist in proper regulation post-privatization; and
(d) to help, eventually, in evaluation.
 
Any differences on the connotation of  the terms do not affect the substance
of  the analysis and the suggestions that follow.

Taxonomy of  monitoring

There can be a two-fold division, event-wise, namely, during privatization
and post-privatization. A three-fold division is also necessary, coverage-wise,
namely, an enterprise subject to privatization, all privatized enterprises and
the situation outside of  the privatized enterprises themselves. These ideas
may be set out diagrammatically as follows (see Figure 1.1).

Some explanations are helpful. Post-privatization monitoring might be for
three over-lapping purposes. At the minimum it just establishes the relevant

Figure 1.1 The taxonomy of  monitoring
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facts, whether a fully-fledged system of  regulation or evaluation is in place or
not. Then it can be specific in orientation in the context of  a regulatory
framework. For instance, the Office of  Gas Supply (OFGAS) in the United
Kingdom, says ‘we intend to monitor the results’ of  British Gas’s improved
techniques;1 and the Office of  Water Services (OFWAT) talks of  a ‘monitoring
regime’ involving the ‘setting up of  reliable and effective procedures for
reporting and collecting data about the activities and operations of  the
companies’.2

Monitoring can also be specific in the course of  evaluation of  privatization
in terms of  specified criteria or in a general way. Instances are not common
in this respect, however.

Looking at the coverage dimension, we can think of  monitoring the
privatization of  an individual enterprise, or of  the commonalities that may
be inferred with reference to all the enterprises under privatization, or of
the parallel requisites3 of  successful privatization, such as conducive
legislation, liberalization and capital markets. While the purpose of  the first
category is obvious, the second is useful in highlighting certain overall
features of  privatization, for example, consistency in approach, ownership
concentration or spread, and proneness to monopoly. And the last category
gains in importance, considering the essentiality of  several favourable factors
in the economy, external to the operations of  individual privatized
enterprises. Monitoring can reveal the extent to which these are available.
This helps in formulating policy suggestions relevant to the evaluation
columns as well as the regulation columns of  the taxonomy presented above;
for the success of  privatization in point of  results might sometimes—if
not often—be dependent on appropriate regulation and helpful parallel
requisites.

Monitoring during privatization

Figure 1.2 presents an overview of  the substance of  what to monitor during
privatization.

Several items in the figure apply to individual enterprises as well as to the
all-enterprise context. Some, however, essentially apply to the latter, for
example, process (with its two subheads) and parallel requisites.

Further, some items overlap post-privatization monitoring, for example,
objectives and parallel requisites. In fact with reference to objectives, the more
fruitful monitoring is that which takes place post-privatization. And
monitoring of the state of parallel requisites is not only helpful but essential
while evaluating the success of  privatization. This is excellently confirmed
by the experience of  Bangladesh where the viability or nonviability of
privatized enterprises owes as much to the privatization processes as to the
state of  parallel requisites.

Let us look at each item shown in Figure 1.2.
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Objectives

The monitoring suggested under this caption consists of  establishing facts
concerning the propriety of  a privatization vis-à-vis the stated objective(s). A
difficulty arises at once. There is no clear statement of  objectives or of  policy
in the area of  privatization in many countries. There is plenty of  evidence.
For example, it is said of  Pakistan that privatization is not preceded by any
formal policy statement specifying the objectives.4 It is even truer to say that
the specific objective of  privatizing a given enterprise is rarely stated in precise
terms. The objectives of  privatization are, in most cases, stated in an overly
general manner—just as the objectives of  public enterprises have almost
always been. The following excerpt, on objectives, from Malaysia’s
Privatization Plan confirms the point:
 
(a) to relieve the financial and administrative burden of  government;
(b) to improve efficiency and productivity;
(c) to facilitate the economic growth;
(d) to reduce the size and presence of  the public sector in the economy; and
(e) to help impact the national economic policy targets.5

 
It is, therefore, not easy to pin-point the aspects that need to be monitored
relevantly to a precisely-stated objective. Hence a wide compass of
circumstances, which seem to be pertinent to any of  the objectives contained
in the blanket statements or budget speeches, need monitoring— a task which
in itself  might dampen the enthusiasm for meaningful marketing. The lack
of  proper monitoring of  the correlation between objectives and a privatization
measure could easily lead to such generalized allegations as the following (in
Uganda): ‘The process of  divestiture has been handled in a way that runs
counter to government-stated policy of  objectives.’6

Process

The aspects meriting monitoring under this head may be classified under
two subheads.

Sequencing

It is, by now, widely recognized that privatization in developing countries and
in centrally-planned economies in transition takes many years to accomplish.
A recent statement by the Minister for Cabinet Affairs of  Egypt illustrates
this: ‘he will not be prepared to commit himself  to naming more companies
for privatization until the government sees how sales of  the first batch fare’.
(The first batch consists of  20 companies only.) Some knowledgeable people
think that the whole programme could take at least twenty years.7 We come
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across similar instances of  lack of  (immediate) preference for divestiture
elsewhere: the Deputy Agricultural Minister of  Thailand recently announced
that there would be no divestiture but ‘restructuring’ of  the three public
enterprises under his ministry.8

It is obvious that, in the nature of  it, sequencing in the sense of  protracted
time-phasing, calls for monitoring what is happening as additional measures
of  privatization are implemented. In fact, sequencing connotes much more
than organizing a timetable of  divestitures. At least two more ideas are
fundamental. One relates to the sequencing of  privatizing options in relation
to individual enterprises. For example, is a given enterprise to be put through
divestiture or a non-divestiture option? If  the choice is in favour of  the latter,
how soon and under what conditions is a non-divestiture option to give way
for divestiture? Or, is this planned not to take place for a long time or, as
presently conceived, for ever? Besides, what exactly is the preferred non-
divestiture option—a management contract, a lease, contracting-out, some
other kind of  restructuring, or an effective performance contract? In other
words, a total schedule of  privatization actions governing the public enterprise
sector, as conceived at the moment of  policy formulation, is an important
element of  the sequencing idea. Where this exists, monitoring has to establish
how far it is adhered to in practice. Deviations get exposed and can attract
the necessary questions. Where such a schedule does not exist, as is likely in
most cases, monitoring will only reveal what has been happening, but without
a bench-mark with which to compare; but it can provoke ‘some assessment
of  the optimum choice for a privatisation modality in relation to the categories
of  enterprises’.9

The other idea pertinent to sequencing is that it should be conceived in
relation to the dynamics of  the parallel requisites—for example, the state of
the public exchequer and the structure of  the budget itself, and the state of
the capital markets. Monitoring should seek to establish whether privatization
decisions—especially on divestiture—have been compatible with the state
of  relevant macroeconomic conditions.

Categorization

It is becoming common for many countries to classify their public enterprises on
criteria that involve the divestible equity proportion or the essence of  privatization
contemplated or the order of  divestitures. For example, Nepal10 and Uganda11 have
lists of  enterprises in which the whole equity, or a part of  the equity, or none at all
is planned to be divested. Nigeria has lists of  full privatization (that is, divestiture),
partial privatization, full commercialization and partial commercialization.12 Malaysia
has lists of  enterprises for ‘immediate’ privatization, ‘priority restructuring’, ‘back-
burner’ cases, and ‘consider future’ cases.13

Basically the propriety of  such categorizations rests on considerations of
the comparative advantage of  keeping a given enterprise in one category rather
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than another, in given economic circumstances. Whether this principle has
been upheld in practice is what monitoring may seek to throw light upon.
Or else, the classification decisions might be criticized as arbitrary or might
not easily be supportable on known grounds.

It is equally important to monitor the rationale of  deviations in practice
from the announced categorizations. Not that circumstances do not justify
deviations, but they should be shown to have been justified. This keeps the
public from imputing ad hocism and, what is worse, motives, to the
government’s actions.

Further, sequencing makes it necessary to monitor the impact of  the
privatization decisions and implementation measures on the enterprises
continuing in the public sector. The managers might be dispirited; and the
government might itself  be disinterested in enabling them to command the
necessary financial resources. Under such conditions their efficiency is likely
to deteriorate and the rationale of  the government holding on to them gets
weakened. (There will be further related comments in the section on non-
divestiture options.)

Divestiture

There are several aspects of  divestiture which merit monitoring, so that every
one is clear on the propriety of  the divestitures that are taking place.

Order

The order in which divestitures take place raises two kinds of  question. The
first is a relatively simple one: is an announced order followed? If  not, the
rationale has to be established afresh on the basis of  convincing factual
material. The second raises more substantive issues. Does the order obey
any declared principle of  divesting first losing enterprises or profitable
enterprises or of  divesting packages of  good, bad and indifferent enterprises
(profit-wise)? If  it does, does the implementation agree with the declared
principle? Monitoring is not too simple in this respect, for it calls for
reasonable correctness regarding the conclusions of  profit or loss on the
part of  individual enterprises. This is not easy to ensure, considering the
serious qualifications to the reliability of  public enterprise accounts in many
developing countries and centrally-planned economies in transition.

The order might be in terms of  enterprise size. The small ones might
come first, assuming that they present fewer problems than the big ones. We
need to monitor, however, whether certain big enterprises deserve being
parcelled into smaller units, without offending techno-economic criteria, so
that they virtually offer themselves as small enough to merit inclusion in the
priority list. The situation in Eastern Europe and Russia provides interesting
insights in this context.
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Where occasional deviations from a preferred order become necessary,
for example, where there is a sudden expression of  interest in an enterprise
on the part of  a domestic or foreign investor,14 the circumstances justifying
the deviations need to be established through an appropriate monitoring
technique that adds to the credibility of  the changes and allays the suspicion
that those in authority are acting under discretion or self-interest.

In some countries the criteria for the selection of  candidates for divestiture
are laid down. This renders it easy for the monitor to take a view on whether
the candidates actually selected meet the criteria and whether there are other
candidates that better satisfy the criteria. If  this is not done periodically, there
is the risk of  the criteria statement ending up with nominal value in practice.
Kenya may be cited as a country where the criteria have been set out; so that
‘the whole enterprise selection process is objective and fully transparent’.15

The enterprise should be one with majority government ownership, needing
minimal restructuring or regulatory readjustments, characterized by
profitability and minimal staff  redundancies, and possessing reasonably
accurate data. Some similar ideas are implicit in the criteria laid down in
Morocco.16

Pricing

The price at which an enterprise is sold is one of  the most thorny problems
encountered in the context of  privatization. There is evidence from developed
as well as developing countries, of  underpriced divestitures. The British
Airways shares and the Rover, for example, were sold at a lower price than
was considered by critics as reasonable and possible.17 The feeling is widely
expressed in Pakistan that enterprises such as the Rotiplant at Faisalabad18

and Shahtaj Textiles19 were sold at inordinately low prices and in Sri Lanka
that the divestiture of  Thulhiriya Mills, Buhari Hotel, and Ceylon Oxygen
represented underpricing.20 It is alleged in Guyana that the national timber
company was sold for £9.7 million to a foreigner, who resold it after a few
months for £60 million.21

In general, speedy divestitures, often constrained by deadlines, led to
‘imprecise and low values’, in the words of  the UN Centre on Transnational
Corporations.22

Our present purpose is not to delve into the economics of  underpricing.
It is limited to arguing that the underpricing warrants monitoring, the more
so when the press is quite vocal in its allegations. This would be facilitated if
the basis of  valuation underlying the divestiture price in a given case is made
public and if  the process of  valuation is entrusted to trustworthy parties.
The likelihood of  collusion in bidding or special concessions in the course
of  the sale transaction has to be reviewed. And in this process the quantum
of  loss suffered by the public exchequer, that is, the taxpayer, may be broadly
indicated.
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Costs

The costs of  divestiture transactions call for monitoring. These fall into
four categories: (a) costs of  conducting the transactions, for example,
preparation of  right information, flotation and underwriting commissions,
and costs of  negotiations; (b) costs of  restructuring enterprises as a first
step to divestiture; (c) costs of  preferential arrangements devised by the
government either in the interest of  inducing buyers or with a view to
creating the desired degree of  wide or employee ownership; and (d) the
costs of  accomplishing the relevant public policy objectives through the
medium of  privatized enterprises. The costs of  regulation have also to
be considered, even if  bracketed with the last category. The question on
which monitoring has to provide helpful information is whether the costs
of  divestitures have been on the high side. Answers are, of  course,
somewhat judgemental; yet they are important and convey something of
interest on the economical conduct of  privatization. It is thought, for
example, that in Poland the costs of  privatization were rather high in the
early years. Nepal is another interesting example. Only three enterprises
have been divested so far. The costs aggregated US $27 million including
US $17 million redundancy costs. Such figures are not easily available in
the generality of  cases, except under an obligation to a donor agency which
finances the costs of  privatization and expects an account of  the costs,
for example, United States Agency for International Development
(USAID) in Sri Lanka. Our point is that, irrespective of  such an obligation,
the costs of  divestiture must be fully or most truthfully estimated and
made known to the public; in fact the Finance Ministry itself  can feel
desirably enlightened.

Here is a comment on the Philippine privatization, which seems relevant
to quote at this point. It shows how important monitoring the costs of
privatization in a meaningful manner is:
 

While there was an increase in government funds due to the sale of
assets in the amount of P3.5 billion in 1987, total expenses related to
the non-paying assets transferred to the National Government
amounted to P27.286 billion. Thus there was a net decrease in
government funds by P23.786 billion for one year alone. The
mechanics of  privatisation have turned out to be complicated, tedious
as well as very expensive.23

Techniques

Many good hopes that overall statements of  policy on privatization generate
in our minds are seriously conditioned by the very techniques of  divestiture
adopted by the implementing authorities. Not to encourage ownership
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concentration is a noble objective; but selling at least 60 per cent of  the shares
to a core investor defeats it. Not to encourage monopoly is likewise a covetable
aim; but the predominance of  trade sales almost defeats the aim. (The
flotation technique did so in the case of  British Gas.) To spread the shares
widely is a common desire; but a multitude of  shareholders owning a small
fraction of  the equity poorly satisfies it. And when they quickly sell away
their shares in the secondary market at the first sight of  a slight capital gain,
the aim is seriously damaged. To place limits on the allotment of  shares to
foreigners, without introducing effective control over their additional
acquisitions in the secondary market, little serves the intended purpose. Sale
of  assets or of  enterprises without restrictions on closures or on the highly
lucrative sale of  land and buildings by the new owners might lead, in some
cases, to asset stripping and (undeserved) capital gains in their favour. It is
also possible that divestitures which leave the terms inadequately settled or
which entail extended instalment payments by the new owners—as in
Bangladesh—are accompanied, in a large number of  cases, by limping survival
of  the privatized units; or they may even have to be bailed out by the
government in due course.

The moral is simple. Divestiture techniques need to be monitored in terms
of  the desired results. Establishing the facts in this regard can help in course
corrections in implementation. More importantly, the facts would force the
government to be honestly wise about what the country can or should expect
in reality through the privatization programmes.

One concluding word. Monitoring in this context overlaps post-
privatization circumstances. In fact, while the tracing of  a feature in a
convincing manner such as monopoly or ownership skewness, might be
considered as a post-privatization exercise, the seeds are sown in the course
of  privatization. Hence the need to initiate the right kind of  monitoring during
the privatization process itself.

Transparency

If  there is one common element in governmental declarations of  privatization
policy and implementation in most countries, it is the emphasis on transparency.
Paradoxically this is the most common element widely alleged to be missing in
the privatization experiences of  many countries. In Malaysia, for example, it is
argued that ‘greater transparency in the decision-making process’ is necessary.24

Some instances of  non-transparent transactions are available from Sri Lanka,
for example, the sale of  the Thulhiriya Mills to Kabool Lanka Ltd (a South Korean
company) ‘on terms requested by them’ and of  the Buhari Hotel.25 There are
complaints of  ‘the seeming lack of  transparency of  the process and reluctance
to share full information by the Privatisation Commission’ in Pakistan.26 In
Guyana, it is alleged, the National Paint Company was sold to a Guyanese living
in the USA, under instalment terms, as against a better offer by the employees.
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It is difficult to say whether every allegation of  the aforesaid kind is correct.
The fact remains, however, that a high degree of  transparency helps offer
full facts and quell misinformed criticism and that in its absence allegations
and suspicions tend to be prevalent to the point of  constraining progress in
privatization.

Some of  the issues of  divestiture which seem to agitate the general public
as well as specific interest groups such as the trade unions are mentioned below:
 
(a) The full profile of  the buyer; the bidding process (for example, are the

bids opened in public?); and the parties rejected, the more so when the
rejected party is a national while the chosen party is a foreigner, or is an
employee group.

(b) The terms of  the sale agreement—the price, the payment conditions,
concessions of  different kinds to the buyer, the nature and valuation of
properties transferred and the debts devolving on the government itself,
the conditions of  investments and operations he is expected to adhere
to on taking over the enterprise. This group of  issues has particular
relevance to investor-prompted privatizations, for example, in Malaysia.
Here transparency is needed to ensure that the party is the best from all
points of  view and possesses merit on more grounds than ‘first-come
first-served’. Another example is Hungary, where ‘spontaneous
privatizations’ have been practised along with other techniques.

(c) Irregularities and corruption in the process of  privatization; close links
between the new buyer (group) and the ruling political party or some
high-placed dignitary. Criticism is heard in Thailand that privatization is
constrained by the fact that different potential bidders are supported by
different political parties.

 
The monitoring of  transparency gains in importance from the fact that the
way privatization is implemented has eventual effects on the taxpayer, who
is individually not capable of  assuring himself  that his interests are best
protected or are not damaged. Transparency brings all relevant facts to the
glare of  public knowledge—a first step in further objective analysis. How
transparent should transparency be is an important question, which will be
picked up in the sixth and seventh sections. In broad terms, however, it is
highly controversial for a government to plead that it cannot quickly proceed
to action if  it is obliged to be transparent in the process.

Public support

In countries where public enterprise has taken deep roots or where the
government in power does not have strong support in Parliament,
privatization might lack an important favourable condition, namely, broad-
based public support. In India, for example, there is no consensus in favour
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of  privatization; whereas there is a general feeling in Malaysia that the
country is politically well prepared for privatization, thanks to the
‘Bumiputera’ motivation to a large extent. In a large number of  countries,
while there appears to be a reasonably strong inclination towards
privatization in general terms, there are reservations of  major detail on the
part of  different groups. Ethnic considerations and regional disparities could
be additional complications in some countries. It would be wise for
governments not blessed with obvious unanimity in privatization matters
to monitor the pulse of  the people and of  segmented groups concerning
certain crucial aspects of  privatization such as restructuring, foreign capital,
core or block ownership of  an enterprise, employee ownership, preferential
share allotments and cold-blooded commercialization of  operations.
Carefully elicited responses not only help in the proper fine tuning of
privatization policies and processes but create the healthy impression in
the public that their thinking counts.

Parallel requisites

The monitoring approach under this head is two-fold. First, is a divestiture,
covering issues like decision, technique and timing, appropriate, considering
the macro circumstances that impact on its success as an event in itself  and
on its success post-privatization? (The latter belongs strictly to the next
section.) Second, are the most conducive macro conditions being created by
the government for the success of  its privatization programmes—both during
and post-privatization?

While the first approach can be enterprise-specific, the second is, by and
large, likely to be all-enterprise-wise.

Let us consider the first approach, mentioning some items worth
monitoring:
 
(a) To what extent are the conditions of  the capital market propitious for a

divestiture through the Stock Exchange and public flotation? Questions
of  over-crowding of  the market with other flotations at the same time
have to be reviewed. The government might itself  be issuing bonds in
such large amounts that funds might substantially flow in that direction.
Private investors and promoters—the large ones—might have their own
alternative choices of  investment. Divestitures might fail if  such
conditions are unconducive. The failure has to be ascribed, not to the
intrinsic worthlessness of  the attempted divestiture(s), but to the non-
appreciation of  the capital-market conditions at a given time.

(b) A divestiture is unlikely to attract buyers if  the conditions of  success
concerning the enterprise in question or the sector to which the enterprise
belongs are on the decline. If, for example, a trade liberalization policy is
pursued by the government enabling imports to sell in damaging
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competition with local outputs, or if  there is likely to be a raw material
crunch in the near future affecting the enterprise(s) concerned,
divestitures do not take off.

(c) If  a divestiture is made dependent on an employee buy-out, but if
financial inability restricts the interest of  the employees to buy the shares,
the divestiture does not succeed; or what takes place might be a caricature
of  the true position likely to develop in a short time, namely, the shares
being substantially mopped up by others.

 
These examples suggest the need for monitoring certain conditions external
to the enterprise(s) under divestiture. The chart in the Appendix indicates
their wide range. A beginning should be made at least with what appear to
be the most impactful among them in the case of  a given divestiture or group
of  divestitures.

The second approach is, in a way, the obverse of  the first. Is enough being
done by the government to facilitate the success of  its privatization plans as
events in themselves and in results, by nurturing the parallel requisites to suit
them? An interesting illustration in this connection comes from Malaysia. A
special fund is proposed to be set up to finance ‘expenditures on conducting
feasibility studies, restructuring of  potential candidates for privatization, and
compensation that may arise as a result of  privatization.27 This is probably a
helpful proposal; but it still remains at that stage.

The most common illustration, which applies to many developing
countries—for example, Guyana and Uganda—concerns the establishment
of  Stock Exchanges. Short of  these, the share-owning spirit cannot flourish.
For, even if  ways are found to place shares in the hands of  persons, they
would be greatly handicapped by the absence of  expeditious and not-too-
expensive opportunities of  share transfer in secondary markets. Of  course,
concentrations in share ownership can develop; but that is not exactly what
many governments want, at least in principle.

Monitoring the parallel requisites, even if  on a selective but thorough basis,
can reveal where the shoe pinches; and governments genuinely intent on
privatization can take the clue for injecting the necessary measures towards
their improvement.

Intra-government co-ordination

It is observed from the experience of  many developing countries that
privatization lacks the right kind of  co-ordination within the government,
which is necessary for its successful implementation. To cite a few pieces of
evidence:

In the Philippines there are ‘delays in co-ordination between the Committee
on Privatization and the Assets Privatization Trust’.28
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It is argued, in Malaysia, that ‘the role and responsibilities of  the relevant
ministries and committees must be clarified and strengthened’.29

It is alleged that in Sri Lanka

there is no unambiguous lead institution responsible for devising and
managing a comprehensive privatization process…Moreover, as a result
of  this lack of  institutional leadership, it appears that favoured individuals
have been able to play a major role in the privatization process.30

 
It would be useful to monitor the nature of  co-ordination that exists among
the different agencies concerned with privatization in the country. The crucial
aspects that constitute the subject matter of  such monitoring are as follows:
 
(a) Proper differentiation between the policy-making levels and the

implementation agencies.
(b) Provision of  adequate guidelines for the implementation agencies,

especially where a variety of  initiating arrangements exists. In other words,
the merits of decentralized implementation ought to be realized within
reasonable guarantee of  realizing the basic objectives and the intentions
of  techniques adopted.

(c) Co-ordination between the top privatization agency, and the Ministry of
Finance and the sectoral ministries. The first may be interested in speed;
the second in maximizing incomes or minimizing unfavourable fiscal
impacts, and the last in industry- or sector-specific issues of  development
and efficiency. A particular area calling for careful co-ordination is
restructuring, which essentially is an industry-specific aspect. Privatization
has to be consistent with the optimal execution of  this requirement—to
its own eventual advantage. Likewise policies of  liberalization, which
emanate essentially from the sectoral ministries, have to be consistent with
the actions of  privatizing agencies. And the needs of  financial wherewithal
for the success of  privatization have to be master-minded by the Finance
Ministry. The Labour Ministry’s approaches to redundancies, layoffs, and
safety nets, and to wage legislation are themselves a crucial matter calling
for skilful intragovernment co-ordination.

 
While such areas as illustrated above constitute the substance of  what needs
to be monitored, co-ordination is necessary in the monitoring itself, or else
different initiatives of  monitoring may cancel one another, or be positively
motivated to place someone else in the dock.

Non-divestiture options

In view of  the continuing importance of  the undivested public enterprise
sector in many countries, it is useful to extend the scope of  monitoring to
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the non-divestiture options also, for example, management contracts, leases,
contracting-out, performance contracts and restructuring—in order to
watch how far they subserve the essence of  marketization in enterprise
behaviour.

Commonly with the divestiture transactions, the non-divestiture options
have to be sufficiently transparent, the more so because the government
continues to have an ownership role. The terms of  agreement in the case of
a management contract or a lease have to be made public, subject to
considerations of  confidentiality, so that the public can have a chance of
appreciating the propriety of  the measure. The need is all the greater where
the contract is in favour of  a foreigner, or where a local party might be
suspected to be a front for a foreigner. The fear is expressed in Sri Lanka,
for example, that the management contracts in respect of  the tea estates offer
subtle opportunities for ‘the foreign directors and auctioneers’.31

Basically the measures taken in the name of  a non-divestiture
privatization—for example, through a performance contract—have to be
monitored for their effectiveness in aligning the operations of  the enterprise
towards the private sector model. If  hard conditionalities are devised, how
hard are they in reality? For instance, Nigerian ‘commercialization’ envisages
that the public enterprise ought not to expect a subsidy from the government.
Monitoring the worth of  such a provision calls not only for some review of
the accounting basis relevant to the provision but also for a look at whether
the easy path of  price enhancements is followed, which perhaps negates the
basic intention of  marketizing enterprise operations under conditions of
efficiency and low-cost structures. It is equally important to monitor if  any
subtle devices of  governmental assistance, financial or otherwise, continue
to exist, which go against the essence of  marketization, for example,
government directions to banks to offer credit to an undeserving enterprise,
or preferential allotments of  raw materials or foreign exchanges. It is
interesting to cite here the allegation in Sri Lanka that, having privatized the
management of  tea estates through contracts, the government is yielding to
every demand of  the private managers and offering one concession after
another.32

The success of  a non-divestiture option is crucially dependent on the
degree of  governmental non-intervention in the working of  the enterprise,
except in a formal and transparent way where deemed necessary. It is,
therefore, important to monitor whether this condition is satisfied in practice.
This applies abundantly to performance contracts which are becoming
progressively common as a measure of  public enterprise reforms, whose
sustainability has begun to be questioned.33 There is also need to monitor
how the constitution of  the board of  directors and the appointment of  top
managers compare with private sector practices, and whether the articles of
association of the company contain elements that vitiate commercial
behaviour on the part of  the managers.
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Most importantly, the legacies of  non-commercial actions characteristic
of  many public enterprises require dispassionate monitoring, or else a non-
divestiture option cannot be an effective option of  privatization. The scaling-
down of  manpower on criteria of  need and productivity is one area in this
respect; and the rationalization of  the output structure with a view to pruning
up the non-commercial components, is another. The way some UK
enterprises pursued manpower reductions (for example, British Steel and
British Airways) and the manner in which the public service obligations
incomes of  British Rail have been progressively curtailed, illustrate the
significance of  this suggestion.

The most important area on which the monitoring of  a non-divestiture
option should focus concerns the efficiency changes which the option brings
about. These subsume the aim of  market-disciplined behaviour on the part
of  a continuing public enterprise.

It would be desirable to make a special mention of  restructuring. A non-
divestiture option which has attracted serious controversy, this calls for
monitoring so as to establish the relationship between costs and benefits.
This alone helps in adjudging whether good money is thrown after bad, or
whether the current results as well as the eventual divestiture prospects are
commensurate with the restructuring inputs.

In concluding this section, reference may be made to two somewhat
distinctive motivations underlying the non-divestiture options. The first is
that they are intended as a step towards divestiture—in the not too distant
future. Monitoring has, in this case, to provide the necessary factual material
which reflects specifically the progress being achieved in preparation for
divestiture. Salability is the major focus, and all the incidental circumstances
need to be monitored.

The other motivation is that the enterprises are intended to be retained in
the public sector for a fairly long period, if  not indefinitely—a fact given
legislative recognition in Hungary through the recent creation of  a State
Holding Corporation to take charge of  such enterprises. Monitoring, in this
case, has to provide factual material on the efficiency of  the enterprises
consistent with market disciplines. The preceding paragraphs went into many
details of  this issue.

Monitoring post-privatization

This section refers essentially to the substance of  monitoring desirable after
privatization through divestiture. It applies partly to individual enterprises,
partly to all enterprise conditions, and partly to circumstances external to
privatized enterprises. Broadly, it helps in establishing facts on the working
of  privatized enterprises, the factors underlying their performance
(prosperity or otherwise), and the impacts of macro circumstances on their
working.
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The most obvious subject matter of  monitoring is the adherence of  a
privatized enterprise to the terms of  the divestiture agreement. Some of  these
are outlined to illustrate the point:
 
(a) The payment of  purchase consideration may be spread over several years.

For example, Bangladesh adopted the system, in many cases, of  5 per
cent cash down, 20 per cent within 14 days, and the balance within five
years. (Some changes in the proportions were introduced recently.)

(b) The enterprise has to expand as per a specified schedule. For example,
Telemex was privatized in Mexico along with the condition that it should
invest about US $14 billion in five years and increase lines in service by
12 per cent a year.34

(c) There should be no retrenchment for a specified period—for example,
for five years in Malaysia.35

(d) Sale of  assets is prohibited for a period, for example, for five years except
under a programme of  balancing and modernization of  plant and
machinery in Pakistan.36

(e) Some of  the core investor’s shares have to be offered to the public,
including the employees, within a specified period after the privatization,
for example, 25 to 30 per cent in Nepal.37

(f) Conditions may be set out ‘regarding retention and generation of
employment, investments, environmental protection, bank guarantees,
etc.’, as in Estonia, and ‘maintaining the specialised operations of  the
shop or workshop’ as in Latvia.38

 
Facts relating to the working of  privatized enterprises, which reflect their
efficiency, are worth monitoring. These cover not only the financial results
but certain other parameters as well, for example, the product mix, regions
served, and expansions and contractions. Some might have closed down out
of  inability to meet the payment obligations to the government under the
divestiture agreement, or because of  business conditions in the sector
concerned, for example, some vegetable oil units in Bangladesh suffering from
over-capacity in the sector, and the sudden withdrawal of  concessional
availability of  raw materials. In the tea plantations sector in Sri Lanka, where
management has been privatized, interlocked directorships leading to subtle
financial transfers have been developing, and the managements have been
securing loans from banks on the security of  ‘leasing rights’. The elements
of  disadvantage to the community at large, which such practices might involve,
deserve monitoring.

It is desirable to monitor the monopoly proneness which privatizations
may have encouraged. One reason might lie in the very technique of
divestiture. Block sales, negotiated sales and trade sales tend eventually to
enlarge the market control of  enterprises in certain sectors, as well as
ownership concentrations—as in the case of  the Island Cement Corporation
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in the Philippines.39 Equally important as a cause of  monopoly power is the
fact that in many developing countries the markets are so small in size that,
on sheer techno-economic considerations, not more than one or a few units
can exist. In Ethiopia, for example, 46 out of  98 public enterprises have a
significant market share in domestic production. Thirty-two of  them control
more than 50 per cent of  the market.40

The nature of  share distribution as it develops over time is worth
monitoring, both from the angle of distributional equity and in the context
of  the declared objectives in favour of  a wide spread. At the minimum, it
is worth while tracing how the employee’s shares (or any others offered
originally under preferential terms) are changing hands. Restrictions are not
common on such transfers in many countries, for example, in Sri Lanka41

(as contrasted with the UK constraints for a given period, say, two years).
In Nepal the trade unions’ agitation for share allotments was substantially
weakened when the condition was suggested that they ought not to sell
them. In Sri Lanka many transport workers (who got free shares) sold them
to money-lenders. In countries where employee share ownership has not
been popular or successful, for example, Malaysia42 and the Philippines,43

the chances of  the small employees retaining their shares in privatized
enterprises are not bright. The extent to which they do retain their shares
is worth monitoring.

The tendency towards ‘an unexpected concentration of  privatized assets’
is visible even in the Czech and Slovak Republics which have introduced
the voucher technique among their privatization methods. The nine largest
funds—out of more than 400—are estimated to control about half of the
aggregate investment points. ‘By contrast, direct investment by individuals
accounts for only 25 per cent of  the vouchers…The bulk of  what is
privatized is now controlled by a small group of  private institutional
investors’.44

While on national preferences regarding the ownership of  privatized
enterprises, we may refer to restrictions that may have been placed on the
foreign share in the equity of  an enterprise in the course of  the initial
allotment process. But share transfers defeat them if  at the stage of  the
secondary market there is no way of  ensuring the spirit of  the restrictions—
a fear some have already expressed with reference to the voucher privatization
of  the Czech and Slovak Republics.

The ethnic features associated with privatized enterprises merit
monitoring in a large number of  countries, for example, ownership by non-
Burniputeras in Malaysia, Asians in Kenya and Uganda, or the southern
tribes in Nigeria. Employment opportunities might go with ownership
features—such a fear is often expressed in Guyana. Where the government
has deliberate policies concerning the ethnic benefits of  privatization,
continuous monitoring of  their spread is essential. That would at least kill
ill-informed rumours.
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It is claimed, correctly, in several developing countries (like Bangladesh)
that professional managers have been a product of  public enterprise, by
and large, and that privatization could run the risk of  placing the enterprises
under owners who do not have much respect for professional management.
Likewise interest in R&D activities might be limited, as the new owners
feel satisfied with buying turnkey technologies as and when needed. (This
approach agrees with that of  many foreign partners and collaborators as
well.)

Let us turn to the circumstances external to privatized enterprises. There
are two aspects here. The first concerns monitoring—how far these are
conducive (or made conducive) to the success of  such enterprises. (For
example, it is thought that about 40 per cent of  the privatized enterprises in
Bangladesh are not traceable.) This aspect has already been referred to in a
previous section, under parallel requisites. The other aspect refers to what
impact privatized enterprises have on certain macro circumstances. These
also require to be monitored, in order that privatization contributes to
development or national well-being as perceived by the community during a
given period.

Reference may be made, at this stage, to the delineation attempted at
the Geneva Meeting of  the UNDP in 1992, of  the areas external to
individual enterprises, on which privatization as a policy and as implemented
might have either favourable or unfavourable impacts. These are shown in
Figure 1.3.

There is a full discussion on the impacts in my basic working paper for
the Geneva Meeting.45 The following few comments are intended just to
emphasize the need for, and substance of, monitoring in this area.

Experience suggests that the impacts of  privatization on the public
exchequer are not invariably favourable either in the immediate context or
in the short run. They depend on the profiles of  enterprise privatizations
year by year and on divestiture pricing. Monitoring it from the early stages
can help minimize the unfavourable effects and maximize the favourable
ones.

Employment consequences are already the most realized among the
impacts. What is important is to monitor them over an extended time-span
rather than just at the point of  divestiture. It would be interesting if  the
monitoring brings out the compromises with efficiency occasioned by external
constraints on adjustments in the work-force.

The development strategy is a dimension which developing countries have
constantly to keep in mind, considering that most of  them have (five-year)
plans based on varying degrees of  mandatoriness in the matter of  investments
in reality. A specific question which monitoring has to cover is whether
privatization is accompanied by the nationally-desired patterns of  investment,
sectoral, regional, and temporal. This question does not arise if  the country
has nothing like a nationally-desired pattern and if  it leaves it entirely to market
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forces to evolve whatever pattern happens to materialize. But most developing
countries are not in such a position.

The distributional impacts of  privatization are among the most
fundamental and warrant careful monitoring. ‘Privatization with a human face’
is one of  the phrases worth noting at this point. There is a wide range of
items covered under this head of  monitoring. There are, in the first place,
the basic implications of  profit-making opportunities being transferred to
private businessmen from the taxpayer. Some divestiture processes and
techniques can themselves aggravate the impacts, as already noted on pages
7–10. Privatization might, in several cases, involve material changes in the
availability of  benefits to different groups of  customers (or regions) as a
result of  the progressively-high proportions of  commercial outputs in the
product mix. And the pricing rules are most likely to discountenance the
cross-subsidies from which certain sections of  the consumers gain, while
certain others lose. (In fact this kind of  impact is also characteristic of  non-
divestiture options which rigorously introduce market-disciplined, as against
administered, pricing structures.) Wage structures get linked with productivity
and are influenced by the conditions of  demand for labour which, in a majority
of  developing countries, is far smaller than the supply, and job security
becomes less real than in the pre-privatization era. Finally extensive

Figure 1.3 Impacts of  privatization



MONITORING AND REGULATORY ASPECTS

21

privatization, as in Uganda, Myanmar and Eastern Europe, leads to changes
in budget structures, so that there will be changes in the incidence of  tax
burdens—perhaps regressively—and in the availability of  benefits from social
expenditures.

All these impacts constitute the subject matter of  monitoring. For
privatization is a means to an end and not an end itself; and it is as good as
its ultimate impacts on national well-being are.

Monitoring in developing countries

Monitoring privatization has unique relevance to developing countries and
centrally-planned economies in transition. They present several features of
contrast with developed market economies.

First, public enterprises in developing countries provide a distinctive
setting vis-à-vis privatization. As a cross-section they are characterized by
severe chronic problems. Many of  them are under-utilized, for example, in
Uganda; overmanned, for example, in Ethiopia; and physically run down,
for example, in Eastern European countries. In several cases the technology
is wrong or outdated; the product mix is non-viable; the size of  the firm is
uneconomically large, as in the Commonwealth of  Independent States (CIS)
region; and the location is political. Their social expenditure commitments
are inordinately excessive, and they are in urgent need of  financial
restructuring. These are all problems which require attention, privatization
or no privatization. Unlike in the UK where adjustments in manpower,
production plans, and capital structures were substantially achieved before
privatization,46 the problems mentioned above await attention now,
apparently at the point of  privatization decision, and can easily be mistaken
for what divestiture entails. They get ascribed to the profit greed of  the
new, private owners. They raise social tensions. They tend to receive a
cosmetic touch prior to privatization; and privatized enterprises find it hard
to take swift and firm decisions conducive to commercial success.
Monitoring has, therefore, to be extra cautious in eliciting facts ascribable
to privatization per se, as distinct from those attributable to the intrinsic
circumstances of  the enterprises concerned.

The public enterprise sectors in many developing countries as well as in
the former socialist countries are highly diversified, covering public utilities,
basic and capital-intensive sectors, mining, medium and light manufacturing,
agriculture, trade, finance and other services. (This situation of  coverage is
in contrast to the UK picture which consisted mainly of  public utilities
and steel.) Hence, the problems encountered are quite dissimilar among
enterprises or groups of  them; and standardized solutions would not be
fruitful.

The options and techniques of  privatization have to be nearly tailormade,
enterprise by enterprise. While this adds to the difficulties of  decision and
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implementation, they also call for consistency in the overall policy
application to the many individual transactions of  privatization and for
proper sequencing—issues already discussed in the third section. Restitution
is an additional complication in Eastern Europe, Uganda, Bangladesh,
Pakistan, and so on. All these factors make monitoring not only important
but difficult.

Second, the monitoring basket tends to be wider in developing countries
and former socialist economies. Many of  the enterprises subject to (some
kind of) privatization have more extensive implications of  externality than
in a developed market economy like the UK. It may be recalled that many
enterprises were set up or drawn into the public sector precisely for this
reason. Whether the social returns or extra-enterprise benefits which a given
public enterprise has been yielding are justifiable on rigorous analysis, is an
important question, no doubt. But certain losses of  benefits sustained by
the providers of  inputs and the consumers, as well as parties outside the
immediate clientele of  a privatized enterprise, provoke protests. Monitoring
the nature and extent of  the losses is, therefore, a necessary tool in ensuring
the success of  privatization and in giving everyone a chance to debate openly
the propriety of an apparent loss of benefit.

Besides, the monitoring basket would have to concern itself  substantially
with the transparency aspect, in view of the ubiquitous tendencies of
suspicion and allegations of  corruption, collusions between politicians and
business interests, and malpractices on the foreign exchange front. (Land sales
in China, for example, are alleged to be replete with corruption.)47 A recent
episode in India of  the Tamil Nadu State Government’s renunciation of  rights
in a blue-chip issue of  Southern Petrochemical Industries Corporation unfolds
well-researched allegations of  a ‘massive scam’.48 To cite another instance:
‘Private arrangements’ have led to some privatized units being operated by
close relatives of  politicians in Sri Lanka.49

Third, while monitoring of  privatization is particularly important in
developing countries and centrally-planned economies in transition, there are
serious difficulties in operationalizing it. To start with, high technical
competence is needed to establish the short-term as against the long-term
nature of  the facts discovered in the course of  monitoring, for example, in
respect of  labour layoffs and monopoly proneness. This is likely to be
complicated by bias on one side or the other, the more so in a country
suffering from high unemployment. One particular issue in the short- and
long-term context concerns the possibility of  certain enterprises pleading to
be bailed out in the course of  time.

Next we encounter inadequacies in the information base for the monitoring
exercise. Accounting information at the pre-privatization stage calls for
material adjustments before a fairly reliable inference can be drawn. And the
opportunities of  securing the needed data from privatized units might be far
too limited.
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Finally most governments seem to show little interest in monitoring
privatization; and some even think that monitoring is already being done by
the privatizing agency itself. Here, what they mean by monitoring is different
from, and far simpler than, the connotation we attach to that term.

Techniques of  monitoring

Suitable techniques of  monitoring have to be devised in order that the
extensive range of  issues suggested in the previous two sections receives due
attention.

A policy statement by the government on the objectives, options and
techniques of  privatization, along with specific announcements on individual
measures or groups of  measures of  implementation, would constitute an
excellent starting point for monitoring. This condition is not satisfied yet in
many countries.

Second, there ought to be information disclosure on an adequate scale on
such matters as the sequencing of  privatization, and the choice of  divestiture
candidates, of  the precise option of  privatization and of  the technique of
divestiture. The why of  these, in the wisdom of  the government, needs to
be addressed in the information media chosen. Besides there should be
documentation on the financial and other aspects of  the enterprises
concerned, to which interested persons could have easy access.

Third, actions such as the opening of  bids and the conducting of  auctions
should be public and sufficiently publicized.

Fourth, periodic reports may be issued by the government on divestitures
and the non-divestiture options pursued. These should contain more details
than mere enterprise numbers. The data to be covered in such reports can
be inferred from the two previous sections concerning the substance of
privatization. The reports may be of  two kinds: one at frequent intervals, say
monthly or by-monthly, concentrating on individual transactions as they take
place, and the other once in six months incorporating, additionally, data
pertaining to the all-enterprise and external-to-enterprise circumstances.

Fifth, the choice of  coverage of  items to be monitored as well as the
preparation of  the necessary indices or indicators is of  the greatest
importance. These should facilitate the isolation of  the impact of  factors
not connected with privatization. The task has to be done, not only expertly,
but with widely-representative participation. This task may be entrusted to a
standing working group consisting of  the government agencies concerned,
selected enterprises, trade unions, chambers of  commerce and manufacturing
associations, representatives of  consumers, and academics.

Sixth, it is desirable to create a statutory basis for the monitoring activity.
Not that it would be impossible otherwise, but it would be helpful, especially
in connection with monitoring post-privatization. Further, it promotes public
confidence that monitoring would be done; and where non-government
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parties are involved in the monitoring exercise, it would be a great advantage,
if  not a necessity, to have the requisite statutory basis.

Agencies for monitoring

It is fair to say that governments have hardly recognized the precise nature
of  monitoring as envisaged in this paper. It is also fair to infer from
discussions with the apex privatization agencies in different countries that
they feel responsible for monitoring and that they assume that they are doing
it all the time. In reality they might be co-ordinating and supervising the
logistics of implementation, especially where it is decentralized and where
the initiation might originate in different places, for example, in Malaysia and
Hungary.

But monitoring goes beyond this. And the privatizing agency would not
be an adequate agency to monitor its own actions and the results. While the
basic facts regarding the privatization measures should emanate from it,
comprehensive and in-depth monitoring should originate elsewhere—not
necessarily in any single agency.

The sectoral ministries themselves could monitor matters pertaining to
the sectors concerned, and the Finance Ministry could monitor the fiscal
implications of  privatization. These agencies are likely to be in a better position
to undertake this task than the privatization agency itself, whose expertise is
probably limited to the implementation of  privatization measures.

Many aspects, for example, those relating to transparency, intragovernment
co-ordination, non-divestiture options and parallel requisites, are such that
some non-ministerial agency should do the monitoring. Parliamentary
committees are one suitable agency. They already look into such matters in
other areas, including public enterprises themselves.

The Auditor-General would also be a suitable agency in respect of  such
issues as the finances of  divestiture, treatment of  enterprise loans to
government, and the financial implications of  restructuring. The National
Audit Office in the UK, for example, has issued several reports touching on
divestitures and share prices. The Comptroller and Auditor-General of  India
has recently issued a report containing comments on the government’s
divestment practices.

It would be desirable to locate the responsibility for issuing a consolidated
half-yearly or annual monitoring report in an agency, preferably the President’s
or Prime Minister’s office, or the Ministry of  Finance or the Ministry of
Economic Development, if  one exists. A report by the privatizing agency
alone would not be enough, except as a consolidated statement of  what has
been done.

As is common in several other areas, it would be for independent research
institutions to process basic facts—asking for more, if  necessary — with a
view to establishing the linkages between objectives and actualities, divestitures
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and public-objective preferences, privatized performance and extra-enterprise
environments, and so on. The precise extent of  marketization under non-
divestiture options can also be a part of  what they are best equipped to
undertake. Perhaps well-known think-tanks in the country, which it might
not be difficult to identify, should be given positive encouragement, if  not
reasonable financial assistance, by the government. Such work could also be
fitted into a package of  their research activities that attract funding.

Interest groups such as consumers’ organizations, trade unions and
chambers of  commerce, could also monitor privatization—naturally, from
their sectional angle. It may be noted that such studies, like the majority of
researches mentioned in the preceding paragraph, usually extend themselves
to some kind of  evaluation.

Regulatory agencies are another media of  monitoring, where they are in
place; but their focus is limited to areas relevant to their regulatory remit.
These generally relate to the internal efficiency of  the privatized enterprises,
to issues of  competition and to any other terms of  reference given to them
under the relevant Act. The UK is the best (or perhaps the only) illustration
in this regard. As a cross-section, developing countries and former socialist
economies do not yet have effective agencies of  this kind.

Where none of  the above-mentioned agencies are active, it would be the
residual responsibility of  the government to take an initiative in offering full
information on monitoring, the more so when there is loud criticism in the
media or in Parliament, and by major political parties.

Conclusion

We may conclude this part with the following observations.
First, many governments do not seem to have yet appreciated the

importance of  monitoring privatization. Their lack of  interest is perhaps partly
due to the fear that it might amount to self-incrimination. In reality the
benefits far outweigh any possible damage through self-exposure.

Second, the substantive area to be brought under monitoring may be
progressively expanded, in light of  the size of  privatization and the availability
of  needed technical expertise, though purely technical skills of  a sophisticated
nature may have to be imported initially.

Third, great prudence is required in formulating the indicators and in
processing raw data. Some of  these are specific to individual enterprises, some
to individual sectors, some to all privatized enterprises, and some to
circumstances beyond such enterprises.

Fourth, the nature of  agencies to be entrusted with monitoring has to be
country-specific, consistent with the political and social circumstances. Where
regulatory agencies exist, there has to be clarity on the respective domains
of  these and the monitoring agencies. The latter may just be ‘the government’
in some countries, whatever its precise internal identity.
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Fifth, monitoring must not be mistaken by any one as witch-hunting or
as a window for expressing ideological or political opposition to the
government. The fora for the latter are elsewhere.

PART II

This is a relatively short part, which seeks to highlight the basic considerations
to be kept in mind while thinking of  the regulation of  privatized enterprises
in developing countries and centrally-planned economies in transition.

There is a high degree of  proneness to monopoly in many sectors in these
countries. As observed by the South Commission, ‘in many cases, privatization
would turn a public monopoly into a private one, and the need to avoid a
private monopoly may have been the reason why a public enterprise was set
up in the first place’.50 The reasons for the emergence and continuance of
monopoly power are threefold:
 
(a) The enterprises may be natural monopolies, for example, electricity supply.
(b) The market may be too small to permit more than a single unit or a very

small number of  units to operate in the field at an optimal level. The
former President of  Zambia, K.D.Kaunda, once observed that ‘five banks
in Zambia are too many’.51 Such an observation is country-specific, and
there are many countries that are characterized by small markets, for
example, Afghanistan, Chad, Ethiopia, Niger, Somalia, Gabon and
Mauritania.52

(c) The barriers to entry may be powerful for some reason connected with
the imperfection of  factor markets. A mere delicensing measure on the
part of  the government does not at once prompt an entry-flood into
certain sectors. Access to capital, technology and entrepreneurship in the
case of  sophisticated industrial activities are heavily skewed in favour of
certain incumbent units.

 
In sectors where goods can flow in from outside the country, conditions do
exist for meeting the problems of  local monopolies. But it would not be
realistic to expect every developing country to liberalize imports to the point
of  affecting local producers drastically. Until that time arrives control of  the
market by certain units is likely to continue.

The point that follows is that developing countries and centrally-planned
economies in transition need to introduce monopoly regulation, independently
of  the fact of  privatization. What privatization might do in several cases is
to transfer a public monopoly to the private sector in the shape of  a
monopoly. Very few of  these countries, for example, India with its Monopolies
and Restrictive Practices Commission and Poland with its recently set-up Anti-
Monopoly Agency—have a regulatory framework specifically meant to deal
with the disadvantages of  monopoly. The majority have no monopoly
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legislation yet, for example, the Philippines, Malaysia, Sri Lanka, Nepal and
Ethiopia.

Many enterprises which deserved regulation while in the public sector were
not exposed to it. When they attract regulation on privatization, it appears as
if  they are regulated because of  privatization. The real fact is that the
regulation is overdue and has little to do with the new, privatized status of
the enterprises. Prices making for high profits, cross-subsidies without specific
government directions, pricing not based on cost structures, a product-mix
that has no commercial justification, input practices which are not in accord
with market disciplines, and expansions which are not justified by reliable
demand forecasts, are all examples of  enterprise behaviour which ought to
have been brought under an appropriate regulatory regime. And privatization
is no more than an occasion for initiating it.

Many developing countries and centrally-planned economies are still in
the initial stages of  privatization and will take several years before they can
claim to have completed their privatization programmes. It would be helpful,
from the standpoint of  future regulation, that is, when enterprises get
privatized in large numbers, to prepare the enterprises appropriately for the
most plausible non-monopoly behaviour post-privatization. They may be
restructured in such a way that overlarge, that is, supra-optimal, enterprises
are disintegrated into no-larger-than-economical units. As far as possible,
besides, a single all-sector enterprise may be broken down into independent
entities capable of  competing with one another, though all of  them are in
the public sector. Such reforms are likely to make future tasks of  regulation
easier than otherwise. (British Gas, which was not treated this way prior to
privatization, demonstrates the point.)

If  the preparation also involves the effective introduction of  rules and
practices which bring about economical cost structures, manpower
planning in accordance with productivity norms, and a viable product-
mix, future regulation will be smooth, without being considered as a
sudden imposition.

A word on the use of  the term ‘restructuring’ here. Without totally
excluding technological changes, it broadly refers here to those changes that
are promotive of  performance on competitive lines and near to the private
sector model.

Without going into the case for monopoly regulation, we shall confine
the discussion at this point to the impact that public policy objectives have
—or ought to have—on the regulation of  privatized enterprises. Obviously
it is not with reference to every business activity that significant public policy
objectives exist. But in the case of  enterprises or sectors which have relevance
to such objectives, the regulatory regime has to make sufficient provision for
their accomplishment—on the right scale, most economically and in favour
of  the target groups (or regions).
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The unique point about developing countries and centrally-planned
economies in transition is that public policy objectives are relatively
extensive and that many enterprises are capable of  being a tool in their
realization. Enterprise behaviour guided by purely commercial
considerations in respect of either input policies or output policies does
not necessarily satisfy those objectives. For example, they might entail
the provision of  outputs to certain groups of  consumers at prices lower
than what the enterprise ordinarily announces or lower than total costs,
significantly in some cases, or lower than marginal costs themselves, in
extreme cases; the provision of  outputs which the enterprise, left to itself,
might not offer; the intake of  labour force which the enterprise does not
feel justified to hire on its commercial calculations; a production technique
or a relationship with an ancillary unit which the enterprise might not
consider to be in its commercial interest; the development of  a technology
which the enterprise considers unnecessary for its immediate purposes;
the non-closure of  a production unit which the enterprise concludes to
be non-viable and worth liquidation; an expansion programme in regions
which offer little commercial justification; and so on. Whether these are
good objectives is a different question. Once any of  them has the stamp
of  an approved public policy, realizing it might legitimately touch certain
privatized operations, for example, electricity, fertilizer, food, transport
and warehousing. That the enterprises are privatized (or private) would
be no reason to set the objective aside. However, some important points
of  caution need to be borne in mind while regulating a privatized
enterprise in the interest of  achieving an objective which deviates from
its own commercial norms.

First, the target group must be clearly identified, so that the public policy
benefits of  an action on the part of  the enterprise concerned reach those
sought to be helped under the purview of  the policy.

Second, the enterprise action must not be capable of  making it easy for
non-target groups to bring themselves within the benefits meant for the target
groups or for the target groups to transfer the benefits meant for them to
others.

Third, the precise financial disadvantage that the operation imposes on
the enterprise should be calculated, so that an appropriate measure of
governmental compensation can be worked out. Undoubtedly, there are
complications here regarding the cost attributable to the operation (total,
marginal, and so on) and its computation, including its opportunity cost for
the enterprise. Further questions arise as to whether, and to what extent,
part of  the financial disadvantage of  the operation may be allowed to be
made good by internal cross-subsidization. Issues of  efficiency in the conduct
of  the operation and the cost allocation techniques pursued by the enterprise
have to be tackled as well.
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Fourth, there should be a review of  whether the instrumentality of  the
enterprise in achieving a given public policy objective is the best or the least
expensive way of  achieving the objective. For instance, is a direct measure
(of  subsidy, in a given case) likely to be superior?

The purport of  these caveats for the regulatory regime is as follows. If
a specific regulatory agency exists in the case of  a given sector or
enterprise— in the area of  public utilities, for example—the public policy
objectives must be communicated to the agency in a formal manner. The
government may either negotiate the matters cited above directly with the
enterprise, or use the regulatory agency as its delegatee in respect of  the
negotiation; and it must be clear as to whether the agency would be
mandatory or only advisory as regards the final decisions. At the minimum
there ought not to be scope for conflicts in conclusion as between the
government and the agency on questions like efficiency and cost structures.
It would also be useful to provide for the inputs of  the agency in
governmental evaluations of  the way in which an enterprise is induced to
undertake certain operations in response to a public policy objective. For
there might be one kind of  operation or one kind of  pricing which is
superior to another, within a given cost commitment or ‘compensation’
commitment, or which can lead to cost economies and reductions in
compensation, without affecting the physical quantum of  the intended
benefits. If  the regulatory agency covers more than one enterprise, for
example, a whole energy or transport sector, it can offer help in suggesting
the best formulation in operationalizing a policy objective with a sectoral
sweep.

There could be different ways in which the regulation of  a privatized
enterprise might take place. The most obvious is through the
establishment of  a distinct agency for regulation, either one for each
enterprise as in the UK, or one for each sector, or one for all privatized
enterprises. The government may think of  using the ‘golden share’ as a
means of  exercising regulatory influence over the working of  a privatized
enterprise. This is not, in fact, the purpose of  that instrument as wielded
in the UK, and it is probably right to keep it that way, limiting that power
to a specified and not-too-common occurrence like a take-over bid or
foreign control or total closure of  business. The divestiture may be so
organized as to leave room for the government to retain a seat on the
board of  directors. It is also possible to amend the company law so as to
provide for a seat for the government on the board of  a privatized
company, if  the government so chooses, or in certain specified sectors
or in all cases and for a specified period. Governmental involvement in
the board is intrinsically of  doubtful value in the context of  privatization.
In fact this is one of  the points of  criticism against divestiture subject to
minority retention of  capital in the hands of  the government. As a
medium of  regulation it is even more objectionable; for better regulation
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ensues from a non-departmental agency, on the whole. The sectoral
concerns of  the government, if  any, ought to be transparently enshrined
in a document with statutory binding on the enterprises. A regulatory
law is a good answer, while interventions through the board room are
not. The latter would have all the shortcomings of  public enterprise
boards with government membership.

It may be thought that the privatization agreement itself  can contain
terms which tend to regulate the activities of  the enterprise. Some terms
may have the force of  intended regulation, for example, that certain parts
of  the production activity shall not be closed. While such terms have to
be monitored, as mentioned in Part I, more positive elements of  regulation
have to be derived from other instruments; and the regulator has to be
an agency other than the ministry which, in the absence of  other
arrangements, happens to assume the powers of  enforcing the terms of
the agreement.

There are some common aspects of  regulation pertinent to privatized
enterprises, which are in fact pertinent to all activities in the national
economy. In respect of  these it is most useful to promote overall
legislation, independently of  privatization. The most obvious example
concerns monopoly and restrictive practices. Retrenchments and plant
closures are another. The consumers’ rights—as mentioned in the Citizen’s
Charter in the UK—are yet another example. In respect of  such common
aspects there ought to be general legislation. In many countries this does
not exist today. Once such an overall basic framework is established, the
special considerations that flow from privatization should be addressed
separately. Depending on the degree of  specificity of  issues concerning
privatized operations, the regulatory media may be specific to individual
enterprises or to individual sectors or to all privatized enterprises. In all
probability the conditions of  certain major public utilities justify separate
regulatory agencies, as in the UK, though views are aired in favour of
‘merging many of  the regulators into fewer bodies.53 It would be necessary
to approach with caution the idea of  multiplicity of  regulatory agencies
in developing countries and centrally-planned economies in transition,
considering their inexperience in this direction and the inadequacies of
skill.

There are perhaps three areas in which some regulatory oversight over
the developments in the privatized sector appear to be justified, uniquely,
in the socio-economic context of  these countries. One relates to the
level of  profitability of  privatized enterprises. If  one bears in mind that
many privatizations contain elements of  monopoly power, the profits
earned by the private owners excite criticism. Even in the UK this is
found to be happening—along with the public dismay at the steep rise
in managerial emoluments. The second area is an allied one, namely,
the degree of  concentration of  ownership. The extreme skewness in
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wealth and income distribution in these countries provokes discontent
at enhancements in the proportion of  share ownership in privatized
enterprises by relatively rich people. Certain divestiture techniques
favouring large block ownerships can be a particular cause of  this
tendency. And concentrations of  managerial power, group interests and
family conurbations are possible, all of  which excite resentment in many
of  the low-income countries.

The third area concerns foreign ownership. It is true that many lucrative
divestitures fall into the hands of  foreign capital; in fact it is eagerly sought
by privatizing countries. Permitted foreign ownership in itself  cannot be the
subject matter of  regulation. But there are two incidental matters that warrant
attention. The first consists of  subtle transfers of  shares from the nationals
to foreigners subsequent to the initial divestiture, exceeding any set or
contemplated limits. The other refers to the familiar malpractices of  transfer
pricing and foreign exchange transfers, on which the Guyana Telephone and
Telegraph Ltd provides vivid evidence.54

To some extent the case for regulation occasioned by the above reasons
applies to all enterprises in the economy. Privatized enterprises constitute a
specific subset. However, they are likely to provide the trigger to criticism.
Pending overall regulation appropriate to the three problems, some beginnings
with privatized enterprises seem to be advisable.

To conclude: the ideal would be to phase out the regulation of  privatized
enterprises into a general scheme of  whatever regulation is deemed desirable
in the circumstances of  the sector concerned, irrespective of  whether an
enterprise is in the private (or privatized) or public sector. Three circumstantial
factors contribute to an overzealous vision on the importance of  regulating
privatized enterprises:
 
1 In many countries a number of  privatized enterprises will be almost

the first generation of  private enterprise that matters in certain sectors,
for example, electricity, steel, heavy chemicals and electrical machinery.

2 The numbers involved are relatively large and carry with them
attributes of  foreign ownership and family-group ownership in varying
degrees.

3 Privatization comes with the background of  entrenched public
perception that public enterprise has, in some way, been the custodian
of  social good which might be affected in the course of  privatized
operations. Hopefully such circumstantial factors will lose weight as
time passes. Governments may, however, be forewarned that
inadequate or inefficient regulation in the immediate post-privatization
period can boomerang in unpredictable ways ranging between
exploitive and resented enterprise behaviour and powerful demands
for renationalization.  
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THE ECONOMICS OF

REGULATION
 

George Yarrow

INTRODUCTION

The term ‘regulation’ encompasses a wide range of  different types of
government intervention in markets. Examples include environmental policy,
the supervision of  financial markets, workplace safety legislation, and so on,
as well as the type of  utility/monopoly regulation with which we are chiefly
concerned. Since the economic theory of  regulation is concerned in large
part with the common elements among these various government activities,
let me begin this paper by considering some aspects of  the wider theory of
regulation. Then, later, I will consider developments that have more limited
applicability to utility/monopoly industries.

A useful starting point is a classification of  broad approaches to the
economics of  regulation. I suggest that two distinctions are useful here. The
first is between positive and normative approaches. The second is between public
interest and economic theories.

The positive/normative distinction is one running throughout
economics, and it is generally well covered in introductory textbooks. Here
it is enough simply to take note of  the fact that approaches to regulation
will be influenced by whether one is interested primarily in seeking to
‘improve’ the effectiveness of  regulatory processes or in seeking to
understand why regulators and regulatees behave as they do.1 In what
follows, therefore, I will focus on the second distinction, between ‘public
interest’ and ‘economic theories’.

PUBLIC INTEREST THEORIES OF REGULATION

Public interest theories are characterized by the nature of  their assumptions
about the objectives of  regulators (within which category are included those
responsible for the general shape of  regulatory policy, such as politicians, as
well as those responsible for policy implementation and for detailed decision-
making). More specifically, the theories assume that regulators seek to promote
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the public interest, which in turn is assumed to require the promotion of
economic efficiency.

These assumptions are rather heroic, and are clearly open to challenge. It
could be argued, for example, that it is as unrealistic to view today’s regulators
(in Morrison’s words) as ‘high custodians of  the public interest’ as it was to
so view yesterday’s senior managements of  nationalized industries. Fortunately,
however, the public interest theories have more to them than just a
questionable assumption about regulatory objectives. At bottom, they are
largely theories of  market failure, and it is in their contributions to exploration
of  the consequences of  market imperfections that their chief  merits are to
be found.

The general approach followed is to analyse the behaviour of  markets,
seek to establish whether there are malfunctions giving rise to significant
inefficiencies in resource allocation, and finally evaluate whether or not the
outcomes can be improved by regulatory interventions.2 In this process, the
economist’s check-list of  potential market failures serves as a guide in the
market analysis.

Adopting this approach, it is easy to see how different specializations arise
within the broader context of  regulatory economics. Thus, environmental
regulation is targeted at activities which produce a certain type of  negative
externalities (uncompensated, third-party effects), financial regulation tends to
be concerned with the ways in which markets may malfunction as a result of
informational problems, and regulatory policies for utilities focus on market
failures surrounding monopolization. I will return to this last point on pages
37–8.

Public interest theories of regulation are widely relied upon in
normative analysis of  public policy problems, but they can also be used
as positive theories. The idea here is that public policy and its
surrounding institutions will, over time, evolve in the direction of
improving economic efficiency. Or, put another way, the theories
indicate a kind of  equilibrium to which it is hypothesized the economic
system does, gradually, tend. It may be noted that this is a broadly similar
notion to that used in some theories of  the evolution of  property rights
(for example, the work of  Herald Demsetz) and of  the evolution of
institutions such as the modern corporation (for example, the work of
Oliver Williamson).

ECONOMIC THEORIES OF REGULATION

There is, however, a slight problem with public interest theories of  regulation,
at least when they are used as explanatory devices: they tend not to work. In
their survey (in the Handbook of  Industrial Organization) of  the empirical
literature on the effects of  economic regulation, Joskow and Rose conclude
that:
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The effects of  economic regulation often differ considerably from the
predictions of  ‘public interest’ models, which presume that regulation
is intended to ameliorate market imperfections and enhance economic
efficiency. This conclusion follows not simply from the observation that
regulation is the outcome of  a political process, but from analyses of
the impacts of  regulatory intervention.

 
The same finding had, many years earlier, led George Stigler to commence
development of  an alternative approach which placed much greater emphasis
on the distributional (as opposed to efficiency) consequences of state
intervention. In Stigler’s words:
 

the conventional theory of  most regulatory policies was incomplete
when it was not grossly superficial. When one did not find appreciable
regulatory effects in the direction indicated by the preamble to the
regulatory policy there was a strong stimulus to look elsewhere, on the
not unreasonable ground that public policies are not usefully explained
by saying that they were a mistake. The inevitable result—although in
my own case the inevitable required ten years to be recognized—was
that questions began to be asked as to why we were regulating the
activities that we were, and to what ends. These questions led to an
entirely different orientation of  the theory of  regulation.3

 
This (positive) approach to public policy seeks to explain behaviour in terms
of  the supply of  and demand for regulation (interest groups ‘demand’ state
interventions, the political system provides the mechanism by which such
interventions are ‘supplied’). It is particularly associated with the University
of  Chicago, where Stigler’s early work was taken up by scholars such as Posner
and Peltzman (see pages 44–5).

THE UTILITY/NETWORK INDUSTRIES

The previous three sections may appear to be a rather circuitous way of
introducing a discussion of  problems of  regulating newly-privatized firms,
but, as I now hope to show, I believe there are large pay-offs from standing
back for a moment and looking at specific issues in a broader context. Let
me therefore first consider the public interest approach to post-privatization
problems in what I will refer to as the utility/network industries.

Following the standard procedure, the first task is to examine the
functioning of  the relevant markets and investigate any possible sources of
market failure. At first sight this looks like fairly easy going. The industries
concerned are prone to monopolization, and certain parts of  their activities
can be classed as natural monopolies. It appears therefore that we are dealing
chiefly with problems in the regulation of  monopoly.
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Now there are many interesting and challenging problems in the
economics of  monopoly regulation, and I will outline a number of  them
on pages 40–2. Unfortunately, however, it is not only the monopoly problem
that presents itself  in the industries with which we are chiefly concerned
today. Indeed, in industries such as water and electricity, it is arguable that
issues surrounding monopolization are very much secondary to
environmental issues.

At the outset, therefore, it is important (a) to keep problems of  the
regulation of  monopoly in perspective, and (b) to recognize that, somehow
or other, policies concerned with the regulation of  monopoly have to be
made to work alongside other public policies. Unfortunately, while the general
method of economic analysis tends to rest upon a process of abstraction, in
which difficulties are analysed one at a time, individual types of  market failure
do not tend to come in conveniently-isolated packages. Nor is it generally
safe to proceed on the assumption that conclusions drawn from ‘one-
problem-at-a-time’ analysis can simply be added together to arrive at a
satisfactory conclusion in cases where problems are bunched together. The
interactions among potential market failures are simply more complex than
that.

A good example of  the implications of  this line of  argument is to be
found in the electricity supply industry. In electricity supply there exists a
range of  potentially-significant market failures that includes natural
monopoly, oligopoly and oligopsony, environmental externalities, network
externalities, disequilibrium externalities, moral hazard, and adverse
selection, as well as a set of  problems associated with aspects of  income
distribution.

We are currently wrestling with the implications of  multiple market failures
in current research at Oxford, and I can tell you that it is not an easy subject.
There is, however, one interaction that is of  considerable significance across
all the utility/network industries, and whose implications are clear to see. It
is the link between monopoly and economies of  density,4 which will be discussed
in more detail on pages 44–5.

THE REGULATION OF NATURAL MONOPOLY

An industry is a natural monopoly if  a single firm can produce total industry
outputs more efficiently than two or more firms. Whether or not an industry
is a natural monopoly depends upon technology/costs and demand. Thus,
natural monopolies can disappear or emerge as demand expands or contracts,
even if  production conditions do not change. Despite the current focus on
utility industries, it is interesting to note that, in practice, most natural
monopolies are associated with very small markets.

Natural monopoly gives rise to a potential conflict between cost efficiency
and competition. More firms in the market would lead to higher unit costs,
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but may reduce profit margins through greater price competition. However,
I would stress that the competition/cost efficiency trade-off  is not inevitable.
Although there is a tendency in popular debate for the degree of  competition5

to be equated with the number of  firms operating in the market, a vast
empirical literature covering a wide range of  industries suggests that this
linkage is relatively weak. For several decades now, empirical industrial
organization research has been telling us that entry conditions matter more
for industry behaviour and performance than concentration.

The most serious potential market failure problems are therefore likely to
occur where natural monopoly is combined with high entry barriers. Network
industries generally do have both these characteristics (most assets are specific
and durable, giving rise to entry barriers via extensive sunk costs). In these
circumstances, natural monopoly conditions tend to drive an unregulated
market in one of  two directions, toward:
 
(a) dominance of  the market by a single firm, or
(b) a fragmented market structure, featuring many firms, excessive levels of

unit cost (due to failure to obtain scale economies), and an absence of
price competition.

 
Needless to say, neither of  these two outcomes is particularly attractive.

If  we continue to follow the path of  public interest theories of
regulation, we assume that the aim of  public policy is to seek an outcome
where outputs are produced efficiently (at least cost), and that longer-
term consumer interests are promoted to the maximum extent consistent
with profitable supply.6 Where the initial industrial structure is fragmented,
this suggests a policy of  seeking to reduce the number of  firms. Such
‘rationalization’ may be accomplished by policy-induced amalgamations
(post-war nationalization of  gas and electricity can be seen as an example
of  this type of  policy) or by attacking the sources of  the lack of  price
competition (since intensification of  price competition would lead to
increased concentration).

More relevant to current concerns, where the industry is already
monopolized, policy may seek to move in the reverse direction. The number
of  competitors may be deliberately increased, even though this may mean
some loss of  scale efficiencies. Perhaps most important of  all, regulatory
policy may be aimed at reducing the barriers to entry facing firms that are
not already established in the market.

These two aspects of  public policy can be viewed as regulation for
competition, and they will be considered further on pages 42–4. However, it is
generally recognized that there are certain activities of  utility/network
industries in which it will be difficult to introduce much in the way of
competitive pressure on the incumbent firms. These activities are centred on
network ‘transportation’ services, particularly in local networks such as the
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electricity and water distribution systems in a given city or county. For such
activities the focus of  policy analysis is on regulation to prevent abuse of  monopoly
power, which is usually taken to involve the imposition of  a set of  controls or
constraints upon at least some of  the decisions of  the regulated firm. Chief
among these constraints are price controls.

The effects of  policies aimed at limiting the exercise of  monopoly power
have been extensively researched and one of  the most general lessons to be
learned from the relevant literature is that, because constraints are imposed
typically on only some aspects of  the firm’s behaviour (if  control were
complete regulators and regulatees would effectively cease to have distinct
identities), there is a tendency for regulation of  one set of  activities to have
unwanted side effects on choices made in respect of  non-controlled variables.
Much of  the traditional theory of  regulation is concerned with exploring
these side effects.

REGULATION OF PRICES

In the UK, price regulation is nowadays frequently used as a euphemism
for price control. However, the older term should make it clear that the
implementation of  public policy in this area is unlikely to be a trouble-
free exercise. In particular, there is nothing inherently better in controlling
prices than, say, in controlling rates of  return on capital. The problems
are similar in both cases, and what is important is how the details are
handled.

One of the central difficulties lies in imposing a system of price controls
that leaves adequate incentives for the regulated firm to reduce costs, innovate,
and otherwise improve its internal efficiency. To maintain the financial viability
of  the regulated firm, prices have to be linked to its cost base. Yet a simple
cost-plus formula for prices has very poor incentive properties. The regulator
therefore needs to strike a balance between the two factors, but finding the
optimal linkage between prices and costs is a tricky exercise. It depends, among
other things, on the availability of  relevant information (yardsticks) from
sources other than the firm itself.

There has been a good deal of  recent theoretical work on the methods to
be applied in setting allowable prices for regulated firms. I believe that this
work has produced very valuable insights, but, as attempts to implement
‘incentive regulation’ in the United States have shown, there are difficulties
to be confronted which are not well captured in the economic models. Many
of  these are connected with the constraints placed upon regulators to prevent
abuse of  discretionary/monopolistic regulatory powers.

The development of  RPI-x+y price controls in the UK can be regarded
as a particular type of  incentive regulation, which has the property that it
detaches allowable prices from the regulated firm’s controllable costs for
some fixed period. As yet there is no evidence that this has had a radical
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effect on the performance of  firms such as British Telecom and British
Gas,7 but privatization and regulatory reform are relatively recent events
and it remains to be seen how things will work out in the longer term. I
am not myself  an optimist on this matter, largely because the evidence on
the effects of price controls at other times and in other places is not
encouraging.

The RPI-x+y formulae apply to price indices for baskets of  goods/ services
supplied by the regulated firms. The formulae can therefore be viewed as
governing the level of  prices. Also of  importance, however, is the question
of  how the price structure of  the regulated firm is to be determined.8

Theoretical work in the US and UK has shown that this cannot safely be left
to the discretion of  the regulated firm. For example, where peak-load
problems are relevant, rate of  return regulation may lead to peak prices that
are too low (relative to off-peak prices), whereas price-cap (RPI-x) regulation
based upon average revenue calculations may give incentives for peak prices
that are too high.

In respect of  price structures, the implication of  public interest theories
of  regulation is that regulators will (positive versions) or should (normative
versions) seek to control price structures. Naturally, of  course, this will extend
the scope of  regulatory involvement of  the industry, and it becomes easy to
see why ‘regulation with a light hand’ is a philosophy that is difficult to sustain.

SECONDARY EFFECTS OF PRICE CONTROLS

Economic theories of  regulation of  all varieties suggest that, when one
decision variable or set of  decision variables of  a firm is controlled, incentives
will be changed in ways that affect other decisions, frequently in ways that
have adverse public interest consequences. The two best examples of  these
secondary effects concern investment and product quality, and I will discuss
them in turn.

The underlying problem concerning investment is that price controls may
lead to a higher cost of  capital and to under-investment.9 There are a number
of  ways in which this may happen, but the most fundamental is associated
with the fact that, to the firm, the existence of  a regulator with such a large
degree of  influence over its prices is akin, in business terms, to the existence
of  a very large customer with substantial monopsony power. In the absence of
a long-term contract governing terms and conditions of  supply, and faced
with the prospect of  having to commit large expenditures to durable,
dedicated assets, the incentive structure points clearly toward a tendency for
the firm to hold back on investment. Certainly, it would be a foolish
management that ignored the possibility of  partial expropriation, via a price
squeeze, at some point in the future.10 And, given the difficulties of  specifying,
monitoring and enforcing longer-term regulatory ‘bargains’, even if  an
adequate level of  investment is achieved it is likely to be at the expense of
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higher prices, which will be required to remunerate a higher than normal cost
of capital.

Turning to product quality, economic analysis reveals a further level of
complexity in the trade-offs confronted by regulators. Thus, the very fact
that price-cap regulation of  the UK type may be good for cost-reduction
incentives (because it allows the firm to hold on, at least for a designated
period, to the profit gains from cost reductions) is likely to mean that it will
be bad for quality incentives. On the weak assumption that the provision of
higher quality goods and services raises costs, it can be seen that incentives
for cost-reduction may translate into a tendency to chisel on quality (or,
perhaps more realistically, not to increase quality as quickly or as far as would
be desirable on public interest grounds).

Just as the potential distortions of  price structures (arising from the
methods of  controlling average price levels) tend to lead to an extension of
regulatory intervention into the details of  tariff  formulation, so the distortions
of  incentives for investment and product quality arising from price controls
tend to lead regulators toward greater involvement in investment and product
quality decisions.

REGULATION FOR COMPETITION

One of  the ironies of  utility privatization in the UK has been the apparent
optimism about the effectiveness of  RPI-x+y that has been expressed by
some pro-market commentators who, in other circumstances, would be the
first to point to the lessons of  history on price controls. However, price
control has been only one part of  the UK regulatory reforms. In my own
view, much the more interesting development has been the shift towards
regulatory policies designed to promote competition. These policies predate
privatization—for example, there were liberalizing measures taken in the
early 1980s in transport, telecommunication, gas, and electricity—but the
priority attached to them has increased as the privatization programme has
proceeded.

Examples of policies to promote competition include:
 
(a) removal of  statutory barriers to entry;
(b) the establishment of  rights to access to existing networks at regulated

rates; and
(c) structural reforms of  horizontal and vertical separation (as in the breakup

of the Central Electricity Generating Board).
 
As indicated earlier, my reading of  existing theory and evidence on these
matters is that it is entry conditions that provide the most important keys to
increasing competitive pressures. Although large-scale entry is difficult in the
core transportation services of  the utility/network industries, these services
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comprise only part of  the economic activities of  the industries concerned.
Thus, the existence of  naturally monopolistic elements in the industries does
not mean that all, or even most, of  the activities of  the industries need be
monopolized.

The cleanest theoretical solution to the problem of  preventing the
extension of  market power from naturally monopolistic activities to other
activities is to separate the two and prohibit firms from operating in both
areas. That solution looks very neat in the textbooks and journals, but it is
not always clear precisely where the boundaries of  the natural monopoly lie
(an exercise which requires detailed information on what may be quite
complex cost conditions). Take electricity distribution and supply, for example.
To the extent that there are cost complementarities between the two
‘businesses’ (at least in respect of  the supply of  smaller loads) it may be the
case that the natural monopoly itself  extends somewhat beyond distribution.
Put another way, simply to assume that only the transportation activities of
the utility/network industries are naturally monopolistic is to beg an important
question.

With the exception of  the separation of  electricity generation from
transmission, public policy in the UK has not followed the structural
separation route, but has rather allowed incumbent firms to operate across
a range of  activities whilst simultaneously compelling them to open their
networks to third parties at regulated prices. For example, regional electricity
companies are allowed to operate in both the distribution and supply
businesses, but must make their wires available to, say, an electricity
generating company competing for the contracts to supply larger-load
electricity users.

Given that the ‘access’ approach relies again upon price controls—the
terms and conditions for third-party access will be a crucial determinant of
an entrant’s ability to compete with the incumbent firm—I again think that
it would be wrong to regard it, or other supporting measures, as offering a
simple, efficacious remedy to a difficult problem. In the immediate post-
privatization stage, it may often be fairly obvious what needs to be done to
increase competitive pressures on dominant firms. Once some competition
is introduced, however, matters become much less clear.11 The ‘degree’ or
‘effectiveness’ of  competition in a market is not a well-defined concept, and
it is in fact quite easy for anti-competitive regulations to be imposed in the
name of  promoting competition. As George Stigler put it when discussing
the closely-related issue of  ‘workable’ competition:
 

To determine whether any industry is workably competitive,
therefore, simply have a good graduate student write his dissertation
on the industry and render a verdict. It is crucial to this test, of
course, that no second graduate student be allowed to study the
industry.
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Ultimately, however, I believe that the greatest obstacles to promoting
competition in the utility/network industries will have less to do with
regulatory mistakes (although these will inevitably happen) or to the inherent
difficulties of  the exercise (although these certainly exist) than with political
reactions to the effects of  increased competition. To examine this issue it is
now time to return to the ‘economic’ theories of  regulation.

ECONOMIES OF DENSITY

A phenomenon associated with natural monopoly in networks is economies
of  density, which means that costs of  supplying a particular customer are
significantly influenced by the spatial density of  surrounding customers. Since
competition tends to generate price structures that reflect underlying costs
of  supply, one consequence of  competition in network industries is that the
prices of  physically similar products will tend to exhibit quite considerable
place-to-place variations.

Such spatial variations in prices are, of  course, efficient in economic
terms: under competition, prices are correctly signalling geographic
variations in costs. They do, however, seem to raise problems for politicians.
For example, competition in postal services might easily lead to a several-
fold increase in the price of  some local services, even if  it reduces average
prices throughout the country. It is therefore easy to see how the goal of
the promoting of  competition in postal services might be opposed by
otherwise pro-market Members of  Parliament representing rural
constituencies.

Here, then, we confront a problem which shows very clearly the differences
between public interest theories of  regulation and economic theories of
regulation. As noted earlier, whereas the former typically assume that, to a
first approximation, regulation aims to promote efficiency, the latter stress the
pursuit of  distributional goals arising from the nature of  the relevant political
system or subsystem. Thus, while efficiency might require the end of  cross-
subsidization in utility/network industries, the distributional consequences
cannot be ignored.

Working within the Chicago tradition, Peltzman (1989) goes further by
arguing that, viewed from an international perspective, the characteristic forms
of  regulation of  the utility/network industries—in which a state agency
restricts entry and controls price (sometimes via state ownership) — are
explicable in terms of  a certain type of  common, distributional or political
objective:
 

The pervasive tendency of  state intervention has been to suppress these
[spatial] differences [in prices], usually by creating monopoly rents which
are partially dissipated either in cross-subsidies or via explicit subsidies
to the high-cost consumers.
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An interesting implication of this line of thought is that the creation of
industry-specific regulatory agencies in Britain betrays the continued
existence of  the implicit political objective of  suppressing price differentials.
If  that is correct, the theory further predicts that we should not expect
radical behavioural shifts as a consequence of  privatization. In Peltzman’s
words:
 

There is no simple dichotomy between state-owned enterprises and
privately-owned firms with respect to the behaviour we can expect from
them…. What is globally important…is less a matter of  who owns what
than what the government is trying to accomplish and what constraints
it faces in the process. 

CONCLUSIONS

As is inevitable in a short paper, the above tour through economic analyses
of  regulation has been highly selective, and it therefore necessarily reflects
my own views and prejudices. The literature is vast, but it does, I think,
contain some simple, general messages. One of  these is not to expect
too much of  price controls, however well packaged they are in terms of
innovative formulae. Price controls alone are likely to lead to distortions
in other areas of  decision-making, such as investment and product quality
and, while there are ways of  preventing or mitigating some of  these
effects, they do tend to involve ever more detailed intervention by public
agencies.

A second lesson is that, although the incentive effects of  competition
are generally very powerful, there are some real obstacles to promoting
competition in the utility/network industries. For example, in the absence
of  full separation of  ‘transportation’ and ‘supply’ businesses, the access of
potential entrants to naturally monopolistic networks itself  depends upon
a form of  price control. More importantly, there are political obstacles to
increasing competition arising from the higgledy-piggledy redistributions
of  income that will take place as a result of  changes in competitive
conditions. These effects are particularly important in network industries
because such industries tend to be characterized by significant economies
of  density.

NOTES

1 There is, of  course, a considerable overlap between the two approaches. In particular,
normative analysis depends upon major inputs from positive analysis.

2 Although it is generally acknowledged that the existence of  market failure is not, in itself,
a sufficient condition for concluding that regulation is warranted, the final stage in the
sequence is not always given the attention it merits.
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3 Mistakes do, of  course, occur. However, a ‘theory of  mistakes’ is not likely to be fruitful
(if  there is some systematic pattern to be explained, the outcomes are unlikely to have been
the results of  genuine mistakes).

4 Economies of  density are not a source of  market failure in the sense of  necessarily giving
rise to inefficiencies in resource allocation. Rather, the problems to which they give rise
are largely to do with income distribution, and the market only ‘fails’ in the sense that it
produces outcomes that are regarded as politically unacceptable.

5 It may be noted in passing that there are also severe problems in defining precisely what is
meant by the ‘degree of  competition’ (see pages 42–4).

6 This does not mean that the regulated firm should be allowed to earn only a normal rate
of  profit. The carrot of  the prospect of  supernormal profits will be required to promote
internal efficiency and innovation, which will be to the longer-term benefits of  consumers.

7 Performance indicators such as labour productivity measures have shown improvements
since privatization, but they were also improving in the earlier period.

8 Regulated firms are almost always multiproduct firms.
9 The contrary view, that price regulation leads to over-investment, is usually based upon a

misreading of  American experience with rate of  return regulation. Rate of  return regulation
is better viewed as an attempted solution to the investment problem than as a source of
investment problem.

10 Firms operating in competitive markets may also face the prospect of  falling prices, but
they are much less likely to be threatened by regulatory intervention in periods when their
profitability is substantially above normal levels.

11 As in many other areas of  regulation, what starts out as a clear, well-marked path may
later disappear.
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MONITORING AND

REGULATORY ASPECTS OF

PRIVATIZATION IN PAKISTAN
 

Riyaz H.Bokhari

BACKGROUND

The main objectives of  this chapter are to describe the salient features of
the experience with monitoring the process of  privatization and to attempt
to identify and analyse some of  the major factors which have influenced the
thinking on both the monitoring and regulatory functions in Pakistan. It
should then be possible to formulate the parameters of  an effective system
for the most appropriate monitoring of  privatization and for the regulation
of  the enterprises which are privatized.

‘Monitoring’ in this chapter is used in the sense of  maintaining regular
surveillance, supervision or close observation over the implementation of
a programme or activity. This is to be distinguished from ‘evaluation’ except
to the extent of  appraising the impact on overall progress caused by delays
or failures in component subprogrammes. The purpose of  ‘regulation’ is
to control and direct by rules and to introduce or remove restrictions and
impediments, when and where necessary, so that the progress can be adapted
to meet specified requirements and objectives.

Privatization in the form of  encouragement of  the private sector towards
setting up new enterprises as well as divestiture of  units initially established
in the public sector is not a new phenomenon in Pakistan. In the Industrial
Policy formulated and announced within a year of  the country’s emergence
as an independent nation, most spheres of  investment were kept open for
the private sector. The government undertook to afford the fullest
opportunities to private enterprise to develop industries in the country. Only
when it was observed that the private sector was not showing enthusiasm
and interest for such vital and necessary industries as required large blocks
of  capital, considerable technical skill and extensive managerial experience,
it was decided to establish the Pakistan Industrial Development Corporation
(PIDC). The objective was to stimulate private enterprise and the corporation
was expected to associate the private sector in its projects as far as possible
and to disinvest the working units at the earliest opportunity. After getting
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government approval to schemes prepared by it, these were implemented by
PIDC by raising capital through public subscription. However, if  sufficient
funds were not forthcoming from the public, PIDC was authorized to take
up the shortfall on behalf  of  the government on the understanding that these
shares would be disinvested at an appropriate stage. By 1959–60, 53 projects
had been installed by the corporation, many of  them as joint ventures with
private sector industrialists. No firm plans were drawn up or target dates fixed
for transferring the installed units to the private sector. There was thus no
formal system of  monitoring of  the process. However, the fact remains that
by the 1960s a number of  these enterprises had been disinvested, and portions
of  shareholdings of  some lucrative projects had been sold to a few leading
industrialists who were reported to be close to the regime. During this period,
the private sector was also encouraged to establish commercial banks and
other financial institutions.

In this phase of  early ‘privatization’, the primary consideration was not to
get rid of  any loss-making public enterprise, but rather to stimulate private
sector entrepreneurs to take interest in expanding the industrial and financial
base of  the economy. How far the actual implementation of  these policies
of  stimulating the private sector and of  transferring successful and profitable
enterprises to it contributed to strengthening the power relationships
underlying the political and social systems of  the times, remains a subject of
debate to this day.

A brief  description of  the problems which emerged during this period is
given here in the hope that it will be helpful in a better understanding of
some of  the distinctive aspects of  approach and regulation associated with
the privatization process presently under way in Pakistan.

With the growth of  investment in industrialization, attention at first was
paid mainly to securing increases in volumes of  production. While it was
realized that efficiency and economy of  production also required to be
closely watched if  the benefits of  development were to be passed on to
the consumers, the immediate problem was maintaining reasonable price
levels till measures to improve productivity started showing results. There
were shortages of  consumer goods in many categories and the government
had to introduce price and distribution controls. However, these could only
be partially effective in the face of  evasion of  controls, hoarding, black-
marketing and profiteering. ‘Gentlemen’s agreements’ between the
government and the industrialists were expected to stabilize prices and
ensure equitable distribution. Large imports were arranged for some
essential articles to keep prices down through adequate supplies. To
supplement the control measures, fair price shops and consumers’ co-
operative stores were opened. In the case of  petrol, oil and lubricants, prices
were regulated by oil companies in consultation with the government. In
the mid-1950s, it was earnestly hoped that since rapid industrialization was
taking place only because of  the direction of  government policy, the
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industrialists would reciprocate by keeping their profits within reasonable
limits. It was soon realized, however, that in a virtually protected
environment, the industrialists were not motivated to give much attention
to proper management, optimum utilization of  installed capacity and
economy in production costs. A number of  measures were initiated to tackle
these problems such as setting up productivity centres to provide assistance
and guidance to industrialists, and a Price Stabilization Wing and a Cost
Accounting Cell to analyse promptly the causes of  any abrupt or undue
price rises and to suggest corrective measures. Fiscal incentives were also
introduced for channelling private sector investment towards the less-
developed areas and for encouraging the use of  indigenous raw materials.

Certain selective measures of  credit controls were taken to check the
hoarding of  imported goods and to guide credit into more productive
purposes. The Pakistan Industrial Credit and Investment Corporation (PICIC)
was set up to assist in the creation, expansion and modernization of  industrial
enterprises in the private sector by providing long- and medium-term finance.
The Banking Companies Ordinance 1962 was promulgated to bring up to
date the legislation for the banking system.

Despite these regulatory measures and institutions it was apparent that
the processes of  industrialization and economic progress were not
accompanied by an equitable distribution of  income and wealth. The
achievement of  a synthesis between economic dynamism and social justice
became a problem for the government. There was a growing public sentiment
against the perceived inequities of  the development process, particularly the
increasing concentration of  ownership in the industrial and financial sectors.
In his budget speech for 1965–6, the then Finance Minister recognized these
problems and stated:
 

A stage has also been reached when these growing concentrations are
likely to raise not only problems of  social justice but also of  economic
efficiency…. Monopolistic practices, industrial collusion, denying
opportunities to new-comers, …exclusive dependence of  big enterprise
on family members alone…[may result in] a serious risk that…industrial
growth tends to decay. The essence of  the system of  private enterprise
is…competition and unless that is assured…[it] loses its essential
character.

 
The Finance Minister also described some of  the measures taken by the
government to broaden the ownership of  industrial capital and to promote
greater social justice:
 
(a) All public companies were required to offer substantial portions (50–60

per cent) of  the issued capital to the general public, preference to be
given to smaller applicants.
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(b) Credit-needs of  the smaller entrepreneurs were catered for by a special
department of  the National Bank of  Pakistan.

(c) Permission was refused to holders of  large industrial undertakings to
open financial institutions like banks and insurance companies.

(d) New taxes, like Wealth Tax, Capital Gains Tax and Gift Tax, were
introduced with a view to reducing the concentration of  wealth in a few
hands.

 
The government also announced its intention of  taking further measures:
 
(a) Whenever there is a risk of  the emergence of  monopoly units, the

government shall introduce the ‘presence’ of  public sector.
(b) Government will encourage newcomers into the field of  simple

manufactures like textiles, sugar and cement. The investments of  the
established groups will be increasingly diverted to producer goods
industries. Such parties as are given permission to manufacture basic raw
materials or components will not normally be allowed to manufacture
semi-finished or finished goods which can be produced by smaller units.

(c) The State Bank of  Pakistan will take measures to deal effectively with
complaints that bank credit is not freely available to newcomers and is
getting concentrated in a few bank accounts. The Bank will also watch
that credit to any single party remains within limits.

(d) A law will be enacted to regulate:  
(i) vertical integration implying control of  a single party over

manufacture, distribution and marketing;
(ii) interlocking of  industrial and financial capital;
(iii) any monopolistic or restrictive practice or agreement aimed at

prevention, restraint or distortion of  competition like fixation of
prices, limitation of  production, marketing, and so on.

 
The impact of  these measures depended upon the degree of  commitment
with which these were to be implemented in letter and spirit. The vested
interests against whom these measures were belatedly aimed had acquired a
strong lobby in the political and bureaucratic set-up and were not to be easily
dislodged from their entrenched positions. The multiplicity of  agencies created
for control and regulation, giving permissions, issuing licences and ‘no
objection certificates’, watching adherence to a plethora of  rules and
instructions, excessive paper work and red tape all had a counter-productive
effect and bred inefficiencies and corruption in government machinery. No
serious effort was made to monitor the impact of  regulatory framework for
improving its effectiveness. Even where weaknesses came to surface it was
convenient to impose new restrictions rather than modifying the existing ones.
The inevitable result was that the regulatory structure was neither properly
organized as a single whole nor efficiently and consistently implemented in
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its constituents. In any case, before these measures could make any significant
impact on the undesirable trends, the country went through the traumatic
experience of  a civil war followed by a change of  government in 1971.

The new government took over 58 industrial units from the private sector
and also set up public corporations for the export of  cotton and rice. Very
soon these steps towards large-scale nationalization—at one stage a large
number of  small units engaged in flour-milling, rice-milling and cotton-
ginning were taken over, only to be handed over back to the owners within a
year—and the disappointing performance of  public enterprises became
controversial issues. Nationalization of  commercial banks and government
control of  development financial institutions led to a denial of, or severe
restrictions in, private sector’s access to cash resources for keeping the wheels
of  industry turning. This naturally had a crippling effect on private sector
enterprises and on the enthusiasm of  the entrepreneurs.

START OF DENATIONALIZATION

It was not surprising, therefore, that with the change of  government in 1977
reviews were undertaken of  the performance, policies and organizational
structure of  public enterprises. Ways and means were sought for reviving
production by improving the investment climate for the private sector. The
‘Transfer of  Managed Establishment Order’ was promulgated in September
1978 in order to empower the government to transfer shares or proprietary
interest of  nationalized undertakings to previous owners.

A number of  agro-based industries and two foundries were handed back
to the owners. A couple of  major industrial units were divested—one of
them after restructuring. However, the pace of  actual divestitures did not
make much impact. Even though the regime generally believed in the sanctity
of  private property, the actual measures devised by it for denationalization
were circumscribed by a number of  inhibiting conditions. The previous
owners were debarred from making any claim for compensation of  any nature
against the government and the process of  actual transfer was a complicated
and long-drawn-out affair, subject to formal audit. The financial valuation
was, in many cases, so unattractive that very few enterprises could be handed
over to their previous owners. Another factor was the attitude of  the workers
and lower/middle management of  these enterprises who vehemently opposed
any general move towards wholesale denationalization. Enough thought was
not given at this stage to protect their vested interest and to provide them
with adequate reassurance or compensation.

After the initial spurt in 1977–9, the process of  denationalization stagnated
for almost seven years. It was perhaps realized that, if  any progress was to
be made, some institutional arrangements had to be made to draw up a definite
programme and to oversee its implementation. A Disinvestment Committee
was set up in 1985 for a programme of  public offering of  small lots of  shares
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of  six public enterprises. However, not much progress was made in its
implementation.

Another attempt was made in 1988 to proceed with the work in an
organized manner. A National Disinvestment Authority was established with
powers wider than that of  the Disinvestment Committee. This institution
could not make any progress because of  a change of  government in late
1988.

The next step taken by the new government was to engage a foreign
consultant to formulate a plan. The plan produced by the consultant
recommended sale of  shares, to small individual investors and workers, of
14 enterprises including two banks, the national airline, oil-refinery companies,
a gas pipeline company, cement and fertilizer plants and engineering
companies. There was, however, no commitment to transfer the management
of  these units. No tangible progress was achieved except for the sale in May
1990 of  10 per cent shares of  Pakistan International Airlines at par value,
with a guaranteed dividend at 12.5 per cent per annum for three years.

PRIVATIZATION CURRENTLY UNDER WAY

A new government assumed office towards the end of  1990. In accordance
with its election manifesto it embarked upon a wide-ranging programme of
speedy privatization of  major nationalized industries, financial institutions
and utilities (gas, telecommunications and electricity).

In its policy pronouncements, economic surveys and white papers issued
from time to time, the government has clarified that its privatization strategy,
along with deregulation, constitutes the basic thrust of  its economic policies
aimed at acceleration of  economic growth by unleashing the potential of
the private sector. The broad objectives are to create a liberal economic
environment, remove trade and tariff  barriers, achieve rapid industrialization,
facilitate access of  the private sector to financial resources, improve
productivity, efficiency and profitability, and develop a viable capital market.
It is realized that mere privatization of  state-owned enterprises cannot achieve
all these objectives, unless reforms are introduced in complementary areas
such as positive measures to encourage and attract direct foreign investment,
liberalization of  exchange and payment procedures, and reorientation of  trade,
industrial, agricultural and fiscal policies. In the redefinition of  the roles of
the government and the private sector, deregulation and ‘opening up’ is
regarded to be as important as privatization.

Experience has confirmed that decision-making authority for privatization
within the government can often be fragmented and competitive, leading to
unavoidable but frustrating delays. Apart from a deferral of  other economic
benefits expected to flow from privatization, these time-lags involve direct
financial costs to the government in the form of  accumulation of  losses and/
or subsidies and depreciation of  assets. The solution is obviously the creation
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of  a centralized authority for implementation of  the privatization programme
within the shortest possible time.

A high-level Privatization Commission overseen directly by a Cabinet
Committee on Privatization was set up in January 1991 to formulate
recommendations for privatization and deregulation and to evaluate bids for
divestiture. One hundred and fifteen units with an estimated market value
of  Rs 81 billion (excluding telecommunication and power generation) were
identified by it for privatization. A well-defined procedure has been evolved
for valuation and review of  the units, fixing of  the suggested reserve prices,
obtaining approval of  the Cabinet Committee to conditions of  the offer for
sale before preparation of  bid documents, and release of  advertisements
inviting bids. Legal authorization for the sale of  the units is obtained and the
title deeds of  its properties and assets are certified. The intending investors
are allowed to inspect the unit before submitting their sealed bids which are
received and opened on the due dates in the presence of  bidders.

The Commission then proceeds to evaluate the bids in detail, based on
settled criteria, and formulates its recommendations for the consideration
of  the Cabinet Committee.

Laws have been amended to facilitate privatization and the process has
been provided legal cover against reversal under the Protection of  Economic
Reforms Ordinance 1991.

The government made it widely known that it was fully conscious of  its
responsibilities towards the employees of  the public enterprises which had
been selected for divestiture. They have a vested interest and are stakeholders
in the privatization process. An accord was signed with the All Pakistan State
Enterprises Workers’ Action Committee to safeguard the genuine rights and
interests of  the workers and to minimize their hardships. There are to be no
layoffs during the first year of  privatization and the terms and conditions of
service of  employees will not be altered to their disadvantage. A golden
handshake scheme with very liberal terms has been introduced for those
opting for it. A pool of  surplus laid-off  employees is to be maintained and
suitable training provided for them with a view to absorbing them in other
units. The employees are to be encouraged to make bids for purchase of  the
units themselves by preparing management and financial plans.

THE MONITORING PROCESS

There have been a number of  officially-inspired seminars and conferences
to discuss various aspects of  privatization, to review the direction of, and
progress in, the implementation of  the programme and to elicit views and
recommendations from a wide cross-section of interested persons from
government departments, private sector entrepreneurs including previous
owners of  nationalized units, representatives of  labour and workers in public
enterprises, research workers, economists, the press and the general public.
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As a part of  monitoring as well as for the purpose of  providing relevant
information to the public at large, the government has been reporting the
progress in privatization and deregulation from time to time in publications
such as Economic Survey. Extracts from a paper entitled Privatisation and Economic
Policy by S.A.Qureshi, Secretary-General Finance, appended as Appendix I,
describe the procedures followed by the Privatization Commission.

It has been admitted by government spokesmen on a number of  occasions
that transparency is an important element in the privatization programme;
the sale of  units is given wide publicity, reasonable time is allowed to the
prospective bidders to file their offers and the representatives of  the media
are invited to ‘see the whole exercise on the spot’.

Despite these claims there has been persistent criticism in the press and
by some (opposition) politicians about the lack of  full transparency in the
methods adopted in negotiating and finalizing the sale of  some key enterprises.
The case of  the privatization of  The Muslim Commercial Bank is often
mentioned as a controversial divestiture. The highest bid had been ignored
and another group who were not the original owners, were asked to raise
their original bid. The case remained in the court for some time before the
parties agreed to an out-of-court settlement.

In some other cases there were complaints that sufficient information such
as consultants’ reports had not been supplied to parties interested in making
bids for the units. According to press reports, the highest bidders in the case
of  four cement plants were denied the sale because they had demanded a
physical audit and inspection of  the plants.

The uncharacteristic (but by no means objectionable in itself) speed of
government decision-making in finalizing these deals generated charges of
carelessness and possible disregard of  the public interest. In one case at least,
it was responsible also for a hurried valuation and failure. The majority
shareholding of  Sui Northern Gas Pipelines Ltd was offered for public
subscription at about twice the book value per share, which was deemed too
high. Only 30 per cent of  the shares were taken up by the public and the
underwriters had to pick up the rest but not before rumours started circulating
that they were looking for ways of  getting out of  their obligation by prevailing
upon the government to abort the entire public offering.

Ever since 1988 the Press has played an important role in keeping the
public aware of  government policies and actions in the fields of  privatization
and the ‘opening up’ of  the economy. A continuing debate has been going
on about the advantages and disadvantages of  various aspects of  specific
measures as well as of  the entire exercise, its objectives, timing, blind spots
and likely pitfalls. In this way, an informal but difficult-to-ignore forum has
been developed to monitor the process of  privatization and its impact in
different sectors.

The Auditor-General’s department has undertaken an evaluation of  the
performance of  the Privatization Commission’s activities after two years of
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its operations. The areas to be reviewed include the determination of  fair
value or reserve prices, and the procedures followed to ensure competitive
bidding and conformity with general principles of  probity and propriety in
accepting or rejecting offers.

In its annual reviews of  the state of  the Pakistan economy, the World
Bank has also been monitoring the progress and impact of  privatization in
the country. These reviews are meant for official use only and provide valuable
feedback to decision-makers at the highest level in the government.

An official description of  the up-to-date progress made in the programme
would be included in the reviews and surveys issued at the time of
presentation of  the National Budget for 1993–4.

Appendix II summarizes the latest available data on progress in various
sectors.

REGULATORY ASPECTS

Privatization is a complex process of  change, with financial, economic and
social implications. It must be recognized as primarily a political process.
Recent happenings in the political arena in Pakistan have shown that apart
from some controversy on the methodology, speed and degree of
transparency in a couple of  divestitures, the major political parties, including
that which was responsible for the widespread nationalization programme
of  the 1970s, are committed to the main objectives and processes of
privatization. It can, therefore, be expected that these will retain a high priority
on the public policy agenda for quite some time to come, that is, if  care is
taken to avoid the mistakes of  earlier years.

The entire package of  privatization and the opening up of  the economy
through such measures as the abolition of  investment sanctioning, curtailing
the role of  the public sector in manufacturing and services, and generally
doing away with import licensing, tariff  rationalization, the continuation of
a flexible exchange rate policy, and so on, have created new opportunities
for the private sector, the activity of  which has expanded and been
strengthened. There is evidence also that foreign investment has responded
favourably. While these are encouraging trends, it has to be realized that
privatization on its own should not be expected to provide complete solutions
to the wide range of  problems of  a country like Pakistan, just as controlling
the ‘commanding heights of  the economy’ in the earlier periods could not
deliver the goods. A very ‘wide-angle’ view has to be taken and the temptation
avoided of  concentrating attention and efforts on a limited scope of  objectives
without regard to repercussions and side effects in other areas or time-frames.
Privatization itself  should not be expected to make a lasting contribution to
the ultimate objectives of  development through the strengthening of  the
private sector without an integration of  the process with an optimum mix
of  the requisite reforms and essential regulation.
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It would be a mistake to treat privatization as an end in itself. It is a means
to the basic objective of  improving efficiency of  enterprise operations through
competition and better management. Here the term ‘efficiency’ also needs
to be interpreted very broadly to cover social efficiency over and above mere
financial efficiency or productivity combined with profitability. Serious
consideration has to be given to anticipating problems which are likely to
arise. Important questions have to be kept constantly in view such as guarding
against the possibility of  inequitable distribution of  wealth and incomes in a
comparatively free market economy, ensuring the continuity of  the so-called
‘non-commercial’ services and benefits previously provided (or claimed to
be provided) to some sections of  the society by the erstwhile public
enterprises, and the channelling of  investment into capital-intensive, long-
gestation periods, comparatively low-profit-making undertakings in the remote
areas of  the country. It would obviously not be to anybody’s interest to ignore
the lessons of  the not very distant past and naïvely expect that problems
and unrest of  the type created during an earlier phase will not reappear, or if
they do, they will get solved on their own within a reasonable period.

The absence of  an effective regulatory mechanism, the comparatively
primitive stage of  the capital market, and imperfections in the interplay of
market forces in the country, can lead to undue concentration of  economic
power and exploitation of  the general public. There are reports already that
a handful of  powerful family groups have acquired control over a substantial
segment of  the country’s cement production capacity and they recently
managed to ‘jack up’ cement prices unjustifiably.

The liberal terms of  the protection provided to the workers during
divestiture have no doubt taken care of  a very sensitive factor crucial to the
success of  the privatization programme. However, this is not a substitute
for a long-term national labour policy which should protect the interests and
rights and obligations of  both the employer and the workers.

The generally apathetic attitudes of  consumers, the low literacy rates
and inadequate public awareness of  trends in supply and demand situations,
all justify a close watch being kept by appropriate agencies for the benefit
of  the public at large. These relate primarily to the maintenance of  minimum
standards of  quality and safety in the products and services marketed by
the privatized enterprises. It may be necessary to encourage the setting up
of  consumers’ organizations with formal relationships with enterprise
managements or their associations as well as with the government agencies
concerned. Equity and fair play would require that a part at least of  the
efficiency gains after privatization should be passed on to the consumers.
Some form of  ‘cost audit’ in selected areas may have to be introduced for
the purpose of  seeing that, generally speaking, costs are controlled
effectively and wastage avoided. It should also provide an early warning
system in cases where profits show a tendency to exceed reasonable limits
year after year.
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The roles of  the Monopolies Control Authority and the Corporate Law
Authority need to be reviewed and strengthened. The concept and definition
of  ‘unreasonable monopoly power’ have to be brought in line with the new
situation so that the controlling authority can effectively cope with the
problems hinted above. With the broadening of  shareholding among a large
number of  small shareholders, the Corporate Law Authority has to be invested
with sufficient powers and adequate organization and personnel to ensure
that it can promptly and effectively deal with unscrupulous practices such as
passing over declaration and payment of  dividends year after year, ‘siphoning-
off ’ profits through liberal perquisites to family members with sinecure jobs,
malpractices in purchases, sales, and so on, and insider trading in Stock
Exchanges.

The government could also consider whether a small part of  the sale
proceeds of  its units should not be invested in making arrangements for
ensuring ready access to strategic reserves of  essential articles, so that attempts
at creating artificial shortages and raising prices can be countered quickly.

For proper control over the implementation of  complex policy measures
it is necessary to institute a reliable and efficient system of  compiling statistics
in sensitive areas of  important sectors of  the economy. These data gathering
and interpreting organizations should preferably be quite ‘independent’, with
representation from the private sector and professional institutes.

The need for transparency in the government’s economic decision-making
and programme implementation cannot be overemphasized. There is no
reason why government-sponsored reports and analyses should not be
available to all those who have a stake in the success of  policies and measures
generated by these reports. An open discussion of  the pros and cons of
various issues would go a long way towards development of  such policies
and measures as have an above-average chance of  success and beneficial or
satisfactory outcome.

The major initial objective of  privatization and deregulation is, of  course,
to create and maintain an environment of  healthy competition, conducive to
gains in national wealth. More competition or more skilful regulation can
contribute to even bigger gains for all (except the enterprise’s shareholders).
It is, therefore, essential for developing countries like Pakistan that the
instruments of  state intervention such as monetary and fiscal policies and
tariff  structure should be geared to the creation of  a competitive environment.

At the same time it is important that the regulatory framework should be
constantly kept under review. It is not possible to set up a set of  regulations
which can cover all situations and continue to provide solutions over the
long run. The government should have the foresight and the will to introduce
appropriate modifications as and when required. Regulations which outlive
their usefulness must be scrapped rather than expect the agencies concerned
to learn to live with violations. For this a formal regulatory mechanism
monitored and overseen by a single high-powered agency or commission for
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each major sector of  the economy can be highly effective. It would also be
helpful to issue a policy statement on the scope and purposes of  regulation
in the context of  privatization.

Last year the State Bank of  Pakistan introduced a number of  prudential
regulations for the proper operations of banks and non-bank financial
institutions. These have been generally welcomed as well-conceived and have
been implemented with effectiveness. One of  the newly-established banks
in the private sector was disciplined by the State Bank when it was found to
have infringed the regulations. This has had a salutary effect on others.
However, it has also been pointed out that some of  the provisions of  these
regulations are difficult to enforce and should be reviewed and modified.

Substantial preparatory work and policy decisions are also called for in
the telecommunication sector for the institution of  a regulatory body. A
regulatory framework has to be designed and enacted, regulators have to be
appointed and the institution built up. The presence of  a competent regulator
with adequate authority will naturally be one of the major factors to be
considered by prospective bidders when telecommunication units are offered
for sale.

For the power generation and distribution sector, the Water and Power
Development Agency (WAPDA) and the government are examining the
proposed structure and scope of  a federal, autonomous National Electric
Power Regulatory Authority to oversee the evolution of  the privatized Pakistan
power sector and to regulate it technically and economically.

Similar regulations, if  introduced in other sectors, will help in creating an
environment in which the interests of  the concerned parties are protected
side by side with providing conditions in which competition can flourish and
privatization can yield maximum benefits. The existing institutions like the
Central Testing Laboratories, National Institute of  Health, Pakistan Standards
Institute, and so on, need to be strengthened so that they can play their
assigned roles effectively.

CONCLUSIONS

The discussion in the previous paragraphs shows that the process of
divestiture of  the federal government’s industrial enterprises has, after a couple
of  false starts, now been organized on lines which promise to lead to the
completion of  the programme within a comparatively short span of  time.
However, the progress of  divestiture of  similar enterprises owned by the
provincial governments and the speed of  privatization in other sectors of
the economy are not as spectacular. Not much thought appears to have gone
into the desirability and feasability of  expanding the scope of  privatization
to encompass additional areas of  the government’s activities (for example,
health and education) which could be improved and made cost-effective by
introducing competition, and schemes for contracting out and user charges.
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Institutional arrangements have not been made for unbiased monitoring
and reporting by an independent body or bodies. The Press has no doubt
been giving considerable attention to reviewing and commenting upon the
various facets of  the work of  the Privatization Commission, and has been
analysing government reports issued from time to time on the progress being
made towards deregulation and the sale of  units. The Auditor-General’s review
of  progress appears to be restricted and delayed.

It has to be remembered that any change is bound to attract opposition
and criticism, irrespective of  the manner of  its implementation, monitoring
and regulation. Privatization in Pakistan is no exception. Critics of  change
are quick to point out apparent lapses in methodology, selection of  successful
bidders, determination of  terms of  sale, post-privatization vigilance or ‘cream-
skimming’ where the private sector picks up only the profitable, easy and
low-risk enterprises and work. Despite complaints about lack of  full
transparency in some cases, it has to be admitted that a greater volume of
information is now available from government publications and press releases
in Pakistan than was the case a few years ago.

It is in the area of  regulation of  privatized units that the greatest
apprehensions are beginning to be expressed now. This is not surprising when
the experience is recalled of  earlier times of  almost unbridled private sector
expansion when profiteering malpractices and lack of  effective control by
the then nascent regulatory agencies led to a concentration of  wealth for the
rich and inequities of  income for the poor. There is also the memory of  the
government’s apparent failure or inability then to watch over the welfare of
the consumer and the common man through its bureaucratic machinery.
People know that the multiplicity of  ad hoc measures, controls, licences,
permits, and so on, only spawn corruption, nepotism and malpractices in
officialdom. The problem now is that, while it is essential to dismantle the
over-elaborate structure of  primarily economic regulations and redundant
controls, it is also necessary to retain a certain minimum level of  safety and
quality-related regulations to protect the public interest and to enhance general
welfare. Confusion is also caused by the use of  antithetical terms ‘deregulation’
and ‘regulation’. The former obviously refers to the process of  ‘opening up’
and drastically reducing paper work and controls by various agencies in order
to remove unnecessary restrictions in the investment and productive processes.
The latter is meant for essentially post-privatization regulatory responsibilities
of  the government and attention to this aspect does not imply a reversal of
the deregulation process. It might contribute towards some clarity in thinking
and discussions if  the term ‘liberalization’ were to be used instead of
‘deregulation’. When deregulation and liberalization policies are introduced
for the first time, the private sector entrepreneurs naturally seek to be assured
of  the strength of  government commitment to the new approach. On the
other hand, the vested interests of  the regulators, controllers and bureaucrats
are concerned with keeping their hold on influence, prestige and jobs through
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a continuation of  paperwork and red tape. Most of  these have to be
demolished if  confidence is to be built and retained in the private sector. At
the same time the overall interest of  the public at large cannot be ignored
and an optimum solution has to be found to satisfy all concerned. If  this
balance is not quickly and effectively achieved, there is a danger of  the
pendulum swinging to the other extreme before long.

Chapter 20 of  the UNDP’s Guidelines on Privatization deals with these
regulatory aspects and it is not necessary to repeat them here. Suffice it to
say that in the context of  Pakistani conditions, the post-privatization
regulatory set-up must be lean, simple, and straightforward. It has to be
supported by a suitable framework of  relevant and updated laws and clearcut
regulations which can be effectively implemented by adequately trained and
experienced staff. Government policies must also be defined in matters of
vertical integration and control over the interlocking of  industrial/ commercial
and financial capital.

A multiplicity of  agencies and interconnections/linkages has to be avoided.
Government functionaries should preferably not be invested with very wide
discretionary powers. If  such powers have to be delegated to lower levels in
the interest of  decentralization and ‘one-window’ operation, these should be
accompanied by clear and authoritative guidelines, which should be reviewed
and updated from time to time. The process of  prompt accountability through
internal and external audits has also to be strengthened.

Another aspect to be considered is that there are limits to liberalization,
deregulation and privatization. Pakistan, like other developing countries, has
to find out for itself  the most appropriate levels of  liberalization and
privatization, as well as the most effective mix of  interlinked and mutually
reinforcing measures to achieve the declared policy objectives. Since conditions
keep on changing all the time, on-going and comprehensive reviews are
necessary. A strong mechanism for prompt and reliable compilation of
relevant statistics and indicators is also necessary. Besides helping the
regulatory bodies in their work, the system would provide a framework for
effective and meaningful interaction among different interest groups. There
is not much evidence that this aspect has so far been given serious thought
in Pakistan at the present stage of  privatization.

The development of  a mechanism for effective monitoring of  the
regulatory structure itself  is an important prerequisite for the achievement
of  the ultimate objectives sought through privatization. Administrative abilities
and responsive organizations have to be built up for continuous reviews. This
does not mean, however, that the additional responsibilities vested in the
government as a result of  post-privatization regulation should result in an
expansion of  the size of  the bureaucracy. What is needed is really a significant
improvement in the quality of  its functioning, particularly with reference to
policy development and management. This calls for investment in education
and training with the objective of  achieving a substantial improvement in
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the efficiency of  all government agencies and departments. This is a
continuing process and developing countries can learn from each other’s
experience as well as seek guidance from the thinking, approach and
procedures evolved (including the use of  information technology) in the
developed countries. Perhaps the UNDP’s Interregional Network on
Privatization can play a catalytic role in this area.

APPENDIX I

Procedure for privatization

The procedure being followed by the Privatization Commission for privatizing
the units is as follows:
 
1 The units to be privatized have been identified through recommendations

of  the Disinvestment and Deregulation Committee and the subsequent
approval of  the ministerial committee.

2 Valuation of  identified units is carried out by independent consultants.
This exercise in most cases has been restricted to assessment of  the
depreciated replacement value of  the fixed assets of  the project.

3 Review of  the valuation is carried out by the members of  the
Privatization Commission and adjustments considered necessary are
made to the values as estimated by the valuers. Additionally, the
Commission estimates the break-up value of  shares by a review of
information made available by the projects. Adjustments for intangibles
such as goodwill, negative profitability, tax credits and doubtful debts,
diminution in values of  inventories and other provisions are also made
by the Commission.

4 The members of  the Commission estimate the suggested reserve price
for shares based on the above and consideration of  the estimated return
on investment and the potential earning capacity of  the project as well
as the possible interest of  the investors.

5 The suggested reserve price and the valuation report of  the Commission
are tabled before all members of  the Privatization Commission for their
approval and final recommendation based on the Commission’s meeting
is forwarded to the Cabinet Committee together with the other conditions
of  offer for approval.

6 The Cabinet Committee considers the recommendations of  the
Commission and approves the conditions of  the offer for sale and gives
final approval to offer the project for sale and also approves the terms
and conditions of  sale.

7 Based on the approvals as given in (6) above the Commission prepares
the advertisement and the bid documents and releases the advertisement
in the press inviting bids on the terms and conditions previously
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recommended by the Commission and approved by the ministerial
committee and as stated in the bid documents.

8 The Commission arranges through the relevant administrative ministry
to obtain the legal authorization for the sale of  the holdings of  the
relevant corporation/company and to obtain certification of  the title
deeds of  the properties of  the particular project.

9 The Commission arranges with the relevant controlling corporation/
ministry for inspection of  the project by intending investors.

10 The Commission receives the sealed bids on the due date, opens them
in the presence of  the bidders or their authorized representatives in public
and announces on the spot the bids which are conditional or non-
conforming in relation to the matters set out in the bidding documents.
The announcement shall also be made that the detailed scrutiny of  the
bids shall be carried out by the Commission and the findings will be
communicated to the bidders in writing.

11 The Commission evaluates the bids in detail based on settled criteria
and makes recommendations for the acceptance of  the highest bid if
it fulfils the criteria laid down by the Commission and the ministerial
committee. If  none of  the bids is acceptable then the Commission
details its reasons for non-acceptance of  the bids and tables and debates
the recommendations in a meeting of the Commission before
forwarding such recommendations to the ministerial committee for
approval.

12 Ministerial committee gives approval to the recommendations of  the
Commission.

13 Based on the approval of  the ministerial committee the Commission
proceeds to inform the bidders of  the decision and to implement the
decision of  the ministerial committee.

14 The Commission arranges with the relevant corporation/ministry to
receive the proceeds of  sale and to deposit them in the designated account
and complete all legal formalities before having the project handed over
to the successful bidder. The Commission shall also arrange to have the
funds due to unsuccessful bidders reimbursed to them.

APPENDIX II

Progress in privatization in Pakistan

Industrial units

Seventy units were sold up to February 1993 for Rs 8.7 billion of  which Rs
4.2 billion was received by the government in cash, while the balance Rs 4.5
billion is in the form of  bank guarantees. Fifty-four of  these units were
transferred to the new owners and Rs 343 million paid to the laid-off
employees of  these units.
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For most of  the remaining units, no bids at the set/reserve prices have
been received by the Privatization Commission. The government may now
have to adjust the sales prices or liquidate those units which are technically
bankrupt.

Banks

The two newly-privatized commercial banks are reported to have improved
their performance through better cost control procedures resulting in a lower
increase in administrative overheads during their first years of  operations as
compared to the banks in the public sector. They have also managed to reduce
the spread between the lending and deposit interest rates. To quicken the
process of  decision-making, administrative tiers in one of  these banks have
been reduced from 4 to 3.

The nationalized financial sector has not seen any further progress
towards privatization. The bids received for two more commercial banks
and two development banks were not accepted. The potential investors have
complained of  problems of  getting sufficient information according to
internationally recognized standards about the quality of  assets of  these
banks.

Permitting private sector bankers to set up commercial banks is an
important element of  the non-divestiture approach towards privatization,
which is expected to yield long-lasting results through robust competition.
Under this policy, a number of  privately-owned commercial banks have
already started operations in the major cities of  Pakistan.

Power generation and distribution

Progress remains to be made in the privatization of  the energy and
telecommunications sectors. A Private Power Cell has been set up in the
Ministry of  Water and Power to promote and evaluate proposals for private
sector power-generation projects. Several letters of  intent have been issued
by the Cell in this area but no project has come into operation so far.
Protracted negotiations on tariffs and down payments had to be conducted
for a 1292 MW Hub Power Complex project involving an investment of  US
$1.2 billion, before actual construction could be started in 1992.

The existing power infrastructure of  the Water and Power Development
Authority (WAPDA) is also to be gradually divested and privatized. WAPDA
Power Privatization Organization plans to induct private sector participation
in thermal power generation as well as privatization of  WAPDA’s existing
power-generation facilities and area electricity boards. In addition to the Hub
Power project, five or six proposals for the development of  new thermal
generation capacity by private sector sponsors are under consideration and
negotiation.
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With a view to tapping all available energy resources, WAPDA is
encouraging small power producers in the private sector to undertake ‘energy-
efficient modifications’ to their plants for achieving higher levels of  electricity
generation. WAPDA will purchase from them their surplus on the basis of
what is termed as ‘avoided cost of  WAPDA’s most expensive plants’.

WAPDA’s long-term plans for privatization include ‘Corporatization within
WAPDA’ of  its large multipurpose hydro-electric facilities and power
transmission network, with the object of  improving efficiency and
management. All thermal power plants and Area Electricity Boards will be
converted into private generation and distribution companies. In the short
term, WAPDA is proposed to be converted into a holding company with its
subsidiaries operating as discrete, autonomous ‘profit centres’.

Telecommunications

A phased divestiture of  the Pakistan Telecommunications Corporation (PTC)
requires the study of  options with the object of  maximizing sales revenues.
The Corporation has awarded contracts to three international companies for
the installation of  400,000 telephone lines on a Build—Lease-Transfer basis.

Other infrastructure

Eighteen projects in the roadbuilding sector have been identified for private
sector participation for construction of  highways, motorways, bridges, tunnels
and coastal roads. The National Highway Authority is responsible for the
evaluation of  bids for, and monitoring of  progress on, these projects. Private
sector parties have also been invited to participate in the so-called BOT (Build,
Operate and Transfer) arrangements for such projects as the construction
of  a container terminal, providing a deep seaport and the construction of
three international air terminals. Two private sector airlines have started
operations on domestic routes. Licences have been granted to 31 private sector
parties for shipping. Pakistan Railways has started the privatization of  such
activities as ticketing and ticket checking on a couple of  its sections and more
are planned.
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4
 

MONITORING AND

REGULATORY ASPECTS OF

PRIVATIZATION IN SRI LANKA
 

A.S.Jayawardena1

INTRODUCTION

Sri Lanka is a small island (65,608 sq.km) with 17 million people and a
per capita income of  US $500. When it became an independent nation in
1948, its per capita income was about half  of  Japan’s or Malaysia’s and
much higher than Korea’s and Thailand’s. The living standards of  the
people in terms of  social indicators—life expectancy at birth, literacy,
infant mortality and school enrolment—were among the highest in the
world. However, four decades later, whereas the social standards have been
maintained, the per capita income has declined to less than 5 per cent of
Japan’s, less than 20 per cent of  that of  Malaysia, and well below that of
Korea and Thailand.2 A growing unemployment problem has led to civil
conflicts which now cost around 5 per cent of  gross domestic product
(GDP).

The slow growth of  the economy was initially due to a sharp decline in
the terms of  trade, to which the country failed to adjust, out of  concern to
maintain social welfare standards undiminished. Increasing controls over the
economy, expansion of  the public sector, higher levels of  taxation and deficit
financing were later used to maintain a semblance of  a welfare state, which
had a strong negative effect on the economy. By the mid-1970s there was a
consensus that the command economy was a failure; and an extensive
liberalization process commenced in 1978. Thus, outside the acknowledged
market-oriented economies, Sri Lanka became the first country in Asia to
undertake a transformation out of  a regulated economy.

The initial phase of  reform entailed the removal of  trade barriers,
lowering of  protective tariffs, adopting a market-related exchange rate,
reducing government regulation of  the economy, and fostering
competition with a view to encouraging the private sector. The supply-
side effects of  the reforms led to a more than doubling of  economic
growth and a sharp reduction in unemployment. However, while the
accumulated market distortions were being undone, a massive public
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sector continued to grow, until the authorities commenced action to
reduce it in the mid-1980s. There was inertia at the beginning, largely
because the nationalized enterprises were a great source of  patronage,
but with the realization of  imperatives of  attacking the structural
distortions of  an over-large public sector, the process has gathered rapid
momentum since 1987.

Prior to that, a few minor attempts at privatization had failed. In 1983, an
effort to sell 40 per cent of  shares of  Sri Lanka Rubber Manufacturing
Company resulted in only 0.45 per cent being taken up in a moribund Stock
Exchange. Two attempts to sell 43 per cent of  shares of  Lanka Milk Foods
Ltd resulted in the sale of 4.6 per cent in 1983 and none in 1986. In the late
1980s, the sale of  three small tile factories was negotiated, but the buyers
who took them over have yet to pay for them, owing to a dispute relating to
the non-vesting of  land, with neither party apparently over-anxious for a
settlement.

Contrary to this experience, some success was achieved in partial divestiture,
the most notable being the following.3

 
(a) Opening several state monopolies or quasi monopolies (for example, in

trading, manufacturing, insurance, banking, gems and the public road
passenger transport) to private competition, with lowered import tariffs.

(b) Handing over four large and loss-making textile mills owned by the
National Textile Corporation to private firms on management contracts
in 1983–5. Thulhiriya, Pugoda, Verangoda and Mattegama mills were
given out to Tootals of  UK, and Laxmi Textiles Ltd and Bombay Dyeing
Ltd of  India, which generally led to conversion of  losses to profits and
rises in employment and productivity.

(c) Franchising certain parts of  public enterprises to private operators.
Cellular phones and telex services of  the Telecommunications
Department, post offices of  the Postal Department, and security and
office cleaning services of  many departments were instances.

(d) Converting the Telecommunications Department to a government
company—Sri Lanka Telecom—with a separate authority for the
regulation of  the industry.

(e) Closing down several uneconomic public enterprises such as the Tobacco
Industries Corporation and the Wellawatte Spinning and Weaving Mills.

 
Meanwhile, the Finance Minister, who said that ‘I do not believe that there is
any magic in the private sector. The magic lies only in management’ in his
1985 Budget Speech, changed his tune in his 1987 Budget Speech:
 

Now that we have an active private sector, which is willing and able to
run certain industries better than the state, there seems to be no
particular reason for continuing those industries in the public sector.4



A.S.JAYAWARDENA

68

The Government also announced the intended privatization of  Ceylon
Oxygen Company (which had a monopoly of  industrial gases), State
Distilleries Corporation (which had a near monopoly of  domestic
alcoholic liquor), United Motors Ltd (an importer of  Japanese vehicles),
Buhari Hotels Ltd (which operated a well-known small restaurant), and
the Telecommunications Department (which enjoyed the telephone
monopoly).

The transformation can be attributed partly to the long dialogue with
the World Bank, culminating in a Structural Adjustment Programme 1986–
9. It would also be due to the growing frustration with the fiscal strains
of  the public enterprise sector. The flow of  budgetary funds to this sector
(current and capital transfers and net lending) had risen from Rs 8,475
million in 1988 to Rs 18,980 million in 1986, constituting 104 per cent
of  the Budget deficit and 10.6 per cent of  GDP in 1986.5 There were
280 ‘public enterprises’ identified by the Treasury (there could be many
more), out of  which about 165 could be identified as commercial,
industrial and financial enterprises which yielded a meagre aggregate return
of  about 2 per cent on investment, when compared with much higher
borrowing rates (12 to 16 per cent), with many incurring heavy and
continuous losses. Several studies have shown that they were mixed-up
as to their objectives, overregulated by the state, overstaffed owing to
patronage, lacking in production and marketing skills owing to over-
protection and badly managed in general. Attempts to ‘improve their
performance’ by intensifying controls and reviews had proved to be
counter-productive.

The year 1989 also saw the entry of  a president with a stronger
commitment to privatization, who dubbed the process as ‘peoplization’
or handing back people’s assets from the bureaucrats to the people!
Desirous of  a planned programme of  privatization, a Presidential
Commission on Privatization (PCP) was appointed in May 1987, consisting
of  senior public servants and leading private sector businessmen. At the
same time, two pieces of  legislation were passed6 to prepare public
enterprises for privatization by conversion to public companies, to create
the share capital base for divestiture, to transfer employees to the new
companies and to enable compensated retirement of  employees where
there was excess staff.

The PCP spent most of  its time working out the general framework
and preparing a single firm—United Motors Ltd—for privatization.
Unhappy with its progress, the government decided to use the line
ministries to hasten the process. As a result, various ministries (industries,
texti le industries,  and so on) took over the process while the
Commercialization Division of  the Treasury (CDT), which serviced the
PCP, took over the direct task of  privatizing recently-converted
government companies (and any other privatizations assigned to it). The



PRIVATIZATION IN SRI LANKA

69

PCP was replaced by a Public Investment Management Board (PIMB) in
September 1989, later converted to a Public Investment and Management
Company (PIMC) in March 1990, to prepare government companies for
privatization and to manage the companies until divestiture. Such a central
body was considered by the World Bank as vital for co-ordinated and
speedy action, but it was soon found to be ineffective owing to a lack of
authority over powerful ministries and inadequate specialized skills within.
Thus, the leadership of  the privatization drive was taken over by CDT
and the line ministries, under strong political direction. Meanwhile, special
units located in the Treasury undertook the complex and large
privatizations in the plantations and the road passenger transport sector,
namely, the Plantations Restructuring Unit (PRU) and the National
Transport Commission (NTC). Of  the line ministries the Ministry of
Industries had a special divestiture unit funded by the World Bank Public
Manufacturing Enterprise Adjustment Credit (PMEAC) following the
1989 industrial policy statement7 announcing privatization of  all industries
and giving primacy to private sector development.

With so many quick changes in responsibility in privatization and so many
agencies involved, the need for consistency of  policy became an important
issue, especially after the divestiture of  the Thulhiriya Textile Mill by private
bid and placement led to questions of  transparency being raised. Fortunately,
the public servants who headed Cabinet-appointed Divestiture Committees
(CADC) could fall back on old tender (procurement) procedures of  the
government’s financial regulations, suitably modified for the occasion. Later,
the procedures came to be systematized by Cabinet decision and practice as
follows:
 
1 Selection of  firms for privatization will be made by the Ministry of  Policy

Planning & Implementation and the Ministry of  Finance,8 in consultation
with the line ministries and announced.

2 The relevant minister will choose the priorities and will recommend to
the Cabinet the appointment of  a CADC, headed by his own Secretary
and with representations of  concerned ministries and the CDT.

3 The CADC with its own ministry and CDT assistance will prepare the
firm for privatization, by  

(a) transfer of  debt overhang to the Treasury;
(b) compensated retrenchment of  excess staff  so that post-privatization

retrenchment can be avoided;
(c) valuation by the government’s Chief  Valuer;
(d) determining share capital of  the firm as a going concern; and
(e) preparation of  up-to-date accounts.

4 The CADC will also determine the mode of  divestiture:  
(a) Where strong leadership, new technology and public confidence are

paramount for future success, it will offer a majority share (generally
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51–60 per cent) to a single corporate bidder, reserving 10 per cent
to be given to workers free of  charge and the remaining 30–39 per
cent to be issued to the public.

(b) Where the viability of  the firm requires a strong financial
commitment by the buyer, shares up to 90 per cent will be offered,
reserving 10 per cent for the workers, to be given free.

(c) Where the chances of  continued operation of  the firm are in doubt
but there are valuable assets which could be profitably employed
elsewhere, the assets of  the firm will be put up for outright sale.  

5 Thereafter, the CADC will invite sealed offers giving 42 to 60 day’s
notice, published in local newspapers or, where useful, abroad. The
offers should indicate the proposed buying prices, the proposed
development plans, the credentials of  the bidder and labour
employment plan.

6 With the assistance of  professional financial institutions such as the
Development Finance Corporation of  Ceylon (DFCC), the National
Development Bank (NDB) etc., the CADC will evaluate the offers,
giving primary weight to the financial offer or proposed buying price.
Two offers being similar, the CADC could give weightage to the
competence and the track record of  the bidder and the wisdom of  the
development plans.

7 The best financial offer will be recommended to the Cabinet. If  not,
reasons will have to be given as to why a lower offer is recommended.

8 If  the CADC wishes to negotiate for better terms, it should seek Cabinet
approval.

9 Once the Cabinet decides, the line ministry or CDT will sign a
Memorandum of  Understanding (MOU) with the successful party,
indicating the time-schedule of  payments and actual divestiture, which
will have to be backed by a performance bond.9

10 Where the CADC feels, for given reasons, a good financial offer could
be obtained by bidding in the Colombo Stock Exchange, it should
recommend and obtain Cabinet approval to do so.

 
These guidelines have been followed in all cases of  privatization, except in
the case of  complex operations in the plantations, telecommunications and
the transport sector. They could be deemed as a minimum set of  rules to
provide a ‘fair playing field’ and one would expect the CADCs, which face
extraordinary problems, to make decisions in the spirit underlying the
guidelines. Unfortunately missing from the guidelines was some indication
as to how the public was to be kept informed of  the working of  the
privatization process. As a result, most authorities did not consider it a duty
to provide information to the public, which might be a factor responsible
for some misinformation/disinformation.
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The bus transport sector divestiture in 1990–1 was prompted by the rapid
deterioration of  the public-owned service (4,000 buses to a private bus fleet
of  16,000) incurring annual losses of  Rs 500–600 million with a large staff
of  around 52,000 employees (13 per bus). The privatization plan involved
the transfer of  assets to employees organized under regional companies,
remaining after a compensated retrenchment scheme. Initially, the employees
received 50 per cent of  shares free, the rest being held in trust for them by
the government. Fares were nominally deregulated and a National Transport
Commission was created to oversee the operation. Ultimately, 84 ‘private’
companies were established with about 30,000 workers and assets worth Rs
800 million.10

The divestiture of  the plantation sector, which had occupied ‘the
commanding heights’ of  the economy for nearly a century, was an even
more complex operation, involving the operation of  189,538 hectares of
land under Tea, Rubber and Coconut with a work-force of  353,391 poorly
managed by two gigantic public enterprises—the State Plantations
Corporation and the Janatha Estates Development Board. A task force on
restructuring identified overcentralized management as the cause of  the
travails of  this sector and recommended its break-up into 11 regional
companies, to be managed by private companies, but the government
decided in 1992 to transfer only the profitable estates (449 out of 520) to
22 companies on five-year management contracts (renewable by the
managers), while retaining ownership.11

Altogether, the acceleration of  privatization after 1987 is summarized in
the Appendix (Table 4.1). It will be seen that nearly 200 state-owned entities
have been undergoing some form of  privatization during the last five years.
Excluding the 84 regional depots of  the Transport Board and the 22 regional
plantation companies handed over to private management, which were
undertaken en bloc, nearly 80 individual enterprises or 40 per cent of  all
identified public enterprises have been under some form of  transformation
to private ownership.

A distinctive feature of  Sri Lanka’s privatization efforts that emerges is
the large number of  small and insignificant firms involved in the exercise.
Out of  Rs 7 billion of  proceeds in respect of  29 enterprises, Rs 4 billion
came from four firms, which included two large hotels, a milk food and an
alcoholic beverage firm. It is also significant that foreign capital inflows
featured prominently every time a large firm was on offer. The foreign
investments (direct investment by collaboration or portfolio investment by
regional investment funds) in privatized ventures were over Rs 2 billion,
partly reflecting the paucity of  investible funds in the local market and the
relaxation of  rules which discouraged the influx of  foreign capital into the
country.

It was difficult to discern an application of  consistent criteria in the choice
of  enterprises for privatization. It would appear that initially a few small
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enterprises were chosen in a tenative manner—Ceylon Oxygen, Hotel de
Buhari and United Motors. This was a time of  senseless debate as to whether
profit-making or loss-making firms should be targeted first, with allegations
of  ‘selling the family silver’ levelled whenever a profit-making one was chosen.
The government appeared to favour targeting profitable or potentially
profitable firms, in order to display that privatization was a success when the
performance improved after divestiture.

The first privatization—United Motors—proved to be a disaster, the public
share issue having been launched at a time of  considerable political unrest.
The underwriters came to be saddled with the shares. Hotel de Buhari was
‘handed over’ to the trade union at the workplace. Only Ceylon Oxygen was
a conspicuous success, in attracting a ‘Fortune 500’ Norwegian multi-
national—Norsk Hydro—as the major shareholder, and the public issue of
shares was made at a premium of  50 per cent.

The next group targeted was the large loss-making textile mills, which
had turned around under management contracts with foreign firms. At
the same time, the authorities concentrated on divesting over 20 small
GOBUs (Government-Owned Business Undertakings, which had been
nationalized under the Business Acquisition Act, which unfortunately had
not conferred any legal status to them). The several subsidiaries of
Colombo Commercial Company, BCC Ltd and so on fell under this
category. The textile mills’ privatization was clouded by the non-
competitive placement of  Thulhiriya Mill with Kabool, a Korean firm,
on the expectation of  other investments by the firm. The several
subsidiaries of  the large trading firm CWE (Co-operative Wholesale
Establishment) and the several state trading organisations were targeted
in keeping with the trade liberalization policy.

The Ministry of  Industries not only targeted all industrial enterprises under
its authority, but included all mining and scientific research activities as well.
In mining, laws were amended to permit private mining, while retaining the
ownership of  all minerals with the state, as in other countries. The operating
mines were sold on the Stock Exchange and international bids were invited
for the exploitation of  a large phosphate deposit, a potential US $800 million
investment. In the science and technology sector, the Government accepted
the policy of  converting state institutions as demand-oriented (market-driven)
research organizations, which will ultimately have to become financially self-
supporting.

In the agricultural field, the high-cost sugar producers who made big
profits out of  alcoholic by-products were a natural choice. The major
problem, however, was the traditional plantation sector of  Tea, Rubber and
Coconut, largely under state ownership since the land reforms of  1972–5.
Their productivity had fallen sharply but restoration of  private ownership
became a politically-sensitive potential conflict between a large work-force
of Indian origin (who had recently obtained citizenship) and the potential
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owners. A modus vivendi was found by leasing the lands to 22 management
companies.

The other major privatizations were those of  the Distilleries Corporation
(Rs 1,548 million and 1,789 workers), Kelani Tyres (Rs 400 million and
2,000 workers), Milk Foods (Rs 600 million and 418 workers) and two five-
star hotels—Asian Hotels (Rs 1,035 million and 954 workers) and Trans-
Asia Hotels (Rs 1,124 million and 520 workers). While Lanka Phosphate
could involve a potential foreign investment of  over Rs 40,000 million, the
national airline, Air Lanka, was being suggested for divestiture, with a
potential transfer value of  Rs 6,000 million with 3,600 employees. There
was some ambiguity regarding the plans for the Sri Lanka Telecom
monopoly.

The government’s fiscal constraints limited its capacity to expand the
telephone network, opening the field for private sector competition, which
could entail an investment in the region of  Rs 20,000 million during the next
few years. Also being considered for the same reason were new private sector
energy projects which will feed the national grid owned by the state and the
development of  roads and ports on BOT (Build-own-Transfer) terms by the
private sector.

On the whole, the accelerated privatization in Sri Lanka after 1988
appears to have moved in an ad hoc but pragmatic manner. The
uncoordinated evolution of  privatization under several agencies would have
contributed to this situation. Attempts at co-ordination through weak
organizations like the PIMB/PIMC would have only retarded the progress.
It is noteworthy that several large public sector operations such as the
railways, Air Lanka, electricity, telecommunications and ports have remained
outside the glare of  privatization so far. Meanwhile, a distinctly unique
feature in Sri Lanka was the gift of  10 per cent (5 per cent in larger firms)
of  shares to employees, which was a means of  winning over employees,
facing an uncertain future, to the cause of  privatization. Probably as a result,
Sri Lanka’s privatizations were spared of  widespread labour unrest prior to
divestiture.

PRIVATIZATION MONITORING

Basically, monitoring involves the obtaining of  regular information relating
to a given activity, primarily to assess whether the objectives of  the activity
are being achieved over time.

Hence it is imperative that any proposals for monitoring the various facets
of  privatization should be simple enough to be intelligible to the average
person. Superior but complex monitoring techniques and criteria should be
eschewed. Once Sri Lanka examined the feasibility of  using benefit-cost
analysis ex post to evaluate the social efficiency of  state enterprises. Quite
apart from the disadvantage of  such techniques being overly complex, they
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were found not to yield current operational guidelines to the firms, rendering
them ineffective in efficiency assessment. Hence it was felt that creating a
competitive environment, with free entry and exit, would galvanize public
firms to achieve maximum permissible efficiency. Thus creating an
environment congenial to efficient operation should be a prerequisite of
monitoring the efficiency of  privatized firms. However the term ‘efficiency’
is defined, the public associates ‘efficiency’ with profit-making, a fact which
should not be ignored at any time.

It is claimed that enunciating the objectives of, and principles guiding,
privatization, as in the case of  Malaysia and Morocco, would be helpful in
subsequent monitoring of  success or failure. The Sri Lanka experience
shows that the acts of  divestiture defy enunciations of  underlying rational
or orderly policy. As in the case of  nationalization, privatization consists
of  a series of  political actions which are guided by diverse, sometimes
conflicting, factors, implemented by different governments and people.
Discerning some order out of  an essentially disorderly situation could be
an academic exercise of  little interest to the doers. Even if  some general
enunciation of  broad policy could be made, political expediency would
compel the practitioners to choose the most feasible path of  action, and
yet be consistent, given the inevitably broad general character of  the policy
statement.

However, having a ‘timetable’ of  privatization could be helpful to
authorities in taking a long-term perspective (as against ad hoc
interventions). But whether neutral ‘optimal’ criteria can be used in
choosing firms, sequencing and choosing the type of  divestiture in some
pre-ordained manner is doubtful. For instance, although it was cogently
argued in Sri Lanka that habitual loss-makers such as bus transport
services, hardware and steel plants should be privatized first to achieve
private sector profit-making efficiency, it was urged equally cogently that
low profit-makers could make greater profits and achieve greater
efficiency, and also promote popular support to privatization. This debate
could prove to be sterile and it is inevitable that the ‘timetable’ will be
determined by political expediency. Also, given the diverse nature of  firms
under public ownership, it is doubtful whether economic theory provides
unambiguous criteria in working out an optimally-sequenced divestiture
programme.

It is also a moot point whether ‘optimal’ divestiture techniques could
be developed and monitored, whereby the process of  divestiture could
be improved. The choice of  a core investor before going public, widely
used in Sri Lanka, has proved helpful in the search for newer technologies
and managerial capacity. It has also helped to build confidence in the
minds of  the public, especially where the history of  the firm under public
ownership has not been entirely attractive. For instance, Ceylon Oxygen
had a scandal-laden record prior to divestiture and it could be urged that



PRIVATIZATION IN SRI LANKA

75

the company’s strong performance later at the Stock Exchange was largely
due to the track-record of  Norsk Hydro, the core investor. On the other
hand, the big hotels went on the Stock Exchange on an ‘all-or-nothing’
basis and the continuance of  management by well-known international
hotel chains did not create managerial problems on transfer. In fact, up
to now, the ultimate buyers behind the regional funds which bought them
remain a mystery. Also it is possible that the high prices fetched by them
reflect the valuable real estate on which the hotels stood rather than their
profit potential.

On the other hand, Sri Lanka experience thus far compels attention
to the paramount need for transparency in the process of  privatization.
Providing full information to the public at every stage of  the process is
likely to be helpful in correcting obvious errors and mistakes in asset/
firm valuation, restructuring, tariff  protection and other preferential
arrangements. Traditionally, government’s procurement (tender)
procedures are necessarily secretive at various stages, and the adaptation
of  the same procedures for asset/firm sales has introduced an element
of  confidentiality into the divestiture process, which may prove counter-
productive. Moreover, a cloak of  secrecy could encourage undue pressure
for preferred treatment by bidders. Hence, problems could arise in the
following areas:
 
(a) Valuation of  assets or the business as a going concern. The community

of  valuers in Sri Lanka are mostly experienced in valuing property and
those that can value machinery and equipment, technology and business
as a going concern are rare. As a result, many CADCs have had to be
content with inordinately high valuations, which are hardly attractive to
investors seeking a market-related rate of  return on investment. The CDT,
therefore, had to obtain expert valuers to assist in its valuations. Anyhow,
the market, too, has a fair perception of  what a firm is worth, and
publishing of  the official valuation along with recent accounts may be
helpful to potential buyers.

(b) Bid prices and terms are announced only among the bidders and the
public has no access to this information. As the Cabinet as well as the
CADCs are permitted to negotiate the price and the terms, transparency
in this area could be helpful in obtaining best terms. It will also build
confidence in the divestiture process. For instance, in the case of
Pugoda Textile Mills and Lanka Oils & Fats, the selected bidders were
able to negotiate deferred payments at a low interest of  8 per cent,
when the going market rate of  interest was over 20 per cent. It could
be argued that there could have been better offers if  the negotiability
of  instalment payments was known in advance. Sometimes
controversies have arisen after the divestiture has been finalized. The
Colombo International School divestiture was challenged by the parents
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of  the students, who contended that it was they, and not the
government, which invested and built up the institution. As a result,
the government had to annul the award. These embarassments could
be avoided if  the entire process of  bidding and negotiating prices is
made known to the public.

(c) The background of  the major bidder needs to be publicly known as
he would be running the business after divestiture. It will also assist
the CADC in choosing the most advantageous offer. The past
experience or the track record of  the bidders is crucial to the future
success of  the divested enterprise. Noritake, the famous ceramic giant
of  Japan, which already owns a part of  Lanka Porcelain made a bid
for a majority share. Here there was no problem because Noritake’s
track record was known internationally. On the other hand, Dankotuwa
Porcelain was bought by a trading firm with no experience of  porcelain-
making. It is not surprising, therefore, that the latter has yet to
implement its ambitious expansion plans. Greater public awareness
about the bidders will help in identifying firms with better records. From
a national point of  view, it may be better to offer a reputed firm at a
lower price, if  one gives a premium to potential future development.
Greater transparency will also help to weed out hostile bids, where firms
will bid to neutralize the activity. For instance this will help avoid asset
stripping after divestiture. In the case of  the management divestiture
of  plantations, the government was advised to be cautious with bids
from rival foreign producers of  tea and rubber. In the banking and
financial sector, it is customary for the Central Bank to check the track
record of  all institutions that seek entry to the market. Similarly, it may
be helpful if  the track records and the financial standing of  bidders
are evaluated.

(d) The appropriation of  privatization proceeds is another aspect which
deserves monitoring. In privatization, an asset owned by the people is
divested by the government, which should be accountable to people
who owned the asset. This concept is the obverse of  that in the case
of  nationalization where the government is held accountable for the
working of  assets owned by the people. Ideally, the proceeds of  asset
sales should go to reduce public debt. But nowadays cash-strapped
governments find it tempting to use proceeds for current or capital
expenditure. Although such transactions should receive parliamentary
approval, there have been reports of  instances when proceeds have
been used outside the Budget, by transferring sale proceeds to another
state enterprise. Greater transparency in this area will ensure
accountability for public finances.

 
A matter of  controversy in Sri Lanka has been the question of  weightage to
be given to the proposed development plans which a bidder undertakes to
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implement if  he is awarded the firm. The Cabinet Committee on Divestiture
Guidelines was divided on this issue. Some held that the bidder’s experience
in the field, financial standing and ability to implement a better programme
should be given weight. Some felt that there was no means of  enforcing
compliance on this promise (for instance, the buyer could claim that the time
is not propitious for investment because the market has weakened and
postpone his plans). Hence the plans should be ignored, they argued, unless
the financial offers are similar. It is not easy to settle this issue. However, if
the plans are made known to the public, there could be a greater commitment
on the part of  the bidder to stand by his word. Alternatively, a proviso to
cancel the award for non-fulfilment of  contract could be incorporated into
the agreement.

It is also urged that post-privatization plans, costs, output, share-
ownership, cross-subsidization, profits, monopoly power, payments to the
government, and so on, should be monitored to pass judgements on the
efficiency of  the firm. This may not be entirely satisfactory because the
privatized firm may thereby come to be regulated and harassed the way
public enterprises are controlled. It should be possible to induce privatized
firms to maximize efficiency by creating competitive conditions or
contestable markets before privatization so that the public can use the simple
yardstick of  profitability or return on capital in judging the firm. However,
there may be some instances where privatized firms would have to be
monitored continuously and regulated for overriding social objectives. This
will be examined later. The less the need for such regulations, the greater
will be the success of  privatization.

Finally, one should contemplate as to who should undertake the
monitoring, Sri Lankan experience shows that powerful ministers are not
amenable to yielding controlling authority and influence over their subordinate
enterprises. Hence ‘monitoring’, to be effective, has to be undertaken by a
strong monitoring unit, with power to obtain information and issue
instructions to them. Naturally, this may have to be done from the office of
the chief  executive (president). It is important to ensure that the monitoring
in this case should not be so overbearing, as during the era of  nationalization.
However, given the paucity of  experienced and competent persons to
undertake sympathetic and unobtrusive monitoring and the natural tendencies
of  those in supervisory and regulatory roles to intervene extensively with
the best of  intentions, it might be helpful if  their authority is sharply
circumscribed to seeking solutions which are consistent with the efficient
working of  a competitive market.

REGULATING PRIVATIZED FIRMS

We have concluded thus far that monitoring of  developments during the
process of  privatization could be considered as a desirable means to
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achieve successful privatization. On the other hand, continuous
monitoring with a view to regulating private and privatized firms has been
advocated on the well-known arguments of  the need to regulate natural
monopolies arising from market failure and strong externalities, as well
as on the need to achieve social and political needs, the provision of  which
is not considered socially desirable to be left to the calculus of the free
market (merit goods argument). This argument for regulation is evident
in the fear expressed by the South Commission that privatization could
turn a public monopoly into a private monopoly and that the need to
avoid a private monopoly may have been the reason why a public
enterprise was set up in the first place. A similar sentiment was expressed
by Amartya Sen when he equated the argument for subjecting public
enterprises to the rigours of  a competitive market as similar to going to
a cinema to fall asleep!

However, the existence of  market failure, strong externalities and the need
for merit goods do not necessarily require that these ‘social goods’ should
be produced under public ownership. There could be interventions in the
market to correct market failure. There could be a single private monopoly
under regulation of  output, price, and so on, which could restrain
monopolistic behaviour. There could be ingenious methods of  collective
financing of  public goods and services which cannot be priced owing to non-
excludability. In recent times, there have been many instances when activities
traditionally considered as ‘natural monopolies’ and therefore brought under
public ownership (passenger transport, airports, electricity, water supply,
telecommunications, and so on) have been divested under regulation quite
successfully.

The weakness of  the argument for public ownership of  above mentioned
activities is that it is based on the premise that a public monopoly is better
than a private monopoly. The expectation underlying this hypothesis is
basically an ‘act of  faith’ that public monopolies will be more sensitive to
consumer needs and the larger welfare of  the community than private
monopolies. This belief  is strengthened by the practice of  public
monopolies to keep prices low and at unrealistic levels, whereas the resultant
increased costs and taxation elsewhere in the economy escapes attention.
There is no serious evidence that a public monopoly is more efficient and
more benevolent than a private monopoly. In fact, one hears often of
‘government failure’ in the regulation of  public monopolies which have
been created to meet problems of  ‘market failure’. Moreover, recent writing
on ‘contestable markets’12 refers to monopolistic behaviour which
approximates to competitive market behaviour, out of  fear of  entry of  new
competitors.

The performance of  public sector monopolies in Sri Lanka belies the
general expectation that public monopolies are more benevolent and more
responsive to social needs. Despite a long history, the telecommunication
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monopoly in Sri Lanka is one of  the most backward in Asia, despite rapid
improvements achieved in the last few years. The demand well exceeds
supply and rationing will have to be continued up to the end of  the
century. This is a serious impediment to the growth of  information-based
industries, for which Sri Lanka has a unique locational advantage. The
basic problem appears to be that fiscal demands had siphoned out the
surplus of  the industry which was available for investment. The
opportunity for rent-seeking in a rationing situation appears to have
dampened the initiative of  the management to seek an expansion and
modernization of  the service, and has facilitated the pursuit of  short-
term political objectives.13

The government-owned railways is in a worse situation, with continuing
and expanding losses and run-down of  track and rolling stock. State trading
monopolies are no better, with pricing policies determined by tax-subsidy
objectives of  questionable validity and efficiency. Universally, the quality of
service of  government monopolies is very poor and public complaints are
endless.

This situation, which is typical of  countries with low incomes and lacking
in strong institutions and traditions which protect consumer interests, permits
public monopolies to act with strong indifference to public interest. Lack of
incentives and low remuneration in public and allied services make employees
of these institutions quite indifferent to the public interest. If a rationing
situation emerges, rent-seeking becomes all pervasive.

Thus there are prospects of  increased efficiency if  natural monopolies
under public ownership are privatized, with the enforcement of  public service
obligations by regulation, which are now observed in breach.

An interesting case of  public monopoly by fortuitous circumstances in
Sri Lanka was Lanka Oxygen Ltd. For years, it was a foreign-owned small
firm enjoying a de facto monopoly of  industrial gases. It came to be nationalized
later, and in the subsequent privatization, the main buyer— Norsk Hydro—
did not seek a continuation of  monopoly rights. Even with regard to potential
new foreign competition, it was willing to accept any general tariff  policy
which will be applied uniformly to all industries and did not seek special
protection. As a result, the company has now come to face competition from
a new manufacturer.

A different result has emerged in the privatization of  the bus passenger
transport sector, which approximates more to a natural monopoly. Bus
services in Sri Lanka commenced in the 1930s with fierce competition
among individual bus-owners. As cut-throat competition was not
conducive to regular and ample service, the private operators on identified
routes were compulsorily merged into single companies with timetables
and controlled fares in the mid-1940s. The services continued to
deteriorate owing to non-adjustment of  fares in the face of  rising costs
and the system was nationalized in 1957. After some initial improvement,
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the service resumed its decline owing to unrealistic fares, over-staffing
and mismanagement. This led to a partial reversion to the 1930s situation
when private operators were permitted to operate in competition with
the public sector. The new buses were a welcome addition to the service,
but that too tended to deteriorate, with the fares inadequate to generate
a surplus for maintenance and new investment. Hence the government
gave over its fleet to the employees, merged into 84 companies, one-half
of  value ‘free of  charge’, and the other half  likely on the same terms at a
future date. The service remains as bad as ever, despite overall regulation
by a National Transport Commission. The remunerative long distance
routes have been assigned separately from marginally profitable or loss-
making commuter services. This has eliminated the potential for cross-
subsidization, which is essential for a service such as transport. Although
fares are said to be deregulated, there seems to be an unofficial control
on fares, which makes most services marginally profitable. The old
uneconomic services are not provided at all, rendering the timetables
meaningless. This illustrates the dangers of  inadequately considered
intervention and regulation over half  a century.

Hence it is important to define what the objectives of  monopoly regulation
are, what the most effective instruments for such regulation are, and the means
by which they are implemented and monitored. The experience of  other
countries will help in formulating the regulatory strategy. The basic objective
should be the promotion of  competitive conditions at a decentralized level,
which will provide the consumer with a reasonable choice. Fares should be
flexible to adopt discriminatory pricing according to the principle of  ‘what
the traffic can bear’.

While the complex sectors such as transport deserve to have a
separate authority to regulate, the general competition policy should be
implemented by a general institution attending to problems arising from
monopolies and mergers. In Sri Lanka, the relevant authority is the Fair
Trading Commission (FTC), functioning under the Ministry for Trade.
This body had its origin in the National Prices Commission (NPC),
whose prime occupation was control of  prices to check inflation. The
FTC has power to investigate pricing, where more than 40 per cent of
the domestic market is controlled by any firm. There is a general
complaint that, despite its mandate to promote competition, the FTC
is preoccupied with price controls. A recent evaluation of  FTC’s role
has shown that it would be better for FTC to concentrate on general
promotion of  competition rather than engage in futile price controls.
Also, rather than follow an imitative role of  monopoly busting, the FTC
may consider permitting monopolies where there could be consumer
and national benefits. It is noteworthy that in Sri Lanka, while there are
innumerable consumer complaints against public monopolies, one hardly
hears any relating to private monopolies.
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Another objective of  regulation frequently mentioned is the attainment
of  externalities or social objectives, which a competitive privatized firm would
be reluctant to undertake. Attempts to achieve such objectives should ideally
be a part of  the taxation-subsidization policy of  the state, and attempts to
achieve these objectives through firms are likely to be distortionary and non-
transparent, and are best avoided.

There may be certain obligations cast on a privatized firm as a part of
the negotiated terms of  divestiture. One instance may be the retention of
existing staff  for a given period of  time. In the case of  Lanka-Loha
Hardware, there was an understanding that government purchases on non-
competitive bidding will continue until the industry restructures itself.
Similarly, several major buyers undertook to expand their activities in the
immediate future. Such activities are best monitored rather than regulated.

Foreign ownership is mentioned as another area for regulation. This
is a political perspective which ignores economic reality. Foreign or local
ownership should not matter in an open competitive economy. If  any
government has political sensitivities relating to foreign investment, it
could implement such policy at the macroeconomic level rather than
impose it through the privatized firm. Sri Lanka permits foreign
investment up to 100 per cent with full freedom for repatriation of  profits
and dividends.

In sum, regulation of  privatized firms in competitive markets (here,
competitiveness should be determined not only on domestic production, but
account should be taken of  import competition) would be inadvisable. It
will only encourage bureaucracy, which has proved itself  incapable of
monitoring and regulating state firms, to intervene recklessly in markets. It
will be more productive for governments to concentrate their limited resources
in improving markets by reducing barriers to entry and exit, promoting factor
mobility and providing better information. However, regulation will become
necessary in cases of  market failure, but here too, there will be many instances
where ingenious methods can be devised to foster viable competition, such
as by franchising some activities or by Build-Own-Transfer or Build-Own-
Operate methods. The regulatory system should be fair, consistent and
transparent.

CONCLUSIONS

In order to gain the support of  the public and the trade unions for the
privatization process, the government successfully adopted some ingenious
strategies. It:
 
1 called the process ‘peoplization’ —handing back assets to the people;
2 gave generous voluntary retirement compensation packages to reduce

excess staff;
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3 assured an allocation of  10 per cent of  shares to workers, based on length
of  service, not on salary;

4 assured non-retrenchment for two to five years after privatization; and
5 offered a large portion of  shares to the public in well-publicized sales

campaigns.
 
However, several complaints were made regarding the lack of  adequate
transparency in the process of  privatization. Allegations of  preferred
treatment continued even after the Cabinet laid down divestiture guidelines
in 1991. Although most complaints were not based on facts, they arose
because of  failure on the part of  the authorities to provide full information
to the public on the process of  divestiture. The crucial issue was the preference
shown to a major buyer with a good track record and financial strength, on
the expectation that he would give leadership to the privatized firm and expand
his business to other areas as well. In the Sri Lanka context, the prospect of
issuing all or a major portion of  shares to the public was not a viable option.

Although it is too early to assess the success or failure of  the on-going
privatization programme, it is evident that most privatized firms have
improved their output and performance, in a strongly-competitive
environment. Monopolies in oxygen, salt and in certain trading have been
ended. Industrial unrest has marred the performance in only two
privatizations. However, considerable uncertainty prevails in the major
divestitures in the field of  transport and plantations.

As much as any activity of  the government should be monitored to assess
progress, performance and success or failure, there is a need to monitor the
progress of  privatization. Enunciating the national policy could be helpful,
but may not be very helpful in monitoring progress because such statements
have to be couched in very general terms. A list and a timetable of  enterprises
targeted for privatization would be helpful in planning the operation. In the
absence of  objective criteria for determining priorities in privatization, the
process will have to evolve in a pragmatic manner. Perhaps, starting with
smaller enterprises, learning by experience, and thereafter moving on to major
operations. Single firms already in competitive markets would be the easiest
to divest. Natural monopolies in the public utility field will be the most
complex. Creating competitive conditions or conditions approximating to a
competitive situation appears to be a necessary pre-condition for successful
privatization.

Human resource constraints would limit a government’s capacity to
monitor all aspects of  a privatization programme. Even if  resources are
available, it is questionable whether such monitoring needs to be undertaken,
when the divestiture takes place in a competitive market. The divested firm
should not feel that the government continues to be on its back. Hence, it
will be adequate if  governments monitor certain limited aspects:
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(a) physical progress made in divesting the identified public enterprises;
(b) the transparency of  the divestiture process, especially providing the public

with adequate information at all stages of  the operation; and
(c) the improvement of  competitive conditions in the market.
 
The monitoring should be undertaken at the highest level of  government.

As much as a state-owned natural monopoly or public utility needs to be
regulated to achieve universality of  service and reasonability of  pricing and
profitability, a privatized firm in the same sector will call for regulation in the
public interest. However, there are many instances when parts of  a public
monopoly could be divested to a competitive environment, by divestiture or
franchising. Sri Lanka has used such techniques in the port,
telecommunications, postal services and transport sectors.



A.S.JAYAWARDENA

84

APPENDIX

Table 4.1 Privatization of  public enterprises in Sri Lanka, 30 June 1993
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Table 4.1 Continued
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Table 4.1 Continued
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NOTES

1 The views expressed in this paper are personal and do not necessarily reflect those of  the
Government of  Sri Lanka.

2 World Bank (1988).
3 For a more detailed account, see A.S.Jayawardena.
4 The Finance Minister has explained the policy evolution in detail in Mel (1989).
5 Central Bank Annual Report, 1987.
6 Conversion of  Government-Owned Business Undertakings into Public Corporations Act

no. 22 of  1987, and Conversion of  Public Corporations or Government-Owned Business
Undertakings into Public Companies Act no. 23 of  1987.

7  Ministry of  Industries, Science & Technology (1989).
8 During this period, the President held the post of  Minister for Policy Planning &

Implementation and the Prime Minister held the post of  Minister of  Finance. The key
position of  Secretary to both ministries was held by one person. This situation contributed
to close co-ordination of the function.

9 Cabinet decision of  10 July 1991 endorsing the recommendations of  the Cabinet
Committee to Formulate Procedural Guidelines for the Divestiture Committees to Peoplise
Various State Enterprises (undated) and the additional observations of  the Chairman of
the Committee; and subsequent practice.

10 Kelegama (1993:26–8).
11 Ibid.: 22–6.
12 Baumol, Panzar and Willig (1982).
13 A.S.Jayawardena (1988).
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MONITORING AND

REGULATORY ASPECTS OF

PRIVATIZATION IN NIGERIA
 

Shamsuddeen Usman

THE PRIVATIZATION SCENARIO

Privatization was made an integral plank of  Nigeria’s home-grown Structural
Adjustment Plan (SAP). The first categorical, official announcement of  the
government’s intention to privatize the public sector was in President
Babangida’s budget address of  1 January 1986. Because of  bureaucratic delays,
however, it was not until July 1988 that a Technical Committee on Privatization
and Commercialization (TCPC) was set up to implement the decision under
the Privatization and Commercialization Decree no. 25 of  1988 (the Decree).

Nigeria recognized the need for public sector reforms as far back as 1964,
by the appointment of  several commissions to advise on the subject. But
privatization became a real issue only with the occurrence of  two separate,
but interrelated phenomena.

The first was the rapid expansion of  the public sector, which occurred
with the oil boom of  the 1970s and 1980s. The huge petro-dollars earned
were used to get the public sector to invest in almost all facets of
manufacturing industry, as well as many areas of  commerce, agriculture,
mining, transport, banking and other service industries. The notion during
that period was that of  an entrepreneurial state that had to intervene in all
facets of  economic activity, partly because Nigerians did not have the
resources to engage in some of  the activities, but largely because the Federal
states and local governments came into so much money they did not seem
to know what else to do with it. By 1986 there were over 500 companies and
parastatals in which the Federal Government had invested over N36 billion
in the form of  equity, loans and grants. In fact, it was estimated that betwen
1973 and 1990 the Nigerian public sector invested US $115 billion (about
$1,000 per capita) without much growth in the economy or much return to
show for it.

The second phenomenon was the collapse of  international oil prices,
beginning from the early 1980s, which drastically reduced foreign exchange
earnings. The necessary adjustments in imports and government expenditure
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were, however, very slow in coming, leading to serious balance of  payments
and fiscal deficits. And the rationale for such insidious, uncoordinated and
often costly and inefficient public sector investment programmes began to
be questioned.

The membership of  TCPC was drawn from both the public and private
sectors. It was vested with wide powers to monitor and supervise the
implementation of  the programme. The functions of  the TCPC as stipulated
in the Decree are to:
 
(a) advise on the capital restructuring needs of  the enterprises to be privatized

or commercialized under the Decree in order to ensure a good market
reception for those to be privatized, as well as to facilitate their good
management and independent access to the capital market;

(b) carry out all activities required for the successful public issue of  the shares
of  the enterprises to be privatized, including the appointment of  issuing
houses, stockbrokers, solicitors, trustees, accountants and other
professionals to the issue;

(c) approach, through the appointed issuing houses, the Securities and
Exchange Commission for a fair price for each issue;

(d) advise the Federal Military Government, after consultation with the
Securities and Exchange Commission (SEC) and the Nigerian Stock
Exchange (NSE), on the allotment pattern for the sale of  the shares of
the enterprises concerned;

(e) oversee the actual sale of  the shares of  the enterprises concerned, by
the issuing houses, in accordance with the guidelines approved by the
Federal Military Government;

(f) submit to the Federal Military Government from time to time, for the
purpose of  approval, proposals on the sale of  government shares in such
designated enterprises, with a view to ensuring a fair price and even spread
in the ownership of  the shares;

(g) ensure the success of  the privatization and commercialization exercise,
taking into account the need for balanced and meaningful participation
by Nigerians, and foreign interests in accordance with the relevant laws
of  Nigeria; and

(h) ensure the up-dating of  the accounts of  all commercialized enterprises
with a view to ensuring financial discipline.

 
The Nigerian Privatization Programme is perhaps one of  the most
comprehensive of  its type for any developing country, given both the number
and variety of  the enterprises affected. Its success is vital to the economic
well-being of  the country. The programme encompasses practically every
industry except defence. A total of  111 enterprises are to be privatized either
wholly or partially. In addition, another set of  35 enterprises have been slated
for commercialization. Although no disinvestment is involved,
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commercialization is expected to enhance the productivity and general
efficiency of  these enterprises and can be the initial stage for future
privatization.

In the Nigerian privatization and commercialization programme there are
four categories of  enterprises, namely, those for:
 
1 Full privatization: where the Federal Military Government will sell all its

ordinary equity shares in the affected enterprise.
2 Partial privatization: where the Federal Military Government will sell only

a portion of  its equity in the affected enterprise.
3 Full commercialization: where the affected enterprise is to be restructured

so as to operate as a fully-commercial enterprise which sets its pricing
appropriately so as to operate at a profit. It will not receive any
government subsidy, so it has to be able to raise all its funding
requirements through the money and capital markets. But the enterprise
will remain 100 per cent Federal Military Government-owned.

4 Partial commercialization as in full commercialization, except that the affected
enterprise is expected to cover at least its operating costs from its own
sources. The balance may be given to it by the Federal Military
Government in the form of  capital grants, but on a justified basis.

 
A critical component of  the commercialization programme is the
Performance Agreement which is designed to govern the relationship between
the government and the commercialized enterprise. Under it, the board and
management of  the enterprise will guarantee the attainment of  certain levels
of  financial and operating performance in return for enhanced operational
autonomy. The system is intended to:
 
(a) help in giving a positive orientation and ensure that the affected

enterprises can efficiently fulfil their role in the national economy;
(b) identify a number of  performance and efficiency indices which the

affected enterprises should, as a minimum, achieve annually, taking one
year with another; and

(c) provide an independent monitoring process through the TCPC (or its
successor), whereby the actual performance by both parties of  their
obligations under the agreement can be effectively monitored and
evaluated.

 
In implementing the privatization programme, the TCPC adopted five
methods of sale:
 
1 Public offer of  the shares through the Nigerian Stock Exchange was

the dominant and preferred mode of  sale. As at 27 May 1993, nearly
1.5 billion ordinary shares of  85 companies were sold to over 800,000
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shareholders across the length and breadth of  the country, thus
doubling the population of shareholders of publicly-quoted companies
in Nigeria over the four years. In doing this the TCPC fully explored,
and even stretched, the boundaries of  the Nigerian capital market by
achieving so many firsts, for example, the largest single equity issue so
far on the market, the single company with the largest number of
shareholders in the market, and so on, are all products of  the
privatization exercise. The programme has clearly led to the rapid
growth of  the Nigerian Stock Exchange, whose market capitalization
grew from N8 billion in 1988 at the beginning of  the programme, to
over N30 billion by September, 1992.

2 Private placement was the second mode of  privatization adopted; seven
enterprises were privatized using this method.

3 Sale of  Assets was the third mode of  privatization, for cases judged to
be so unviable that they could not be sold as going concerns. In this
respect, the enterprises were liquidated and their assets sold to the public
through public tender. By May 1993, 18 enterprises were sold using this
method.

4 Management Buy Out (MBO): Here all, or a substantial part, of  the equity
capital of  the enterprise is sold to the workers of  the enterprise. The
TCPC sold one enterprise via a MBO.

5 Deferred Public Offer: This was adopted for enterprises which, though
viable, were such that their privatization by public offer would not raise
revenue commensurate with the real value of  their underlying assets. The
approach adopted was, therefore, to revalue their assets and negotiate
on a willing-buyer/willing-seller basis a price that was more reflective of
the current value of  the assets. The new owners were then required to
sell back not less than 40 per cent of  the equity of  the enterprises to the
Nigerian public within five years. All the four hotels under the programme
were sold using this method.

 
A few words about the methodology of  commercialization would be in order
here. For, as it turned out, this has proved an integral part of  the programme.

The main crux of  the methodology is the use of  the best human resources
available to Nigeria to identify the problems of  the public enterprises and
proffer solutions. In this respect it is noteworthy that all the resources used
in tackling the problems have been exclusively Nigerian. Right from the start,
over 200 knowledgeable and experienced Nigerians drawn from different
disciplines were constituted into over 10 subcommittees to undertake a
comprehensive review of  the financial, operational, technical and management
aspects of  31 out of  the 35 enterprises chosen for commercialization.

Other features of  the approach include extensive consultations with the
ministers of  the supervising ministries and a brainstorming session in May
1989 to discuss the critical issues in commercialization.
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Thereafter, the TCPC, in August 1989, obtained the approval of  the
National Council of Ministers on some critical issues including:
 
(a) the revised roles of  the supervising ministries, boards of  directors and

managements of  the affected enterprises;
(b) procedures for the appointment and removal of  the boards of  directors

and managements on the one hand, and the chief  executives and
management staff, on the other; and

(c) review of  the conditions of  service for the affected enterprises.
 
On 29 November 1989, 29 implementation subcommittees comprising 201
Nigerian experts were inaugurated to implement a 16-point agenda transition
programme in the affected enterprises. The implementation subcommittees
submitted their reports on 31 August 1990.

Next, the TCPC took the submissions of the diagnostic subcommittees
along with those of the implementation subcommittees for all the affected
enterprises to distil reform packages that are specific to each enterprise. The
draft reform packages were discussed with the supervising ministers, the
managements of  the affected enterprises and, in relevant cases, their house
unions. All the final specific reform packages were approved and full
implementation started with effect from 1 January 1992.

The other very important features and strengths of  the methodology
adopted by the TCPC are:
 
(a) the implementation of  solutions closely following on the heels of  the

identification of  the problems, in contrast with the past, where such
diagnostic reports remained unimplemented, gathering dust in
government ministries; and

(b) the ‘do it yourself ’ approach, which has relied exclusively on the best
resources available to Nigeria. In this respect the approach has shown
that Nigeria is vested with capable human resources and that, contrary
to a widely-held belief, most such Nigerians are willing to make great
personal sacrifice in order to contribute to the development of  their
country.

 
The 16-point agenda of  basic preparatory tasks for commercialization,
mentioned above, ranged over:
 
(a) updating of  the annual accounts and reports of  the enterprises, where

necessary;
(b) revaluation of  their assets, where necessary;
(c) improvement in their management information system;
(d) capital restructuring to prepare the enterprises for market reception;
(e) general debureaucratization of  the affected enterprise;
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(f) review of  staff  conditions of  service, including remuneration, in line
with the enterprises ability to pay;

(g) repairs and rehabilitation of  the enterprises’ physical facilities to put them
in good working condition;

(h) staff audit and job description for the major responsibilities;
(i) development of  performance criteria;
(j) review of  administrative, financial and accounting procedures to conform

with the requirements of commercial operation;
(k) debt resolution and settlement;
(l) review of  tariffs and funding arrangements where necessary;
(m) securing various approvals necessary to give effect to the reform

measures;
(n) staff  training and reorientation at all levels;
(o) designing reporting systems to meet internal, external and other

obligations;
(p) any other structural changes necessary to prepare the enterprises for

operation on proper business lines.
 
Specific reform packages were prepared for 30 of  the 35 enterprises stated
for commercialization. These were considered and approved by the
government. The package incorporates a review of  the organization’s mission
statement, organization structure, commercial and financial policies,
capitalization, conditions of  service and technical aspects, among others. The
highlight of  the implementation of  the reform package was the public signing
of  a performance contract between the government and the board and
management of  each enterprise, specifying certain duties and obligations as
well as clear and quantifiable performance criteria.

Other reforms cover such areas as steps that will ensure financial autonomy
and accountability of  the enterprises by, among others, granting them more
autonomy in tariff  determination and clearly identifying the subsidy element
where necessary and its sources of  funding; development of  proper budgeting
and budgetary control techniques; settlement of  cross debts; staff
rationalization; improving the management information systems; identification
of  the necessary working capital and repairs and rehabilitation requirements
along with their source of funding; review of personnel policies and
procurement procedures; appointment and removal of  external auditors and
the encapsulation of  the new financial relationship between the government
and the commercialized enterprises in a set of  performance contracts. An
important step taken to enhance the commercialization process is the
incorporation of  all the seven enterprises chosen for full commercialization
under the Companies and Allied Matters Decree of  1990 (CAMD) which is
the piece of  legislation under which all private companies operate. This was
done following the abrogation of  their various statutes which tended to confer
on them certain obligations and privileges that private sector companies did
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not have. In addition, the statutes of  the other enterprises chosen for partial
commercialization were amended in line with certain provisions of  the CAMD
aimed at the rapid development of  a commercial culture, enhancing corporate
accountability.

Post-commercialization, the relationship between the government and
commercialized enterprise, will be governed by a performance contract. Under
the contract, the management and board of  each enterprise will commit
themselves to specific levels of  financial and operating performance in return
for enhanced operational autonomy. The principal elements of  such a
performance contract are:
 
(a) a corporate plan, setting out the current performance of  the enterprise;

its mission, long-term objectives and strategies to achieve them, the
resources that would be required to implement the plan as well as the
mechanics and procedures for a continuous review of  the plan;

(b) negotiated and agreed levels of  target performance by the enterprises
management and Board, based on (a) above; and

(c) a performance bond which specifies penalties and rewards for failing to
achieve, or exceeding, the agreed targets.

 
There are three parties to the performance agreement: (a) the Federal
Government; (b) the board and management of  the enterprise; and (c) the
TCPC or its successor, as an independent monitor. Under the agreement,
each of  the three parties has specific obligations and responsibilities.

MONITORING

A far-reaching programme such as Nigeria’s obviously will require monitoring
in order to ensure that the set objectives are being achieved and, if  necessary,
to take corrective actions. First we begin by pointing out that the Decree
setting out the programme gives the power to the TCPC, not only to
implement, but also to monitor the programme and take any necessary action
that will ensure the achievement of  its objectives. Right from the beginning,
therefore, the TCPC started one of  the most comprehensive data-gathering
exercises ever conducted on Nigeria’s public enterprises. Through the use of
consultants, committees made up of  expert public-spirited Nigerians, and
the TCPC secretariat itself, detailed reports were compiled on most of  the
affected enterprises. Thus within a few months of  the commencement of
implementation, the TCPC compiled such credible information about the
affected enterprises that the Ministry of  Finance Incorporated (MOFI), the
government agency that acted as the beneficial owner of  the investments,
used the information to update its records. The information also formed
the bedrock on which the TCPC’s monitoring and evaluation activities were
to be based.
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The TCPC also set up a monitoring unit in the TCPC Secretariat that was
to be responsible for the monitoring and evaluation function. Because of
the speed of  implementation and the necessary volume of  work, however,
little monitoring was done at the earlier stages. For example, little monitoring
has been done of  the privatized enterprises, especially those partially
privatized, to ascertain their performance post-privatization, aside from some
ad hoc collection of  statistics on the price movements of  those companies
quoted on the Nigerian Stock Exchange.

The possible exception is perhaps the insurance companies, all of  which
were privatized fully, in which the government retained a ‘golden share’, which
gave it the right to information in four critical areas, including where changes
were being contemplated in the foreign shareholding and the boards of
directors. As we will see below, the monitoring effort really took off  more in
the last quarter of  the TCPC’s exercise and, even then, focused mostly on
the companies chosen for commercialization. The TCPC itself  provided
leadership by example, by producing regular, timely and audited (where
necessary) reports on its activities as required by the Decree. During its life
the TCPC submitted to the Federal Government and published nine half-
yearly progress reports and four audited annual reports.

Under the performance agreements signed with most of  the enterprises
chosen for commercialization, the TCPC or the Bureau for Public Enterprises
(BPE), which is to be its successor, will act as an independent monitoring
agency to ensure that the terms of  the agreement are observed by the principal
parties, that is, the government and the affected enterprise. In this regard the
TCPC or BPE is empowered to:
 
(a) monitor due performance by the parties to the agreement of  their

obligations under the agreement;
(b) compile and publish operational data on the activities of  the enterprises;
(c) generally facilitate the process of  negotiations between the Federal

Government and the enterprises; and
(d) demand in writing, from any of  the parties that may be in default of  an

obligation under the agreement, a remedy for any such default within 30
days of  demand and, at the expiration of  the time limit, refer the matter
to the Public Enterprises Arbitration Panel, provided that notice of  the
default shall have been communicated to the other parties to the
agreement.

 
In the light of  the powers of  the monitoring agency as stated above, the
Bureau for Public Enterprises (BPE) now will carry out the following
functions:
 
1 Determination of  the form and content of  the information to be

generated by the enterprises to facilitate rational evaluation of  their
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performance.
2 Negotiating with the Planning and Budget Office in the Presidency and

the supervising ministry, on a case-by-case basis, the extent of  any subsidy
needed or the deployment of  any surplus earned by the commercialized
enterprise.

3 Monitoring the expenditure of  resources made available to the enterprise
management and board for the rehabilitation of  its physical facilities.

4 Ensuring that the public enterprises are managed in accordance with
sound commercial principles and prudent financial practices through
provision of  guidance on budgeting, accounting and administrative
procedures.

5 Receiving and analysing periodic and annual reports and preparing inter-
industry comparisons.

6 Co-ordinating inter-organizational policies and activities to prevent
conflicts.

7 Arbitrating between organizations to ensure optimum use of  resources
and particularly reducing or removing duplication of  efforts.

8 Interfacing with the supervising ministries to facilitate the process of
negotiation between the Federal Government and the affected enterprises.

9 Monitoring the performance of  the parties to the performance
agreements in the discharge of  their obligations under the agreements.

10 Compiling and publishing operational data on the activities of  the affected
enterprises.

 
Thus, the process of  monitoring and evaluation as the control mechanism
of  commercialization seeks to ensure the implementation of  the approved
reform measures particularly in the following areas:
 
(a) organizational and management structures;
(b) priming up of  administrative and financial systems along the lines outlined

in the Framework for Commercialization;
(c) determination of  new conditions of  service as an inducement for higher

staff  productivity;
(d) tariff  determination, based on scientific criteria;
(e) development of  management participation through committees;
(f) design and installation of  budgeting and budgetary control;
(g) revaluation of  assets and their incorporation in the accounts of  the

enterprise;
(h) staff  rationalization to eliminate overstaffing;
(i) installation of  a functional and credible management information system;
(j) monitoring of  the steps taken towards the rehabilitation of  operating

equipment;
(k) debureaucratization of the system and the adoption of commercial

practices;
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(l) development of  personnel policies along the lines outlined in the
framework for commercialization;

(m) design and installation of  procurement procedures, with clearly defined
financial authority at each management level;

(n) timely preparation and auditing of  annual accounts; and
(o) implementation of  the procedures for public annual general meetings.
 
Other responsibilities of the BPE include
 
(a) the completion of  the outstanding TCPC assignment as provided in the

Decree—what is referred to as the residual agenda in section 5;
(b) developing new initiatives for future privatization and commercialization;
(c) compiling and publishing operational data on the activities of  the affected

enterprises; and
(d) generally monitoring the performance of  government investments in the

affected enterprises.
 
Evaluation complements the monitoring process and is based on the following
sources of  information which have to be timely and accurate:
 
1 Quarterly reports.
2 Minutes of  management meetings.
3 Minutes of  board deliberations as well as the background papers.
4 Internal audit reports.
5 Domestic reports by external auditors.
6 Reports of  the implementation committees.
7 Reports of  various ad hoc committees.
8 Reports of  board and management committees.
 
What has been the outcome so far of  Nigeria’s effort in implementing the
programme? The successes scored in implementing privatization have already
been mentioned even though, as pointed out earlier, there has not been a
comprehensive assessment of  the post-privatization performance of  the
affected enterprises. In the area of  commercialization, tremendous preparatory
work has been done. However, the results here have been at best mixed. There
are a few successes, as indicated in the TCPC’s final report, a number of  the
enterprises have regained their solvency and begun to record substantial
operating surpluses, most notably the Nigerian Telecommunications PLC
(NITEL). There are, however, many cases and areas of  failure which are very
well captured by this assessment in the TCPC’s final report:
 

Regrettably, reports reaching TCPC suggest that despite the signing of
the Performance Agreements, nothing has changed in the relationships
between the Supervising Ministries and the commercialized enterprises,
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and between the Boards of  Directors and the Managements. Supervising
Ministries have continued to interfere in the operational decisions of
the enterprises under their charge and Chairmen of  Boards of  Directors
have continued to interfere in the day-to-day work of  the Management.
There is, therefore, need for an unequivocal and explicit presidential
directive on the observance of  the newly defined roles of  the
Supervising Ministries, Boards of  Directors and the Enterprise
Management. A general circular from the Secretary to the Government
of  the Federation to all ministries drawing their attention to the
redefined roles and directing them to adhere strictly to them will suffice.

 
Unfortunately, such a circular will not be the magic wand it is expected to be.
One such circular was issued earlier on, which was adhered to more in the
breach than in the observance.

What accounts for the failure? What are the problems encountered?
Unfortunately these can form the subject of  another treatise. But a sampling
below is illustrative:
 
(a) The first and most important problem here is the basic human problem

of  resistance to change, especially fundamental change. The biggest
culprits are government bureaucrats, the boards and managements of
the affected enterprises and, to a lesser extent, the labour unions. Against
this, however, it must be pointed out that changes in attitudes normally
do take time and perhaps it is too early to come to such final conclusions.

(b) The second problem is that of  inadequate staff  and training at the TCPC
(or BPE) to undertake fully the monitoring exercise.

(c) Third, inadequate or tardy records of  the activities of  the enterprises
greatly hinder the monitoring exercise. Most of  the records received so
far on the affected enterprises are limited to the 1990 and 1991 fiscal
years. While this is an improvement on the situation at the beginning of
the programme when many of  them were more than four or five years
in arrears, it is still not a fully satisfactory situation.

(d) Fourth, the enterprises have been very slow in implementing certain areas
of  the reform programme that will ensure more efficient operation and
speedier generation of  information. These areas include
debureaucratization, computerization, review of  the tariff  structure and
the rehabilitation of their operating equipment.

(e) Fifth, under the performance agreement, the government was to ensure
greater stability in the boards and managements of  the commercialized
enterprises and those partially privatized. In a number of  cases, however,
board and management changes have taken place with the same reckless
abandon as before the institution of  the programme.

(f) Finally, and perhaps most importantly, the government has either not
given them the freedom to review their tariffs as provided for in the
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performance agreements and/or not given them the funds needed to
meet clearly identified funding gaps. This has acted as a constraint
preventing the management and boards of  the affected enterprises from
implementing critical aspects of  the reform.

REGULATION

The programme of  commercialization usually throws up a number of  areas
for regulatory attention, for example:
 
(a) powers of  the commercialized enterprises versus the regulatory powers

of  government;
(b) tariff  determination (or pricing) and the control of  monopoly power;
(c) environmental pollution; and
(d) quality of  the service delivered by the enterprises.
 
The programme provided that, subject to the regulatory powers of  the
government, the commercialized enterprises shall have power to:
 
1 Fix rates, prices and charges for the goods and services rendered by them.
2 Capitalize assets.
3 Borrow money in the capital and money markets.
4 Sue and be sued in their corporate names.
 
Except for the first power, and even then only in a few cases, the government
has not curtailed the freedom of  the enterprises to exercise these powers.
Almost in the spirit of  the animal that is released after being in captivity for
a long time and refuses to run away, however, most of  the enterprises have
not freely exercised the new powers granted them. There has also not been a
spate of  litigation against the commercialized enterprises by the public even
though the quality of  service rendered by some of  them has remained very
poor.

Pricing and monopoly control

In a number of  critical cases, most notably those of  the Nigerian National
Petroleum Corporation (NNPC) and the National Electric Power (NEP) PLC,
the government has refused to grant full autonomy to the boards and
managements of  the enterprises to determine their tariffs. The pricing for
petroleum products and electricity supply have, therefore, continued to be
political hot potatoes. Thus, the tariffs have stagnated while production costs
have soared, with a consequent decline in the financial viability of  the affected
enterprises, especially their ability to finance all or even a part of  their long-
term investment needs. In a few cases where the enterprises have been granted
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unfettered freedom for tariff  determination, very little attention has been
given to the use and abuse of  monopoly power. The Nigerian
Telecommunications (NITEL) PLC, for example, continues to use its near
absolute monopoly power to hike its tariffs and amass huge surpluses, without
anybody controlling the affordability and quality of  the services it is rendering.
The only consolation is that it is unilaterally applying part of  its huge surpluses
to upgrade and expand the range of  services it is providing, which will have
long-term salutary effects on both the tariffs and service quality.

Environmental pollution

This has not been a serious issue in Nigeria. Hardly any attention has,
therefore, been paid to it in the programme.

Quality of  service

While quality of  service has been included specifically in most of  the
performance contracts, it is still to be translated into practical quantifiable
criteria in a number of  cases. It also poses considerable problems of
monitoring and evaluation in real life. The answer perhaps lies in the TCPC’s
original idea to encourage the development of  consumer groups that would
act as watchdogs to ensure appropriate pricing and good quality service.

‘Reverse deregulation’

There are also cases where ‘reverse deregulation’ or industry-wide regulation
is called for. As in the case of  the banks and the insurance companies, those
previously owned by the government have not fully adjusted to the general
deregulation in the financial sector as an aspect of  the Structural Adjustment
Fund (SAP), either because of  their pedigree, or their size, or both. Thus
many of  the smaller private banks and insurance companies are engaging in
a number of  sharp practices which give deregulation a bad name. In a number
of  areas, therefore, the government has to come in with new regulation that
maintains security in such a vital sector of  the economy as the financial sector.

THE RESIDUAL AGENDA

Another important issue from the point of  view of  monitoring is to do with
the TCPC’s residual agenda. Privatization and commercialization represent a
process of  change rather than the change itself. As such, the programme
should be a continuous exercise until the main objectives of  reorientation
and restructuring of  the public sector are achieved as part of  the SAP. The
residual agenda of  the TCPC is thus as important as the future programme
of  its successor. It is important that the programme does not come to an
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abrupt halt, or else some of  the benefits already evident stand the risk of
being lost. The full benefits of  some of  the measures adopted will be realized
only if they are fully and consistently implemented.

Thus ensuring the completion of  the residual agenda is an important
monitoring problem. There are essentially two aspects to it: the uncompleted
privatization programme and the uncompleted commercialization programme.

The uncompleted privatization programme

There are 22 enterprises still to be privatized under the programme, including
some of  the largest public enterprises in Nigeria (for example, Nigerian
Airways Limited, the inland steel-rolling mills, the Nigerian National Shipping
Line, the six vehicle-assembly plants and one commercial and two merchant
banks). In addition, there are a number of  enterprises whose privatization
was ‘fudged’ by the TCPC by stepping them down to commercialization.
These include the development banks, Spacemills Ltd, and the Nigerian
National Paper Manufacturing Company (Iwopin). While a lot of  diagnostic
work has been done on these enterprises, the programme has so far only
touched the tip of  the iceberg.

The uncompleted commercialization programme

Again there are very important enterprises that have not yet been
commercialized by the TCPC. These include the Delta Steel Company,
Ajaokuta Steel Company and the National Iron Ore Mining Company which,
between them, have consumed over US $7 billion without Nigeria yet realizing
its dream of  becoming a steel producer. Another company is the Nigerian
Machine Tools Co. Ltd. Reform packages have not yet been developed for
these enterprises.

It is comforting, however, that the TCPC has conducted considerable
diagnostic work on all the companies which are yet to be privatized or
commercialized. Thus the BPE and any successive government have much
to build on.

The TCPC has also devoted considerable attention and not inconsiderable
resources to a number of  issues arising from the implementation of  the
privatization and commercialization programme. These issues include:
 
(a) the definition of  the criteria for the future role of  government in

economic activity which were accepted by the government;
(b) the introduction of  the ‘golden share’ as a monitoring mechanism in the

insurance industry;
(c) encouraging the development of  zonal shareholder associations for the

articulation and protection of  the over 800,000 Nigerians who bought
shares in the privatized enterprises;
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(d) addressing the issue of  functional privatization where the peripheral
activities of  some of  the commercialized enterprises were privatized, so
as to give the enterprises a greater focus;

(e) undertaking a study on the spin-off  industries from the basic industries
under the programme and making the result widely available to interested
Nigerian and foreign investors; and

(f) ensuring the preservation of  the records of  the privatized enterprises
in the public archives, so as to make them available to interested
researchers.

CONCLUDING REMARKS

It is obvious that the Nigerian programme of  privatization and
commercialization has been widely and wisely conceived as well as expertly
implemented. Being relatively young, however, it is now entering the critical
stage when the full impact of  the programme can be ascertained only through
effective monitoring mechanisms and processes. A number of  regulatory and
residual issues also still remain to be fully tackled. Despite the fact that it
may be too early to judge, the Nigerian programme must be scored highly,
especially given the fact that virtually all the resources, human and material,
needed to implement the programme came from internal sources.
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MONITORING AND

REGULATORY ASPECTS OF

PRIVATIZATION IN GUYANA
 

Carl B.Greenidge1

INTRODUCTION

Given the extent of  privatization and the sweeping claims made for it in
many countries, effective mechanisms of  monitoring and regulation are
essential, not only to assess its actual efficacy, but also to support those efforts
that are in train. This paper looks at the case of  Guyana in the period 1985
to 1992 from that perspective.

Guyana is probably the world’s most seriously indebted country. And
after several years in the political wilderness it was able to mobilize
international financial support for an Economic Recovery Programme
(ERP) in 1989. Following a somewhat traumatic inception, the programme
arrested and reversed the economic decline. The economy registered positive
real gross domestic product (GDP) growth in 1991. Since 1991 it has
boasted a stable currency, one of  the highest rates of  growth in the region,
a rate of  inflation which for the first time in a decade is about to fall below
10 per cent, and foreign exchange reserves at historically unprecedented
levels. In the words of  the International Bank for Reconstruction and
Development (IBRD), ‘few countries have moved so far so fast’ (IBRD
1992a:ii). The privatization programme was part of  that package of  notable
achievements.

After an inception, as halting and controversial as the ERP, it yielded
negotiated receipts that were roughly equivalent to 8 per cent of  GDP on
average for the three years 1989/90–1991/2. Compared with the world’s
leading performers Guyana’s has been a very impressive performance (The
Economist 1993; Greenidge 1992b).2

Although the time-span is actually too restricted to allow a statistical
assessment of  the impact of  the exercise, enough took place to provide
a rich crop of  lessons.3 An examination of  the monitoring and
regulation, planned and implemented, should therefore be an
informative exercise.
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MONITORING AND REGULATION: CHANGING
PUBLIC ATTITUDES

As a consequence of  internal and external imbalances, the government
found it increasingly necessary to intervene further in economic
activities. Both private and public enterprises were subject to extensive
price controls in the domestic commodity and foreign exchange markets.
By the mid-1980s the economy of  Guyana had become highly
administered.

Immediately prior to a privatization effort in 1984–5, which focused
on the non-divestiture options, there had been a reduction in the extent
of  the interventions, particularly price controls. As a prelude to, and
immediately on signing of, the Monitored Agreement of  1989 with the
International Monetary Fund (IMF), a programme of  extensive
liberalization and deregulation of  the economy was initiated. That
process also preceded, and was contemporaneous with, the privatization
initiative.

The public anticipated, and the policy-makers had intended that these
changes would herald the withdrawal of  the state from its very
prominent role in the economy. However, it is arguable that initially the
public envisaged the minimization of  the activities of  the state in its
capacity as regulator, rather than as entrepreneur. There was, therefore, a
great deal of  resistance to encumbering it with any additional tasks
including regulation. At the same time, as is evident from the claims and
demands of  the trade union movement, for example, there were calls for
government intervention in specific areas. Measures to stem capital
flight, control of  discriminatory activities and the charging of  excessive
fares by taxis, control of  the prices of  rice and basic food, ‘liberalization’
of  wages policy in the public sector, control of  the foreign currency
market and the supervision of  the activities of  foreign companies, were
the most notable among these. The greatest rallying point was, of
course, the matter of  inflation.

This ambivalence was to be reflected in the approach to privatization
as well as its monitoring and evaluation.

Before going any further, it is worth noting that the government had
itself  come to the conclusion that its inability to manage the public
enterprises (PEs) was in large measure attributable to its failure to
monitor and control them adequately. When problems such as those
associated with the commercial bank and the utilities are examined, it is
very clear that that conclusion was well founded (Greenidge 1991).
Privatization was therefore seen as a way of  relieving the burden of  an
administration encumbered with an underpaid, increasingly ineffectual
and dwindling bureaucracy.
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MONITORING PRIVATIZATION

Objectives

Privatization can encompass numerous objectives ranging from increased
efficiency and the development of  a capital market to equity considerations
(IBRD 1992a). The objectives of  the 1989–92 privatization programme of
Guyana were numerous, but it would be true to say that the over-arching
motive was fiscal. The background to these objectives are extensively discussed
elsewhere (Greenidge 1991, 1992a,b). Those worthy of  mention in addition
to the fiscal objective included:
 
• the restoration of  a basic quantum of  goods and services: this goal was

frequently associated with the utilities;
• the de-politicization of  the workplace—usually an implicit objective;
• the correction of  specific maladies of  an enterprise;
• extending public participation in share ownership especially in specified

areas such as banking and rice-milling;
• unshackling PE emoluments from the macroeconomic and fiscal

straitjacket imposed by the ERP.
 
Whilst these objectives could be associated with specific enterprises, three
very important points should be borne in mind. First, the more grandiose
claims for privatization are noticeably absent. The significance of  each
objective varied over time. The fiscal problem may have initially projected
an enterprise on to the list of  those to be privatized. By the time the
process got under way the deterioration in the service may have become
so acute that the most urgent need was to lift the level of  provision of
the service. Second, different weights were attached to the same objectives
by different elements within the administration. Managers, for example,
could be associated with a divestment programme that would provide
them with freedom to set emoluments without necessarily involving
divestiture. The political directorate would not have assigned this goal
the same prominence. Additionally, for obvious reasons, many of  them
were behind proposals for employee share issues. Third, as a consequence
of  the very tight controls on PE expenditures, many perfectly-well-run
enterprises were constrained by macroeconomic considerations either to
provide resources to the Central Government or to forego appropriate
levels of  investment. Consequently, many eventually encountered liquidity
problems.
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Process

Sequencing and categorization

The government embarked on the first phase of  privatization in 1984/5.
That focused on the restructuring of  the group of  PEs falling under the
aegis of  Guyana State Corporation (GUYSTAC) and included a search for
funds for the financing of  GUYMINE’s capital programme. It involved the
establishment of  more appropriate supervisory arrangements and financial
restructuring. All enterprises were required to conclude annual performance
contracts.

Additionally, management, marketing, and technical partners were to be
sought for the enterprises actually exporting or with the potential to do so.
Considerable emphasis was placed on joint ventures.

During that phase the integrated rice entity (the Guyana Rice Board) was
broken up into its three constituent parts. The Guyana Bank of  Trade and
Industry (GBTI) and the Republic Bank (RB) were merged and the electricity
utility began to purchase, on a regular basis, supplies of  electricity from the
bauxite company. Like the telecommunications utility, it also began to contract
out services on a significant scale.

A more divestment-oriented privatization exercise was initiated five years
later. Given the fiscal pressures created by the poor financial performance
of  the enterprises as a whole, planning the sequencing of  privatization was,
initially, a relatively straightforward task. Those loss-makers that were too
small organizationally and technologically, operated in a very competitive
environment, were in need of  external marketing and technological skills or
had limited linkages with the remainder of  the economy, were to be addressed
first. Eleven enterprises fell into this category. Four of  the eleven were selected
for partnerships, joint ventures and management contracts. These were
considered to be able to benefit from business linkages with foreign private
investors (PCS 1990). The remainder including those with little prospect of
improvement were slated for closure, simple abandonment, total partial sale
or leased to the private sector (Greenidge 1992b).

Costs

It is necessary to monitor the cost of  privatizing PEs if  only for prudent
accounting and to ensure probity. Perhaps a more immediate reason, if  not
necessarily more important, is to minimize the waste or inefficient allocation
of  an alarmingly scarce resource. Since the net proceeds were to be utilized
for the retirement of  the stock of  public sector debt, keeping the cost of
the exercise within reasonable bounds was an urgent priority.

For purposes of  the expenditures, a separate account associated with the
proceeds of  privatization was established by the Accountant General and all
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receipts were paid into that account. All costs that could be attributed were
to be paid against receipts going to that account, except for those associated
with the bauxite industry and debt service. The latter are shown separately
in the public accounts.

More operational or management type accounts were prepared by the
Public Corporations Secretariat (PCS) and the Treasury for the Monitoring
Subcommittee (MS-C) of  Cabinet. In the normal course of  events,
budgets pertaining to the direct costs were prepared by the privatizing
agency (usually the PCS) and recouped either from the Treasury, if  the
sum was reasonably modest and the process of  preparation short, or
advanced by the Treasury. The direct costs were incurred for activities
ranging from the preparation of  inventories, the valuing of  assets, the
preparation of  accounts, legal fees to security services (cf. Greenidge 1991
for an idea of  the range of  information that would be required to execute
this task properly).

There can be little doubt that the costs of  preparing for privatization
were frequently underestimated but they were reasonably modest in total.
Naturally, there were hidden/indirect costs and overheads in the form
of  the assistance which the privatizing agency frequently secured from
other government agencies with capacity in project analysis, valuation,
accounting, and so on. The Ministry of  Finance, the Auditor-General’s
Department, the Attorney-General’s Chambers, the Guyana Rice Milling
and Marketing Authority (GRMMA), the Co-operative Financial
Administration (COFA), and the State Planning Secretariat (SPS), all
shared these indeterminate costs.

Agencies responsible for monitoring

The management of  the privatization process after 1989 was apportioned as
shown in Table 6.1. There was no intention of  creating a new bureaucracy
to undertake the exercise.

In keeping with the wide purview of  the State Planning Secretariat (SPS),
implementation of  the privatization programme was assigned to the Minister
of  Planning (MOP) under whom the SPS fell. His was the responsibility
to supervise the Public Corporations Secretariat (PCS). The latter were
charged with the preparation of  the data and the execution of  the process
of  privatization, including the assessment of  offers for the entities falling
under the Public Corporations Act.4 For those entities not falling under
the umbrella of  that Act, the relevant supervisory authority was responsible
for overviewing the process. Thus the Minister of  Finance (MOF) and the
COFA Secretariat dealt with the commercial banks, NBIC, RB and GBTI,
and the Office of  the President (OP) handled the ‘independent’ companies,5

namely GUYSUCO, SAPIL, LIDCO and GUYMINE.6 The only exceptions
to this arrangement were the rice entities which, although falling in the
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purview of  GUYSTAC, were handled by the OP where the chairman of
the group was located. The privatization of  the rice complex owned by the
sugar company was handled largely by the sugar company, GUYSUCO,
itself.

The exercise was undertaken in this manner because of  the distribution
of  skills and expertise as well as the interest and capacities of  the institutions
and ministers. As observed elsewhere, there is something to be said for and
against this arrangement as opposed to complete centralization. In the last
analysis the choice should be informed by the specific circumstances of  the
country.

The bulk of  the PEs fell under the Public Corporations Act and
therefore within the purview of  the PCS. The latter established an internal
Divestment Unit that undertook the preparation of  the basic information
on these entities for the meetings, including the marketing of  the
enterprises and the evaluation of  the offers. In this task they were assisted
by a UNDP consultant and relevant elements of  the Public Service/Sector
such as the Attorney-General’s Chambers (AGC). The MOF’s assistance
usually took the form of  advice from its Valuation Division or the
Treasury.

The PCS and its counterparts were answerable to an ad hoc team, the
Divestment Policy Group (DPG), which was convened to assist with the
formulation of  policy and guidelines associated with privatization. Their
remit was to ensure performance, to alert the Cabinet to any anticipated

Table 6.1 Tasks assigned to agencies involved in the management of  the privatization exercise
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deviation or mishap, to recommend remedies for handling any adverse
consequences, and to ensure that the programme was implemented at an
optimal pace.

The operational reports considered by the DPG were prepared by the
relevant executing agency. These submissions were supplemented by financial
inputs and assessments from the MOF and the SPS, where appropriate. The
DPG provided policy direction, and approval/modification of  proposals and
recommendations and subsequently recommended approval to the Cabinet
through an economic subcommittee of  Cabinet, the MS-C.

Prior to the decision to privatize, monitoring the significant economic
changes in the economy was the responsibility of  the Monitoring
Subcommittee of  Cabinet (MS-C). It had been charged with taking timely
remedial action and informing the Cabinet of  changes in economic indicators.
The targets of  the ERP on which the MS-C spent a great deal of  its time
included the application of  the proceeds from the privatization to the
retirement of  the debt stock, the reduction of  transfers from the Treasury
and changes in banking system borrowing. In order to properly execute its
mandate the MS-C needed to be informed of  the status of  the privatization
programme.

This economic subcommittee of  the Cabinet, besides the economy
ministers and a Deputy Prime Minister, included the most senior financial
officials in the administration and was chaired by the President. The MS-
C, in effect, gave final approval for all economic measures. Ultimately, all
recommendations and decisions were submitted to the Cabinet, which
usually accepted the recommendations, but invariably after some debate.
It should be added that the economic programme was, in addition, the
subject of  discussion with, and review by, the IMF in particular.
Privatization of  the PEs was therefore among the non-quantitative targets
of  the Structural Adjustment Facility/Enhanceds (SAF/ESAF). The
performance of  Guyana under the IMF and IBRD programmes was,
therefore, tied up with the successful management of  the privatization
programme. Since the supervising agencies mentioned above were the
channels through which reports to the MS-C were effected, their
utilization in the management and report preparation process for
privatization was a logical step.

A perusal of  Table 6.1 shows the range of  entities involved in this round
of  the process. Preparation of  the project profiles was undertaken by the
relevant supervising agencies such as the PCS or COFA. Proposals were vetted
by the Ministry of  Planning (MOP) in all instances. The relevant ministry
was also required to review the proposals. As part of  the vetting process the
Divestment Policy Unit (DPG), MOF and the legal officers of  the Attorney-
General’s Chambers also undertook vetting. These divisions are captured in
Table 6.1. Additionally, the specific entities were, in the case of  closures, closely
involved in the preparation for privatization.
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DIVESTITURE

The implementation

The divestiture experience sometimes deviated somewhat from the foregoing
description of  the process in some important regards. First, the negotiations
on the divestment of  two PEs, the telecommunications and forestry
enterprises were, at some point, taken from the PCS because the process
had either stalled, or was felt to be misdirected. A special task force under
the MOP took on the negotiations.

It is rather unfortunate that these are the two transactions at which most
of  the criticisms concerning privatization have been directed. Some of  the
problems associated with these particular privatizations arise from the
pressures posed when privatization is attempted in difficult macroeconomic
circumstances. We shall return to this issue.

Order and sequencing

The sequencing and choice of  techniques of  privatization as implemented
varied from the plan.

Of  the six entities privatized in 1990, two were not on the list initially
framed. Some on that list have not yet been privatized. An additional list
has since been prepared. The reasons for these deviations are explored
below. The logic of  the actual order is not evident, looking at it
retrospectively. However, for the most part these deviations were dictated
by changing events.

The experience of  GUYMINE shows vividly, should a reminder be
necessary, that once the sale of  any entity is a matter involving two willing
parties, the sequence in which the privatization steps are completed is
likely to differ from the planned order. There were two reasons for this.
First of  all, negotiations were not necessarily conducted sequentially, so
some entities lower down the list could be completed before those
ordinally higher.

Some entities attracted more interest than others. Some prospective buyers
had a range of  resources, others had none. Some of  those resources were
not always what the privatizing agency needed or required. A premium was
placed on hard currency payments, cash and the acceptance of  all outstanding
debt obligations. For some entities this priority could not be easily
accommodated by prospective buyers. Such matters are not unilaterally settled.

Quite often there were problems such as the expiry of  the bond or shaky
financial credentials associated with bids. Legal or administrative disputes or
processes could hold up a transaction. The first leg of  the bauxite
restructuring process, for example, had to be resolved by way of  legislation.7

Because of  a challenge to the privatization of  GTL, a forestry company,
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facilitating legislation had also to be enacted.8 In such circumstances it would
have rarely made sense to hold up the privatization of  one entity until those
higher up on the list had been completed.

A change from the planned sequence is not necessarily an indictment of
those responsible for the exercise.

The trade-off  between the fiscal target and the need to secure new capital
investment began to be accorded higher priority in Guyana as the fiscal crisis
became more acute. Contemporaneously, the slow progress of  the programme
was being cited by critics as proof  that the government did not really intend
to privatize the named agencies. This fed a more urgent search for a success
story. In this regard mention could be made of  the GTC, the
telecommunications company. This entity was not on the original list of
enterprises scheduled for divestment. However, a combination of  a sudden
noticeable deterioration in performance, and a persistent unsolicited enquiry,
led to its inclusion.

The issue of  the appropriate sequencing is now attracting the attention
of  researchers (IMF 1993; IBRD 1992a). While from a purely financial
perspective there would appear to be a case for disposing of  the most
seriously indebted PEs first, several circumstances may dictate a different
approach.

First of  all, given the availability of  skills and the shortage of  funds,
opportunity cost considerations should be taken into account. In some
situations it may be justifiable to assign a priority to privatizing a large
enterprise that may in net and discounted cash-flow terms yield a greater
return. Second, starting with loss-makers is not very good as a public relations
strategy. This is particularly the case if  the entities are either marginal or
regarded as unviable. Both criteria would seem to favour the privatization of
larger and profitable enterprises first. But there is another sense in which the
sequencing matters in this regard.

In circumstances where the public was uncertain as to the government’s
seriousness, a reasonably quick success story is essential. That was a
criterion that began to loom large very early as attacks from the press
began to raise doubts in the minds of  the public and even otherwise well-
disposed donors. There is a view that without the early privatization of
the forestry enterprise and GTC, there would have been few other
privatizations in Guyana. Of  course, this is in part a matter of  speculation.
It has, however, long been recognized, in the literature on investment,
that expectations and other non-economic factors are very important
determinants. In other words, it may be argued that the speed and nature
of  the initial privatization are likely to exert a disproportionate influence
on what, if  any, privatizations follow.

Furthermore, from a macroeconomic perspective, the sequencing of
privatization may matter more than is often realized. What little theoretical
work there is on this area suggests that if  efficiency considerations are
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taken seriously, the important determinants of  post-privatization efficiency
should be carefully weighed. Those determinants are the nature of  the
product and input markets of  the privatized industry. If  it is not possible
to liberalize and establish a competitive market prior to privatization, a
useful rule of  thumb would be to commence privatization in the least
monopolistic market or that facing the lowest degree of  uncertainty, the
idea being to enable the privatized enterprise to respond as flexibly as
possible to signals in its raw material and product markets (Husain et al.
1992).

A great deal more needs to be done in this area by way of  devising
operational rules.

The effectiveness of  some of  the techniques of  privatization employed

The juxtaposition of  techniques with the stated objectives of  privatization
did not lead to many difficulties at the planning stage. In part, the reason
was the omission of  the more grandiose social and efficiency objectives such
as workers capitalism or earth-shaking efficiency gains. Given the political
background (Greenidge 1991), there had always been the fear in the public
demesne that certain consequences such as less job security, more
concentration of  wealth, and so on, would be inevitable. So it was necessary
to avoid stirring up a negative response by making over-ambitious promises.
But as may be gleaned from the outline of  the bauxite problem which was
similar in substance, if  not in degree, to that of  sugar, the exercise fast forced
into the matrix the need to look at what was possible rather than what was
theoretically ideal.

In 1985 it was hoped that with the assistance of  merchant bankers, the
enterprises could first be effectively restructured and then tied into some
joint ventures that would pave the way for efficiency improvements and
retooling. For reasons that have been explored elsewhere, these did not
materialize (Greenidge 1991).

The GUYSTAC corporations were restructured in the 1984–5
programme and several cost reduction measures and changes in supervisory
arrangements were instituted. Under that initiative brokered by Warburg, the
Guyana Rice Board (GRB) was split into its three main components and the
Guyana Pharmaceutical Corporation (GPC) entered into a joint venture
arrangement in the pharmaceutical field. As a result of  the effort, the
consolidated operating surplus in that group of  30 entities increased from
zero as a percentage of  their current revenues to 13 per cent between 1983
and 1987–8. Those results, though encouraging, were not as dramatic as the
government would have wished.

Restructuring again featured in the 1989–92 programme. Among the
main entities concerned were the bauxite and sugar companies. In both
cases internal restructuring was envisaged. The arrangements for bauxite
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were the more complex of  the two. They provide a good indication of
the nature of  the problem. Unlike the sugar industry, no liquidity relief
of  significance had been provided to the bauxite industry since 1985.
The external financing agencies required a medium-term financial plan
as well as a physical plan prior to disbursement as a condition for their
assistance. The former plan was revised on more occasions than we care
to recall. When one multi-lateral financial institution (MFI) was satisfied
another was not, and vice versa. Consequently, an alarming, and
accelerating, though partly hidden, financial and operational decline had
set in. Based on the work of  the industry and externally financed
consultants, two subsequent plans to restore the viability of  the industry
were again prepared in 1990 and 1991. Under the first plan the Treasury
was required to absorb certain community costs and non-core expenses
previously borne by the industry. Notwithstanding unsuccessful
discussions with prospective investors, the agreed expenditures were
shifted to the Treasury.

The bauxite privatization was intended to be two-phased: internal
technical and financial restructuring, followed by divestment of  shares.

As with the first attempt, restructuring yielded variable results and proved
invariably time-consuming and frequently expensive. One of  the main
reasons for this was the involvement of  so many third parties.

The second phase of  the programme, the joint venture initiatives, yielded
little more. In the entire 1989 only two enterprises were privatized, one
closed and the other fully divested. The reasons for the lack of  interest in
some of  these options have been explored elsewhere (Greenidge 1992b:34–
5). Options other than those first envisaged had therefore to be explored.
The government threw open all options.

Enterprises were closed when discussions seemed to offer no realistic
prospect of  an early conclusion to negotiations or of  a bid. The assets of
closed entities were sold piecemeal, where possible. Where there was an
interest in only part of  a going concern, consideration was given to a
‘reasonable’ offer that would not markedly jeopardize the possibility of
disposing of  the remaining assets.

The glass factory, Guyana Glassworks Ltd, was the first such case. The
plant was closed in 1989 and those assets that could be sold were sold. In
the following year the restaurant, Sijan Plaza, and the civil contractor,
Guyconstruct, a subsidiary of  the bauxite company, were put into
liquidation. Quality Foods Ltd and the road transport company, GTSL, were
also closed (Greenidge 1991).

Debt for equity swaps were very popular among proposals submitted by
prospective buyers. The Paris Club terms enjoyed by Guyana and the fiscal
implications of  a debt stock and public sector deficit as large as Guyana’s,
meant that this was not an option to which much serious attention could be
responsibly devoted. In the single case in which it was feasible, arrangements
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were made to keep reviewing its progress, and the new investment associated
with the arrangement materialized without giving rise to additional fiscal
problems. It should be added, however, that the monitoring of  the use of
debt swap proceeds is one of  the greatest problems involved in this
technique of  privatization.

What little analytical work there has been in the area suggests that low
income countries should start with non-divestiture options such as leases,
management contracts and concessions (IBRD 1992a:21). In the last analysis
the effectiveness of  available techniques must depend on the specific
circumstances of  the sector. Guyana’s experience strongly points to the
validity of  such a conclusion.

Pricing of  divestiture

Under the best of  circumstances pricing is a very complicated affair and
almost without exception is the subject of  controversy all over the world.
The public often has a higher perception of  the value of  an asset than is
reasonable in all the circumstances.

The economic environment is a factor which should be taken into
account in arriving at the appropriate value. Also of  importance is the state
of  the socio-economic infrastructure and other factors which compound the
risk of  loss. Even otherwise well-informed public officials had higher
valuations of  assets than materialized in many cases. Many of  the prices
being quoted as achievable would only be realized after a restructuring
programme. The costs of  such remedies and the failure of  earlier attempts
seem never to be taken into account by commentators in arriving at the
estimated value, unless of  course they are incurred. In the latter case they
are deemed to have been too high!

In a real sense the choice of  the mode of  sale can determine whether the
controversy will be minimized or not. Clearly the more transparent market
techniques such as tendering and share issues are preferable in these
circumstances. This may not always be possible.

Many of  the assets, particularly real estate, stocks and hardware, were sold
via sealed bids and public tender. In arriving at values for those assets,
properties and entities, both the Ministry of  Finance’s Valuation
Department, commercial valuers in the public sector under GUYSTAC’s
purview and external, including foreign, commercial valuers were employed.
The results make interesting reading. Twenty sets of  assets that were valued
by the PCS or the Valuation Department were sold on average for 38 per
cent more than the estimated value. The three properties externally valued
were sold for 30 to 40 per cent below their estimated value! The lessons to
be drawn from this would not be obvious to everyone. A recent report
rightly suggests that the exercise of  valuation should be separated from
valuation because of  the incentive to find a value that would facilitate a sale
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(IBRD 1993). There is no way of  gauging which of  the values was closer to
the market value.

Vociferous and more subdued criticisms have been raised about prices
negotiated for the forestry and telecommunications enterprises, Demerara
Woods Ltd (DWL) and Guyana Telecommunications Ltd (GTC). In both
these cases the privatizing agency had sought external advice which
generated reserve prices far above those offered by any prospective buyer.9

Second, as mentioned earlier, these were the two transactions transferred to
the special teams of  the MOP.

But for the others there remains a fundamental conundrum. Even if  the
external estimates were correct, what conclusions can be drawn about the
adequacy of  pricing arrangements when no offers are forthcoming at that
price? Many of  these enterprises were either closed or in steep decline. In
either case they put continuing pressure on the Treasury. It would be a very
bold observer who would argue that the enterprise should not be sold until
the price is right. A sale is not an actuarial or cost-accounting exercise. To be
effective, a market requires a buyer and one within a feasible range of  prices.
If  no alternative buyer materializes it would be somewhat presumptuous to
presume fiscal loss based on the reserve price.

Two problems that were to have an adverse and costly bearing on the
offers were the political climate and the general economic environment
These have several dimensions ranging from the relations between the
government and the different foreign missions to the behaviour of  the
Opposition parties.10

This can give rise to high discounting of  future incomes by prospective
investors. In the proposal on the sugar enterprise, where that political
uncertainty was greatest the discount factor used by the consultants was 10
to 20 per cent.

There can be no doubt that the deadlines set by the government also
contributed to pressuring their own negotiators. Sometimes those deadlines
were a response to the perception that the officers charged with the task
may not have always been sympathetic to the objective or the need for
urgency. Reference has already been made to some of  the externally-
generated pressure on the government (Greenidge 1991). These deadlines,
combined with the use of  private treaties in some cases gave the firms, with
whom negotiations were being conducted, the upper hand. The private
representatives could deliberately delay the process by procrastinating and,
as the deadline approaches or is passed, the government and its negotiators
come under very severe pressure.

The best means of  guarding against underpricing of  the privatized
enterprises of  Guyana would have been to have a better macroeconomic and
political climate.
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Costs of  privatization

Monitoring the cost of  privatizing was undertaken on a partial basis. The
direct costs were reported by the relevant agency. Naturally, the main concern
was to ensure that the net receipts were as large as possible and that no
unnecessary expenditures were undertaken. This was primarily the concern
of  the MOF. In pursuit of  that objective, the MOF and the relevant
executing agency worked closely, after the usual haggling over modalities,
authority to undertake expenditure and the process of  reimbursement. The
usual direct costs were conveyed to the DPG and these cannot be said to
have been exceptional in the normal course of  events.

The really significant costs that had to be met were associated with
restructuring. In some cases those payments did not have to be made
immediately, and therefore they were sometimes not fully estimated and
reported to the DPG. Such was the case of  the Guyana National Co-operative
Bank (GNCB), which had, as a result of  poor and irresponsible management
as well as irregular transactions by some officials, ended up with a portfolio
of  such large bad debts that it registered an operating loss in 1990. Under
the COFA Act, the MOF was required to make good the deficit. In order to
honour the letter of  the law and in anticipation of  the restoration to profit
via a carefully implemented programme of  restructuring,11 a debenture to
the value of  G $1 billion was issued in favour of  the Bank with restrictions
on its redemption.12 Careful monitoring by the new board of  directors, COFA
Secretariat and the MOF, in the face of  strong and extensive public
disapproval and staff  opposition, helped to ensure that the financial damage
was limited. This was one reason why the monitoring of  this entity which
was intended for partial divestiture in a subsequent phase remained the
responsibility of  the MOF.

Unfortunately, the same was not possible in bauxite. In that case, debt
obligations, such as those arising from equipment or supplies which had
already completely or largely served their economically useful lives, have
had to be shouldered by the Treasury. It should be noted that unlike the
corporations, the bauxite companies are established under the Companies
Act and the government is, in normal circumstances, liable only to the
extent of  its share. In the absence of  Chapter 11-type bankruptcy
proceedings, the government was obliged to enact legislation
compulsorily, assuming the industry’s local and foreign debts. In order to
avoid the hint of  confiscation and the complications to which this could
give rise, interest (5 per cent)-bearing bonds were issued to the creditors
for the full face value of  this trade debt. Besides being trade debt, most
of  the debt was not guaranteed so, strictly speaking, the state was not
obliged to take it on.

Additionally, in the run up to the completion of  the management
contracts, the bauxite and sugar enterprises received either transfers to meet
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debts, wages or other obligations such as suppliers and tax payments and/
or fiscal concessions.

The fact is that without the financial restructuring the company would
have already been closed. In exchange for the obligations, the industry had
acquired a management contractor, some IBRD and European Investment
Bank assistance to undertake short-term restructuring. The prospect is that
in the longer term a sufficiently attractive structure might be found to
enable the industry to be retooled and recapitalized. What the above
suggests, as has now been recognized in EE, is that, under a combination
of  very chronic macroeconomic circumstances13 and an inappropriate legal
framework,14 the state is obliged to be an active facilitator—‘It must write
the new laws, extend guarantees, adjudicate contracts, define property
rights, and negotiate trade agreements’ (Woodward, cited in IMF 1993).

Debts of  enterprises which had to be closed down or wound up were
met by GUYSTAC (unlike the case of  GUYMINE and GUYSUCO) initially
or were passed on to be assumed by the MOF as the legislation some of
these companies required. On the sale, some debts were assumed by the
government. Debts associated with the paint company were not assumed
by the buyer and had to be met by the Treasury. But this generally occurred
only when a closure was involved and, as mentioned earlier, with
GUYMINE. One company, GUYCONSTRUCT, the civil engineering
subsidiary of  the bauxite company, had a Receiver appointed to wind up
their operations and handle their creditors. This has not been a common
route; indeed it only appears feasible, if  legally possible, for a few
independent corporations.

The other category of  costs that devolved on the government was wage
settlements, severance pay and, more importantly, pension benefits that
were associated with unfunded schemes, as was the case for some
employees of  the telecommunications corporation, GTC.

Those obligations, where not met from the sales proceeds, appear in the
Estimates of  Public Sector Expenditure and Revenues as liabilities of  the
MOF. The cost of  the two main management contracts for sugar and bauxite
were met in part from external loans/grants and these are also reflected under
the Ministry of  Finance Head. It may be said that although all the costs are
not grouped together in a way that permits immediate reading of  the net
costs, an approximation may be computed on the basis of  the published
figures.15

Monitoring the implementation of  privatization

Extent, institutions and issues

In a sense trying to monitor the post-privatization phase is an exercise that
transcends privatization as such. Clearly specific consequences are expected
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to follow the exercise. It is necessary to know whether they have been
achieved and if  not, why and how the process is to be put back on track.
Where the proximate objectives of  the process are extensive, then
monitoring or evaluation would have to be very comprehensive. It is clearly
not a costless exercise. For many developing countries, the direct objectives
of  the process are limited and in such circumstances the costs of  trying to
measure changes that may only be tenuously related to privatization have to
be weighed against alternative uses of  those skills. As already mentioned,
Guyana’s programme had limited short-term objectives. In the enterprise
itself  these concerned output levels, and investment at the most. For
reasons mentioned, product prices were also a matter of  concern in many
cases. Employment levels are a matter of  general political and public
concern and therefore would have to be monitored, if  only to know what
was happening. Ownership changes and wealth concentration are similarly
important but they have tended not to be a popular area of  focus because
of  the difficulty of  measuring the starting point.

Monitoring the process of  privatization was undertaken in order to
enable remedial action in very limited circumstances and to obtain a picture
of  how the process itself  was unfolding. Given the costs and difficulty of
the exercise, there was a concern not to set up a parallel range of
institutions to subsequently monitor macroeconomic, sectoral or industry
indicators that were already the object of  reviews by, say, the Monitoring
Subcommittee of  Cabinet. Where necessary, the relevant agency was
required to explain, assess or monitor changes that the policy-makers found
of interest.

Several problems were thrown up by monitoring. One such problem was
collusion among some buyers. Where this was the case, the PCS secured the
DPG’s approval for the properties to be re-tendered. The process of
issuing and vetting new tenders could take over a year from beginning to
end.

Sometimes the monitoring revealed that the intended objective would or
could not be met with the devices envisaged. It was, however, not always
necessary to take any consequential action. The sale of  Guyana Transport
Services Ltd buses is a case in point. As a result of  the housing expansion
programmes of  the 1970s and the low cost of  transport, workers were able
to commute relatively long distances to work. The sale of  these large buses
did not really help the public directly since no operator planned or actually
acquired the buses for public transport. Most of  the buses had been
acquired by private businesses for the transport of  their workers only. It
had become evident to the private operators that a technological change
had been changing the economics of  urban transport in almost all cities in
the region. That change took the form of  the minibus. In fact, partially in
recognition of  this fact, the consumption taxes and duties on minibuses
and larger buses had been suspended in 1989. In combination these two
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measures helped to relieve the very serious crisis in urban transport. The
divestiture as such had not been a solution.

The issues of  shares in the commercial banks, GBTI and NBIC, were
probably the only privatizations which never looked like suffering from a
dearth of  buyers. These shares were issued with the specific objective of
meeting the widespread demand for ownership. Priorities had, therefore,
been assigned to different categories of  buyers with the intention of
facilitating small savers, employees and financial institutions, among
others (Greenidge 1991). It was a successful issue. Indeed, these issues of
shares in commercial banks (GBTI and NBIC) remain, together with
those of Banks DIH, the only cases of widely-held shares in Guyana.
However, stock markets have proved to be unusually fickle and unstable
in the face of  the tremendous resurgence of  ‘hot money’ internationally,
pension funds, volatile interest rates and high domestic inflation. Even in
Japan some privatizations by way of  the flotation of  shares have
contributed to financial difficulties after the issue. The Nippon Telegraph
and Telephone Corporation16 (NTT) is probably the most infamous,
having followed a doubling of  the share prices immediately after trading
with an 80 per cent fall in value of  the shares over the following 24
months.

Under the Capital Issues Act the MOF can keep abreast of  the transfer
of  shares. New fiscal legislation enacted in 1991, primarily in response to
persistent representation from the private sector, will displace that Act
when the supporting regulations are published.

The employees of  the privatized banks, Guyana Stores Limited and
selected rice mills sold by the GRMMA, had shares reserved for them at
the time of  privatization. Except in the case of  the rice mills, they, like the
public, have been free to transfer or sell the shares subsequently. This
issue was the subject of  several internal debates. In the last analysis, since
the Treasury did not provide funds for the acquisition of  employee
shares, the restrictions on transfers were opposed. No monitoring of
ownership was therefore undertaken. It might be added that when the
government imported bicycles at exceptionally low prices for distribution
to workers during the transport crisis, the same decision was taken. The
Trades Union Congress opposed the restrictions although it was
recognized that widespread resales in pursuit of  quick windfall gain were
likely.

It has been observed that sometimes firms have failed to honour their
contractual obligations (Greenidge 1992a). These infringements range from
late payments, to failure to complete legal processes. This is likely to be one
of  the most serious difficulties confronting post-privatization monitoring
or evaluation because it touches developing countries at their weakest point.

In one case in Guyana the lessee has appealed for a reduction in the
rent because of  market difficulties. In such cases the advice of  the
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Ministry concerned has to be sought, but a decision is clearly made more
difficult by the mix of  issues, interests and objectives involved. In another
case the company declined to meet its tax obligations on the ground that
it was owed by the government. The PCS and Attorney-General’s
Chambers have reported instances of  a company acquiring titles to, and
ownership of, properties by apparently illegally obtaining documents from
junior officers in the Deeds Registry. As was pointed out elsewhere, in
circumstances where the Public Service is haemorrhaging and
demoralized this is likely to be a common experience (Greenidge 1991).
The government is not able to deter such behaviour due to a chronic
shortage of  state attorneys and judges and a consequential back-log of
Court cases. Furthermore, while the post-privatization ‘monitoring’ is
necessary, it is clear that responsibility for dealing with all possible forms
of  ‘deviance’ cannot be laid at the door of  the privatization team.
However, the latter would have an interest not only in ensuring that
benefits are not foregone unnecessarily, but because it would not wish to
find itself  having to de-privatize an enterprise! For that reason it would
have an interest in following the fate of  the post-privatized entity for
some time.

The German experience provides some indication of  the resources that
may be required. The Treuhand recently announced that it would expand its
legal and accounting staff  from 330 to 550 in order to look at the control
and supervision of  implementation of  contracts. To date, with 40,000
contracts and 3,000 companies, it is currently seeking to amend these so as
to modify their contractual obligations (Financial Times 1993; IHT 1993). In
some cases the reasons are defensible. The problem is, however, that the
necesary assessment takes both time and skill which are very short in the
circumstances.

In Guyana that task will be shared between the PCS (or the appropriate
supervisory agency), the relevant ministry and the National Industrial and
Commercial Investments Limited (NICIL). The shares of  all enterprises in
which the state retains an ownership stake, except for the banks, are held by
NICIL. The latter is charged with monitoring the corporate aspects
including dividend policies of  the entities in which the state holds shares.
The head of  the entity reports to the Minister of  Finance and the board
includes the Secretary to the Treasury. Clearly the MOF would, of  its own
volition, wish to keep track of  the activities of  privatized entities where
financial obligations such as taxation, fiscal concessions and share issues are
involved.

It can be observed from Table 6.2 and the preceding discussion that a
range of  entities are involved in the monitoring exercise. Additionally, many
skills are needed. Statutory authority and instruments are provided by way
of legislation—the Statistical Bureau Act, the State Planning Act, Order
and Amendment Order, the powers of  the MOF and subject ministries
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such as the Ministry of  Agriculture, and the Guyana Geology and Mining
Commission.

The extent and range of  post-privatization monitoring was largely
determined by the availability of  resources. Some internal debate raged, for
example, over the monitoring necessary after the sale of  an asset such as
land or a building. It is clear why a government would be well advised to
follow the progress of  a utility after its transfer to a new owner (Greenidge
1991), but why that of  an asset which was not sold as part of  a going
entity? As a rule the answers would appear to favour no monitoring. That
was the case in Guyana except where special circumstances surrounded the
sale. The latter could include an acknowledgement by both parties that the
price was relatively low for one reason or another. In such circumstances
conditions of  sale may be imposed or attached. For reasons of  zoning, land
may also attract such conditions. However, as a general rule attempts to
impose conditions of  sale or to specifically monitor developments outside
of  the framework of  normal sectoral monitoring did not command much
support at the policy level.

The government also has to avoid giving the impression that it is
reluctant to abandon economic intervention after the transfer of
ownership. In other words, it should not appear to be trying to run
companies after they had been divested.

Table 6.2 Responsibilities of  various agencies in evaluation of  privatization
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Another aspect of  the table worthy of  note is the overlap between
privatization and post-privatization monitoring as well as the overlap
between institutions. Monitoring is facilitated by inputs from the
implementing agencies plus the SPS, the policy ministry and the MOF. If
the latter entity appears to have a wide spread it is because of  the
importance of  the fiscal factor in privatization. Post-privatization
evaluation was undertaken, in part, by the implementers, initially for a
limited period after privatization, unless there were continuing obligations.
It was the responsibility of  the agency with a policy mandate, the AHG’s
Chambers and, to a lesser extent, the NICIL to provide a spectrum of
coverage between them. This was found to be more workable than having
the PCS attempting to fully monitor all the privatized agencies. The ex post
exercise is likely to be carried out more thoroughly if  the agency has an
interest in using the information to meet its own objectives. The obvious
danger is that some entities or aspects of  their coverage may escape notice.
There is no evidence of  this occurring to any significant extent in Guyana.
Basically then, the utilities are most comprehensively covered by a single
agency.

The arrangement does appear to be somewhat complicated. And, there
exists to be a great deal of  confusion among interested parties about
them.17

Intra-government coordination

The overlap observed between the institutions could be useful if  only as an
additional (complementary) safety net when there existed limited capacities
in many units. In the last analysis, resolution depends on the clarity with
which roles are defined and, more importantly, on exactly how conflicting
objectives are resolved. In a sense Guyana should not have had too many
problems of  inter-agency co-ordination because the supervisory councils
provided a forum within which inter-agency concerns and priorities could
be raised and resolved for groups of  PEs. The divestment teams were
constituted under a team leader answerable to the Minister of  Planning in
most cases.18 The problem of  financial versus other priorities is not so
amenable to easy resolution.

The weakness of  the system outlined above was not so much failure to
co-ordinate but unwillingness to acknowledge that conflict could arise as a
result of factors other than ignorance or bad blood, and the need to put in
place early a regime for conflict resolution and management.

There was no problem of  inadequate powers being assigned to the DPG
or the MOP/SPS/PCS, as was the case in some other countries. On the
contrary, it might be argued that the most intractable problems that arose
such as those connected to GTC reflect the inadequate restraints on those
powers. Inordinate priority may well have been given by the MOP/SPS to
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the completion of  the transactions even in the face of  unresolved technical
and financial objections.

Two problems are worthy of  mention in this regard. First, the blurring
of  the distinction between marketization and on-going operational
functions led, in the case of  the electricity utility, to the minister responsible
for privatization concluding contracts with the utility’s prospective suppliers
without reference to the policy minister. It is not obvious as to where the
line should be drawn but, wherever it lies, co-ordination is obviously
necessary for, in its absence, a major problem arose.

A problem of  jurisdiction was also encountered over the powers of
the Auditor-General (A-G) who, in a burst of  public statements in 1992,
contested the authority of  the administration to privatize the enterprises
without his permission. In the opinions of  the Ministry of  Finance, the
Attorney-General’s Chambers and the legal adviser to the Divestment
Unit, the A-G had only the power to pronounce on the disposal of
Central Government assets or those requiring Parliamentary
appropriations.

The COFA Act and the specific Act pertaining to the PEs as well as the
Public Corporations Act seemed clear as to the appointment of  auditors
and the powers of  the boards and the ministers over the disposal of  the
assets. These debates raised issues of  how far the A-G could properly go in
this regard. He, in a sense, had a right to try to ascertain whether the
disposals were properly authorized and whether they were undertaken by
the most effective means, since ultimately the resources belonged to the
Central Government. Whether that entitled him to question ‘the right of
the government to privatize’ was another matter. Constitutionally, his
position appeared to be outrageous. For the purposes of  this paper what
matters is not whether the A-G was correct in his assertions or even
whether the laws needed changing if  he were, but the impact of  the debate
on the exercise. Unfortunately for the government, or fortuitously for the
Opposition, the debate erupted just as the negotiations about the
privatizations of  sugar were about to reconvene. As a consequence, it raised
questions about whether the government was attempting to railroad the
process.

In conclusion, what monitoring there has been suggests that relative to
the limited objectives of  the exercise, privatization has had an appreciable
and beneficial impact on all of  the main indicators. These include output
and productivity levels, product mix, investment, prices and employment
levels. In other areas such as ownership patterns, industrial relations and
monopolization, the evidence, although not comprehensively monitored, is
also positive for the most part. But in these cases the time-span has been
too limited to permit definitive pronouncements. These areas and those
such as taxation have either been ignored after initial review or left to
specialized agencies.
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Transparency

Transparency is intended in part to reassure all concerned about the
propriety of  the process of  privatization as well as to ensure that all
prospective participants have an even chance of  securing their objective. It
is an issue over which every government at one point or another falls foul.
Complete transparency in privatization is most desirable but can involve
many problems, depending on the type of  privatization technique as well as
the background. If  a share issue or public auction are properly undertaken,
they should be among the most transparent of  techniques. Where the
technique is private treaty or negotiation, the scope can be very restricted,
particularly prior to the completion of  negotiations. We touch on some of
these below while acknowledging the desirability of  full transparency. It is
necessary to recognize that there may be circumstances where transparency
may need to be less than absolute.

Guyana’s experience runs the spectrum of  common techniques, so it has
come in for its fair (and some would say more than its fair) share of
criticism. Although most agreements have not been published, the details
of  buyers, sales prices and other material details have. However, there
continue to be press allegations and complaints of  undisclosed details. If
there is anything to this, it is that there was no adequate mechanism for
handling unsolicited offers such as that for the telecommunications firm.
Clearly the commencement of  negotiations in the absence of  a revised list
and a deadline for other submissions sent the wrong signals.

Where negotiations are involved, there ought to be some sympathy for
the privatizing agency. Committing the process to complete transparency
can literally mean sacrificing strong bargaining positions before the
negotiations start. The inclusion of  all relevant interest groups is as good a
means of  weakening a team as one can anticipate. This is especially true if
there are deep divisions among the team, no strict discipline outside of  the
negotiating chamber and no single lead speaker. Clearly, there are
circumstances when combined interest groups can strengthen the hand of
the bargaining team. They are very restricted. And there is enough evidence
from experiences with workers and staff  representatives on boards, for
example, to suggest that premature publicity or revelation of  details is
neither possible nor helpful. There are also numerous reports of  the
frustrations such teams cause negotiators (Greenidge 1991).

Even after the conclusion of  the agreement it may not always be prudent
to publish the agreement in its entirety. Where management agreements
contain details of  emoluments, publication can often give rise to
considerable ill-will and bad blood between local and foreign staff. The
situation in Guyana’s bauxite industry was delicate enough to warrant the
withholding of  those agreements in 1992. As it happened, what leakage of
information there was on the emoluments caused considerable problems
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which were perhaps only constrained from boiling over because the
information could not be verified by those who repeated it. Ex post
publication of  information can help in most circumstances, so where it may
not be possible prior to the privatization it ought to be provided
subsequently.

During the negotiations the government tried to keep the Trades Union
Congress (TUC) and the representatives of  business abreast of  the
developments in the exercise. Since the TUC frequently took an ‘in
principle’ opposition to privatization they would at most call for safeguards
and were very vehement in their insistence that the briefings were neither
consultations nor an endorsement. This approach naturally raised
suspicions in the minds of  the public. As was observed earlier, Guyana’s
agreements were not published. With the benefit of  hindsight this may
have been an error. The decision could have been taken on a case by case
basis.

The Annual Budget statements have, since 1985, also been a device for
reviewing the financial state of  the country and for making projections. On
some occasions there have also been mid-year reviews. Both these
instruments carry statements on the financial aspects and major issues
concerning privatization. In addition, there is also the traditional tool of  the
Parliamentarians, ‘Question time’.19 The latter has been used on
innumerable occasions to obtain details of  agreements. Statements by
ministers in Parliament or on appropriate occasions have also been used for
this purpose.20

A major problem for the administration in Guyana has been the
government’s relations with the privately-owned press. Naturally, the latter
have their own political agendas. This can be a problem because there is no
separation of  consequence between ownership and editorship. The private
newspapers increasingly took a very simple position on privatization as with
other matters touching on government policy: they either carried unhelpful
and hostile material or nothing at all. Clearly, a good deal of  the criticism
was deserved but by the same token corrections of  misrepresentations
could hardly be secured. If  it is true that there have been some
spectacularly bad cases of  privatization in Guyana, it is also true that they
have been few. By the same token most of  the information published on
those cases has been equally erroneous and has, by and large, focused on
the least important of  the problems. The bad cases, while remaining the
exception, have tended to colour perceptions of  the exercise. There is
surely a lesson to be gleaned here.

Public support

A good deal of  the foregoing is relevant to this section, and the problem of
opinion formation in relation to the ERP is an important one. In Guyana,
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privatization was government-led.21 The government embarked on the
exercise of  privatization with a sceptical and frequently hostile public in tow
(Greenidge 1991). Today a substantial portion of  the public agrees with the
need for privatization. This is true even within the trade union movement.

It has sometimes been argued that the government should seek to gauge
the public mood for privatization at every stage so as to inform their
actions. This is a very questionable approach in politics. A leader’s task is to
lead, not from too far in front but in front all the same. In that context,
therefore, the state of  public opinion is not to be taken as given and
immutable. Mind you, it has to be won at some point!

As a general observation, the post-1990 period of  privatization was
characterized by a complete failure on the public relations front although
the programme eventually took off  quite remarkably. The government
failed to utilize fully the limited skills available on the Development Support
Communications front. Ironically, neither the ERP nor the privatization
programme were, therefore, forcefully sold when they eventually started to
work.

To lead from the front requires effective persuasion. In the absence of
this, serious problems may be encountered. The point was tellingly put in
the Public Utilities Commission (PUC) report which observed that,
 

Nothing was done to sensitize the public to the role of  an
independent regulatory utility operating as a private monopoly. The
result was an environment of  public opinion not much supportive of
the work of  the PUC. To some extent this still exists.

(PUC 1992:1)
 
The consequence was that
 

many members of  the public saw the PUC as just another
government agency, the establishment of  which was an indication of
the government’s reluctance to relinquish control of  the telephone
company. They saw in private ownership a unique opportunity for
significant improvements after years of  frustration with the
inadequate service provided by GT&T [sic]. The speed with which the
Company was able to install the new digital switch for its international
service by an increase in the number of  international circuits, helped
to reinforce the criticisms of  the regulatory process.

(PUC 1993:9)22

Parallel requisites

The issues that might be considered as necessary and even sufficient for the
success of  privatization vary with the time and project. In Guyana’s case



PRIVATIZATION IN GUYANA

131

one of  the most important contextual factors was the state of  the
economy.

Until the liberalization programme corrected the domestic and external
disequilibria there was a distinct lack of  enthusiasm on the part of  the
target investors. It has been suggested that the non-response may have
been attributable to the poor preparation of  the PE profiles. Whilst there
can be no doubt that the lack of  marketing skills was a contributory factor,
this was not the most important one. An examination of  the
macroeconomic background would suggest that with the failure of  the
Support Group to make available adequate balance of  payments support to
defend the exchange rate after the industrial disruptions in mid-1990,
massive equilibrating adjustment in domestic prices and an unsettled
foreign exchange regime, privatization was not the only policy on the rocks
(Greenidge 1990). Private investment in general was also floundering, as
was the ERP.

The removal of  foreign exchange restrictions, that enabled the
purchase of  foreign exchange for the acquisition of  imported inputs, was
a notable factor. In this regard, reference should also be made to the
investment code and the ERP itself  which laid the foundation for the
remarkable economic performance of  Guyana in 1991 and 1992. The
more buoyant economic conditions facilitated investment in general after
the liberalization.

Factors that may hinder privatization include the unavailability of  skills
and the lack of  a Stock Exchange or capital market. The small over-the-
counter market in shares had appeared to be saturated by recent large
issues, but the issues associated with the privatization of  the banks were
oversubscribed (Greenidge 1992b).

MONOPOLY REGULATION

Agencies of  regulation

There is in the paradigm of  Caribbean economics a history of
preoccupation with monopolization. The theory of  the plantation economy
devotes a great deal of  attention to this issue. In Guyana there is a tendency
for the economy to be easily monopolized because of  its small size. Public
policy reflects that preoccupation.

Several agencies are involved in the regulation of  Guyana’s monopoly-
type enterprises. These are the Public Utilities Commission, the Bank of
Guyana/MOF/COFA Secretariat and the Ministry of  Trade (MOT)/
Central Transport Planning Unit (CTPU). The most important of  these,
for the purposes of  our discussion, is the PUC which has a remit covering
the two major utilities, electricity and telecommunication. Outside of  this
traditional monopoly regulation agency others exist to handle monopolistic-
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type markets in sugar, rice and the banking sector. Table 6.3 sets out the
agencies mentioned and their areas of  responsibility.

Regulation: extent, nature and rationale

In Guyana, both the electricity and telecommunications entities are
monopolies. The telecommunications company, unlike the electricity
enterprise, has been privatized. They are both regulated by the PUC. The
PUC, in its report, cites the following justifications for regulation (PUC
1992):
 
(a) the non-marketization of  the sectors and the existence of  an effective

monopoly;
(b) the protection of the consumer and the public interest in the face of

extensive monopoly power; and
(c) threats to the public interest.
 
In the other industries the rationale for regulation includes one or more of
the following reasons:
 
(a) Monopsony, under which a single buyer faces several relatively

disorganized sellers—the absence of  what Galbraith called counter-vailing
power. Rice-milling has these monopsonistic features. There is a tendency
to spatial monopoly vis-à-vis paddy farmers. This is compounded by the
practice whereby landowners, money-lenders, equipment hirers and mill-
owners are combined in one person. The market power arising from these
combinations is linked to a story of  dispossession of  small farmers in
general via techniques such as the manipulation of  grades and low prices
as well as expropriation via credit and machinery hire.

(b) Collusive pricing by suppliers and socially-undesirable ‘conditions of  sale’.
The urban road transport sector which, until recently, was served by the
state-owned transport corporation, GTSL, falls under this rubric. The
sector is regulated as a result of  price discrimination between markets

Table 6.3 Regulative agencies and their sectors

Note: * Ministry of  Finance/Bank of  Guyana.
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by time of  day, area and ethnicity. Price discrimination per se need not
pose a problem. However, the practice of  creating acute excess demand
by parking at critical hours, and other socially objectionable behaviour
can give rise to incidents of  public disorder.

(c) Control of  economic rents such as those arising from the existence of
preferential markets for sugar and rice exported to the European
Community (EC) and the Caribbean Common Market (CARICOM). Rice
and sugar are exported to government-negotiated preferential markets
in the EC and the Caribbean. In the case of  the EC, the preferences are
part of  the aid package to the country. These preferences have been
associated with a general, though spasmodically enforced, wish to facilitate
diversification out of  cane sugar exports. Since those markets attract
premium prices, the industries have been closely regulated to ensure that
the premium is shared.

(d) Economic rent associated with the exploitation of  a wasting resource
such as bauxite or renewable (but not actually renewed) resources such
as forestry.

(e) Enforcement of  quality standards to protect markets. Unregulated
competition in the 1920s and the 1940s gave rise to calls even within the
rice industry for regulations to protect the ‘good name’ of  Guyana’s rice
in overseas markets. Since then, quality control has been enforced at both
the domestic and international levels.

(f) Monopoly arising from administrative and regulative restrictions such as
those that proscribe the importation of  rice or sugar.

(g) Food security has been a feature of  public policy either implicitly or
explicitly for quite some time now. For this reason the sale of  rice in the
domestic and external markets has been the subject of  regulation.

 
Some entities enjoy more than one of  the above characteristics. The sugar
company enjoys a monopoly as a buyer of  sugar labour to some extent; it is
responsible for 84 per cent of  Guyana’s sugar production and is the sole
exporter to a preferential market and also the sole importer of  the commodity.
In the latter role and as the sole miller, its control over the share of  the
preferential price going to the 16 per cent of  independent farmers, to labour
and the fiscal purse is critical. A Court decision has determined that the labour
force should be assigned a certain proportion of  pre-tax profits as profit
share.

Various devices are employed to regulate these markets.
The utilities are the most comprehensively regulated of  these markets. In

addition to price controls there are quality controls as well as regulations
pertaining to investment and the choice of  technologies.

In being subject to price controls, they share a common characteristic
with some of  the other markets. The object of  price control is to protect
consumers from the exercise of  monopoly power. It has been a very
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popular instrument in Guyana and at one point over 26 per cent of  the
items on the Consumer Price Index were subject to this measure
(Greenidge 1982). Currently it applies to the domestic market only and
affects rice, sugar and taxis/minibuses.

Historically, it is based on a negotiated cost-plus formula. That employed
by the telecommunications is the most sophisticated in that the PUC is
obliged to use a rate-of-return criteria. There has been a preoccupation with
price stability, and in a situation of  macroeconomic imbalance the
effectiveness of  price controls has been perverse. In the case of  sugar
where there is really a single producer, the effect of  price controls has been
to subsidize the domestic consumer at the cost of  the company (Greenidge
1982). When this coincided with the shortage of  foreign exchange, it gave
rise to extensive smuggling of  sugar out of  the country. This still occurs to
a limited extent today. Domestic rice prices are no longer controlled, but
the contract price of  rice for export is vetted and subject to approval by the
Guyana Rice Export Board (GREB). The intention here is to ensure that
the prices conform to those required by the EC. Although there is no
obligation to remit foreign sales proceeds, millers have indulged in the
practice of  under-invoicing. Their reluctance is attributable to attempted tax
evasion.

Rice and sugar exports, together with timber and bauxite extraction and
exports, attract fiscal imports. For rice and sugar, the government imposes
a levy on exports to the main preferential market. The base of  both the
levies is the difference between the preferential price and the ‘world market’
price. In the case of  sugar it is 70 per cent and in the case of  rice it is 15
per cent. This levy involves no appreciable distortion as long as the
agencies, the MOF and the GREB, ensure that there is a positive
differential between the two prices and that millers would not find it more
lucrative to sell to another market with an intermediate price.

In the domestic forestry sector there has been dogged resistance to
paying the levy. The poor administrative arrangements occasioned in part
by the fiscal crisis, have rendered the exercise largely ineffectual. It is
doubtful whether the two privatized firms which entered the sector with
this situation in existence have paid the levy to the extent anticipated.

The requirement to satisfy the domestic market for both rice and sugar
is met by regulations. In return the industries are provided with what
amounts to prohibition on imports.

Although the sugar producer has a monopoly, it has never proved
necessary to institute grading standards simply because it is also the end
user (processor). In rice, however, there is a government-owned authority,
the National Paddy and Rice Grading Centre (NPRGC), which sets and
enforces standards. The Inter-American Development Bank (IADB), which
is financing a sector rehabilitation programme, is apparently very keen to
reconstitute the NPRGC as a privately-run enterprise.
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No remedy has been instituted to deal with the problem of  geographical
monopolies under private ownership. The only existing protection is,
effectively, the grading authority.

In addition to the forty-year monopoly in the provision of
telecommunications service, the agreement grants the GT&T the exclusive
right to supply consumer premises equipment for ten years with the option
of  extending the period for another ten years. The PUC Act did not
envisage this, and there is no provision for regulating the pricing
arrangements in this context of  monopoly.

Regulation of  privatized and public enterprises

Intuitively, there would appear to be a case for a standard regime for all
enterprises. However, the historical antecedents have to be taken into
account. PEs were charged specifically with taking the public interest into
account (see Table 6.4). The ministerial regime tested many of  the decisions
against the perceived public interest. Thus proposed price increases for
electricity and telecom were first prepared for consideration by the Ministry
of  Public Utilities; they would then be vetted by the State Planning
Secretariat which could reformulate them. Then the MOF had to say
whether it had any objection of  either a general economic nature, from an
equity fiscal or monetary angle, or whether there were problems in relation
to international borrowing obligations. Additionally, there was provision for
consumer interests to be taken into account by way of  early notification,
consultations, representation on the boards of  directors, or consumer
councils and the Office of  the Ombudsman. Since it is not necessary to
invoke the law in order to secure compliance with a directive from the
ministry, devising and establishing a regulative net was not a priority prior
to the privatization effort. Failure to respond almost invariably is the result

Table 6.4 Regulative agencies and the type of  activities regulated
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of  financial constraints or perhaps incompetence. Where resistance may
have been motivated by a political or administrative challenge, it could be
met by political means.

The dangers of  placing public and private sector monopolies within the
same framework were revealed when there was a challenge before the PUC
of  a proposed increase in the electric utility’s tariffs. The increase had been
the subject of  an agreement between the government and the ID which
was financing the rehabilitation of  the industry. Without that assistance
electricity generation would have ground to a halt instantly, such was the
liquidity constraint. The matter was resolved by amending the legislation to
remove the utility’s rates from the PUC’s purview.23 Apart from the
administrative confusion which this demonstrates, it also shows that the
two entities are different in a fundamental respect: if  the government has to
borrow on behalf  of  an enterprise in order to maintain a crucial service the
entity cannot be free to take directions from a third party.

It is easy to underestimate the very onerous administrative requirements
of  regulative regimes. Some critics are already suggesting that the UK may
be confronted with far greater government involvement than initially
envisaged (Velanovski 1991). Furthermore, the withdrawal of  the
government from productive activities may leave governments with a more
limited range of  instruments with which to address distribution goals.
Although theoretically there are more effective ways of  attaining the latter,
the quality of  economic management and the macroeconomic levers really
do not permit the realization of  what is theoretically possible. The political
consequences of  this apparent impotence may be harsh.

Problems of  regulation

Innumerable problems have arisen in the course of  the regulation of
Guyana’s enterprises. Some of  those arising from the attempt to regulate the
telecommunications utility have been alluded to in a general study of  the
problems of  privatization (Greenidge 1991; 1992b). The PUC of  Guyana has
started to disseminate some of  the documentation it has prepared in the
course of  its work and the latter are both instructive and alarming (PUC
1991; 1992). It is apparent that where the existing framework is weak or non-
existent, there will be very serious and adverse consequences flowing from
the privatization of  monopolies. The consequences may be adverse enough
to put in question the wisdom of the decision.

Because of  the background of  the liberalization of  the economy, the
Government of  Guyana backed away from extensive new regulations. No
attempt was made to revisit the sectors to be privatized with a view to
completely supplanting the existing pruned regulations. This has meant that
in some instances important areas may have been either omitted or
inadequately handled.
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In other areas the government may well have seriously underestimated
the technical and administrative skills required of  the PUC. For these
reasons the resources provided to the Commission have been minimal.
Indeed, they have been so limited that the Commission consists of  little
more than a full-time chairman with nominal secretarial support.
Fortuitously, the integrity and capacity of  the chairman are beyond
reproach. Unfortunately those qualities are not found in abundance in
Guyana. The Commission’s reports point to the constraints of  inadequate
administrative and technical support and the potential of  a Commission
which is composed mostly of  businessmen with low and variable time
inputs. It also points to the consequences of  establishing the Commission
three months after the transfer of  ownership.

Financing, which is supposed to come from the regulated entities, has
been the subject of  delays, mischievous disclosures and distasteful public
challenges. Obviously the capacity of  the Commission can be compromised
by such action.

Mention has already been made of  the problem of  overlapping
responsibilities. Three agencies share responsibility for the regulation of  the
utilities and, in the words of  the PUC report (PUC 1992): ‘this duplication of
functions threatens the effectiveness of  the regulatory system and should be
removed as soon as possible’ (p. 1). It goes on to add that ‘Fortunately, conflicts
have been avoided by the failure of  the responsible Ministry to attract a suitable
person for the post of  Director of  Communications’ (p. 14).24

It is instructive to examine the most recent report of  the Commission.
In the latter’s view, for the Commission to properly discharge its mandate,
the following areas should be monitored and assessed:
 
• ensure that arm’s length transactions are maintained by the company with

its parent, the Atlantic Tele-Network (ATN) and other affiliates;
• establish the value of  investment undertaken in order to ascertain whether

the company has achieved the guaranteed 15 per cent after tax return on
capital invested;

• vet financial policies including borrowing to ensure that the tariffs are
fair; and

• monitor the quality of  service.
 
For reasons to do with staffing and the non-submission of  information, none
of  the areas have been fully investigated by the PUC.25 In relation to the
only area in which the PUC has been able to examine closely it found that
the extent of  inter-company transactions ‘make nonsense of  the regulatory
process’. Some of  the examples giving rise to this conclusion have been cited
elsewhere as well as in the report (Greenidge 1992a).

On the basis of  publicly-available information and the company’s
prospectuses, the Commission highlighted the dangers it perceived in
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relation to the company’s borrowing policy. The report, referring to a
recent share issue by ATN, the parent company of  the privatized entity
GT&T, outlined the use of  the proceeds as follows:
 

of  the net amount of  US $81.5m generated by the offer, US $47m
was used to reduce the debts of  ATN, US $18.8m was given to the
subsidiaries (excluding GT&T) as working capital, and US $15.6m was
placed in ATN’s Bank Investment Account. Of  the five subsidiaries
of  ATN, only GT&T and Vitelco contribute in a signficant way to
ATN’s income. With regard to Vitelco, however, dividend
distributions have been severely limited by ATN’s creditors, in order
to secure the repayment of  debts, and by the Virgin Islands PSC so as
to increase the equity ratio or reduce the indebtedness of the
telephone company. This leaves GT&T as the more significant
contributor to ATN’s earnings.

(PUC 1993:26)
 
The Commission has had of  necessity to be reactive rather than proactive
with regard to activities of  the utility. In the most recent cycle, public
complaints alerted the Commission to a pornographic phone service allegedly
being operated from the company’s offices. The case has not yet been fully
explored. Notwithstanding the public outcry, the so-called sex line continued
to operate (Stabroek News 1992; Guyana Times 1992; Catholic Standard 1992).

With the privatization of  a range of  other technical and complex
enterprises such as bauxite and eventually electricity, the demands on the
skill base of  the administration will become more acute. The technical
advances in recent years made in the field of  public finance and the theory
of  regulation have been deceptive in that they offer technical solutions to
problems which appeared to be responsive only to blanket, non-market
instruments. They suggest that effective sub-markets can be created from
apparently monopolistic situations. The functioning of  the sub-markets
requires very many institutional props, a high level of  consumer
sophistication, political understanding and the active co-operation of  the
enterprises.

Obviously some of  the enterprises operating in Guyana are not prepared
to have the system regulate them under any circumstances. Some of  the
actions reported by the PUC would normally attract prosecution. Neither
the PUC nor the Attorney-General’s Chambers have the resources to
pursue these steps as would have occurred in the US. Given the resources
available to the regulators, and the confrontational approach by enterprises,
it is likely that the process will be brought to a halt eventually. The impasse
cannot be resolved by the Courts because they are chronically
overburdened. In the interim, the damage being done to the image of
Guyana as a recipient of  investment is incalculable. At the end of  the day
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the government may find itself  as a shareholder in an entity which,
although having repaid its investors handsomely in a very short period of
time, is severely overburdened with debt. The options available to the state
with regard to damage limitation may not be politically palatable.

Indeed, it may not even be politically feasible given two factors. First,
there is a very close relationship between some of  these companies and
organs of  their governments. The involvement of  investment insurance
agencies such as the Overseas Private Insurance Corporation (OPIC) adds
a new dimension to regulation in the developing countries. Where such
entities provide loans to the regulated enterprises, conflict of  interest
considerations should guide the zeal with which they use their not
inconsiderable clout and drag their governments ostensibly in pursuit of
fair treatment for the investor. Of  course ethical codes of  practice have no
place in small country/superpower relations.

A second obstacle to balance resolution was dramatically put by the
Commission itself:
 

it is important that officials and other persons representing the public
utilities refrain from any activity that could raise doubts as regards the
Commission’s independence or the objectivity of  its decisions. In this
connection, the utilities should ensure that matters within the decision-
making authority of  the PUC are not the subject of  initiatives that could
even appear to compromise the independence of  the Commission.

(PUC 1992:40)
 
In a very thinly veiled accusation and threat it then proceeds to cite a recent
authority on regulation, ‘if  a lawyer appearing before administrative tribunals
tried to peddle influence, or if  either he or his client attempts to purchase
influence, a branding iron should be applied where it would do the most
good’ (ibid.:41).

CONCLUSIONS

The remarkable economic turnaround achieved by Guyana between 1989
and 1992 was in part the reflection of  the success of  an experiment in
liberalization. For that reason it was difficult for the state to maintain, let
alone try to expand, its role as the regulator of  the economy.

Privatization in that context was one of  a range of  tools employed to
help resuscitate the economy and the objectives of  privatization as such were
fairly limited. As a consequence, the mechanisms for monitoring this process
were of  necessity unobtrusive and multilayered. The agencies charged with
monitoring were closely linked to each other as part of  a network of  economic
management. By and large they appear to have worked well in the sense that
the process was responsive to changing circumstances and that the limited
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objectives were achieved. The exercise may have failed in terms of
transparency but the circumstances were not exactly helpful. In any case the
government was able to carry the public with it.

After privatization the development of  each entity was monitored for a
short while. The responsibility for the exercise eventually devolved on to
the specialist agencies as far as possible. Pulling the details back together for
a holistic picture of  economic impact would have to devolve on to the
economic planning or management agency, now the Ministry of  Finance.
Given the background of  severe fiscal crisis, this approach has been
dictated by opportunity cost considerations. There is a premium on
minimmng costs and restricting the establishment of new institutions to a
minimum. The costs, on the whole, appear manageable.

With the establishment of  the privatized entities, and the recognition of
many options for regulating monopolistic type-markets, an entirely new vista
has opened. In a real sense, the environment in the developing countries may
not be as propitious for regulation as is the case in the west. For Guyana, the
essential concern of  the populace was not so much the failure of  the PEs,
although that was a source of  great dissatisfaction, but the plethora of
regulations and controls over economic activities. The prospects for a
favourable and supportive environment for regulation are therefore not very
bright. Complex or extensive regulation is regarded as re-regulation by the
backdoor. The framework of  regulation has, therefore, to be structured in
such a way as to allay these fears.

In keeping with the government’s sensitivity to this climate there were
somewhat tentative and partial approaches to regulation of  monopolies.
The confrontational approach of  some foreign firms to the regulator is a
reality in Guyana. It would now seem prudent to urgently (and admittedly
belatedly) fashion a minimum framework of  regulative institutions as well
as legal props to nurture the regulator and protect the public from the more
outrageous practices of  these monopolists. Obviously, each country has to
define its own minimum, but in doing so they should not lose track of  the
experiences of  their neighbours.

NOTES

1 The views contained in this paper are those of  the author and should not be taken as
necessarily representing those of  the ACP Group.

2 According to one estimate, the world’s leading privatizers are New Zealand, Mexico and
Argentina with sale proceeds to GDP ratios of  3.6, 1.6, and approximately 1.5 per cent,
respectively (The Economist 1993; see also IBRD 1992b:7). The figure for Guyana is based
on the total proceeds of  privatization (as per contract) of  all the entities including those
partially divested such as SAPIL, GBTI, GFL and DDL which, for reasons best known
to the authors, have been excluded from a recent IBRD report (1993:67). Presumably
this accounts for the discrepancy between their figures and the estimate provided here.
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3 The implications of  short-term assessments, in a situation where the consequences may
be long term, are vividly demonstrated by the case of  the Nippon Telegraph and
Telephone Corporation (NTT) of  Japan. The IBRD in early 1992 was very fulsome in its
praise of  this as an example of  successful privatization. Today some deem it to be one
of  the very glaring failures (International Herald Tribune 1993).

4 These would be the former GUYSTAC Corporations and excluded those such as the
bauxite and sugar companies established under the Companies Act or the financial
institutions, which fell under the aegis of  COFA. For the first set of  corporations, the
PCS constitutes a de facto holding company.

5 The Office of  the President was assisted in this exercise by BIDCO, the bauxite industry
holding company, in the case of  bauxite.

6 In both cases special technical teams were established to undertake the exercise under
the supervision of  the Minister of  Planning.

7 June 1992.
8 Corporate Bodies (Avoidance of  Delay in Divestment of  Assets) Act No. 12 of  1989.
9 In one case the advice was provided by a merchant bank and in the other an

international agency.
10 The behaviour has been termed irresponsible at times. The possible reasons for this

phenomenon, which is not limited to the privatization experience, are touched on by
Lutchman in his study of  the Office of  the Ombudsman (Lutchman 1992).

11 The restructuring included the hiring-in of  a general manager, and accounting skills. For
a summary of  the measures implemented between 1990 and 1992 see IBRD 1993.

12 See IBRD 1993:175–7 for a summary of  the steps taken by way of  the first phase of  the
restructuring of  the Bank. The next phase envisaged divestment of  the entity.

13 Guyana’s peculiarity was attributable to the severity of  the IMF and Paris Club
agreements that defined the extent of  the terms to which it could agree; terms that the
main creditor utterly and contemptuously rejected.

14 The cost of  an inappropriate framework in these circumstances should not be
underestimated. The government was always concerned to avoid the type of  problems
described in a recent newspaper article about Russia (van de Krol 1993).

15 Proceeds of  privatization are usually shown under disposal of  assets in the Estimates. In
the case of  the share issues such as that of  the DDL and NBIC the proceeds were
retained by the entity. The Treasury recouped the proceeds from the GBTI/RB
privatization through the issue of  bonus shares valued at G $181, 482, 183 from retained
earnings and by way of  tax receipts. The combined receipts to the Treasury amounted to
over G $900 m.

16 Reference was made to this case earlier.
17 See, for example, the IBRD Memorandum on Guyana (1992) and the 1993 report on the p

rivate sector.
18 The Minister of  Finance in the case of  banking institutions and the chairman of  the

Rice Group in the case of  the rice entities.
19 The Opposition parties frequently sought and secured information on a variety of  issues

connected to privatization such as the Glass Factory under this facility as well as during
the debate on the Annual Estimates in the Committee of  Supply.

20 The state of  the negotiations on the bauxite industry were publicized via this device.
21 The October 1992 elections resulted in a change of  government and changes in the

configuration of  ministries. None of  the comments in this paper apply to the post-
election government. Since the assumption of  office by the former Opposition party in
October 1992, there have been no further privatizations.

22 The switch had been ordered by the GTC since 12 September 1989, and begun to arrive
prior to the completion of  privatization.
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23 The PUC has complained that this problem was handled less subtly than it was when
Jamaica was faced by the same conundrum.

24 One of  the posts with which there is an extensive duplication of  responsibilities.
25 In order to have an idea of  the extent of  the non-cooperation by the company

involving, in the Commission’s view, infringements of  the law, see PUC 1992.
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MONITORING AND

REGULATORY ASPECTS OF

PRIVATIZATION IN ARGENTINA
 

Alejandro E.Rausch

The background of  the privatization programmes in Argentina is presented
in the first section of  this paper. The second section deals with monitoring,
and the third with regulation. Two informative appendices are included,
giving some details of  the privatization processes and the regulatory
structures.

THE BACKGROUND

Argentina had approximately 300 public financial and non-financial
enterprises in 1982. The overall weight of  the Argentine public enterprise
(PE) sector, before the extended privatization process started in 1989, was
approximately 7 per cent of  the gross domestic product (GDP), an average
of  30 per cent of  the gross fixed investment (GFI), 56 per cent of  the
public sector deficit, 26 per cent of  external debt (US $58.5 billion) and 2.8
per cent of  the total labour force (290,000 employees).

Public enterprises were principally public utilities (energy, transport,
telecommunications and water resources) —90 per cent of  the overall
sector —and industries, dominantly Ministry of  Defence productive
enterprises. The PE employment was concentrated heavily in the railways
(FA) and telecommunications (ENTEL), and postal services (ENCOTEL)
—which contributed about 60 per cent of  sectoral employment.

The political and economic context of  the massive, speedy and
overriding privatization process in Argentina has to be understood at the
outset. Argentina confronted at least two hyperinflationary episodes in mid-
1989 and during early March 1990. These set serious fiscal constraints.

A new government came in. It had a powerful constituency within the
trade unions and workers and won the elections with strong support from a
wide range of  voters along the national and regional, political and economic
spectrum.

Argentine PEs were characterized by a complex institutional and
regulatory network, with multiple and, usually, inconsistent objectives and
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policies. They were subject to political and sectoral vested interests, which
resulted in redundant employment, ‘revenue leakages’, non-transparent
procurement policies, cross-subsidies and inter-agency linkages. Tariff  and
price structures and levels were subject to macroeconomic policies and
were not in line with enterprise costs. Financial and debt policies had little
relation with operations, leading to a heavy debt burden in the sector as a
whole. Corruption, fraud, ‘free riders’, obsolete billing systems, metering
and collection controls severely affected the revenues. The capital base and
technological capacities seriously deteriorated. The goods and services
provided were of  low quality, undependable and insufficient. There were
inefficiencies, mismanagement, growing fiscal deficits and strong popular
discontent. Thus there developed popular support for public enterprise
reform and privatization policies. This situation allowed changing the pace
from the gradual initial approach (1985–9) to the fast-track and wide-
ranging endeavour (from 1989 to date).

A word on the former institutional structures. In 1983 the Ministry of
Public Works and Services (MOSP) was responsible for the main service
PEs, through its four sectoral secretariats, which were directly held
accountable for each area, while the productive enterprises were under the
Ministry of  Defence. In 1985 the Secretariat of  Growth Promotion was
established to increase divestiture options, but due to its negligible effect it
was eliminated in 1988. During that same year, the Secretariat of  Control
of  Public Enterprises (SECONEP) was created to advise the government
on PE policies and control; but this was also dissolved. The Directorate of
Public Enterprises (DEP) was instituted in 1986. Until late 1986 it tried to
promote the institutional reform of  PEs by means of  decentralization,
management contracts, restructuring and privatization. In a later phase it
centralized power and decision-making in DEP and MOSP and appointed
directors and management staff  in PEs, tried to implement deregulation
and demonopolization policies with limited success, and was finally
eliminated in 1989.

The control bodies were the Sindicatura General de Empresas Publicas
(SIGEP) in change of  PEs and the National Accounts Court (Tribunal de
Cuentas) for the Central Government (APN). SIGEP analyses legal,
accounting and management (operative) procedures by participating in PE’s
board meetings. Most audits were ex post and formal, given the lack of  clear
ex ante management objectives and policies for most PEs.

The first privatization stage, which started in 1985, included public
enterprises that had been rescued from bankruptcy, others in which the
state had a minority stake and some others which were fully state-owned
(Aerolineas Argentionas and ENTEL). However, the latter were not
approved by Congress. The policy, although fiscally driven, was also
concerned with the productive and economic efficiency of  PEs, but lacked
a consistent policy and backing.
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The new administration, which took office in July 1989, emphasized the
need to advance state reform by presenting an ambitious legislative package
to Congress for its enactment and implementation. The overriding social
and political impacts that the recent hyperinflationary process had, and its
diverse political base and constituency, gave the government the support it
needed to launch this policy.

To date, approximately 36 national (tradable goods and services and
non-tradable) enterprises have been privatized through a break-up into
many independent business units, raising total sale proceeds of  US $12.3
billions, of  which approximately US $8.7 billions were in cash and US $12.8
billions in debt papers, with liabilities assumed by licensees for US $1.9
billions. Between 1990 and 1991 the personnel reduction (due to
retirement, anticipated voluntary retirement and transfer to concessionaires)
was by 180,000 employees.

The stabilization and reform plan of  Argentina set privatization as the
corner-stone, to obtain the necessary fiscal revenues and political backing.
Its overall dimension, diversity, complexity and time constraints required
appropriate co-ordination, coherence and sequencing to allow the
attainment of  the different objectives and goals.

MONITORING

The policy statement on privatization declared that ‘All that the private
sector, provinces and municipalities can undertake by themselves will not
be done by the National State’ (Presidential Message to Congress, July
1989). The State Reform Law 23.696, enacted in August 1989, set the rules
and procedures for privatization and declared that the Administrative
Agency of  Public Services and the State would authorize the appointment,
by ministers and sectoral secretaries, of  interventors in PEs for a limited
period (180 days), although with renewable prospect, and determine their
functions and responsibilities. The execution of  the programme is
supported by sectoral ministries and audited by the regular oversight
agencies in their areas of  competence (Tribunal de Cuentas for the non-
productive public sector—(APN) and SIGEP for PEs), which would
preserve external supervision of  the process. A Congressional committee
formed by six senators and six representatives would co-ordinate internally
with sector commissions and with the National Executive Branch (PEN).
In cases where provincial jurisdictions are involved, their consent would be
required.

For divestiture and participation of  private capital, PEs have to be
declared as ‘subject to privatization’ (total or partial), except for minority
stakes, which are governed by their own statutory provisions. The inclusion
of  any enterprise, other than those listed in the appendix of  this law, has to
be dictated by PEN with approval of  Congress (HCN). Appraisals by
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national, provincial or municipal public agencies were required.
International and national entities and professional appraisers may be
contracted when the valuation by the public sector is not feasible.

Alternative preparatory conditions included transfer of  rights,
statutory reforms based on competition, privileges, market conditions and
necessary regulations: dissolution and liquidation of  entities; asset sales;
award concessions, licences and permits; transfer tax exemptions;
deferring payment of  credits: capitalizing credits, assumption of  total or
partial liabilities and other legal procedures necessary for divestiture.
Preferences were given to partial owners, employees (Program for
Participated Property-ppps or ESOPs), users and consumers, or
producers of  inputs (co-operatives). The main modalities, based on
market structures, and the state’s stake were: asset sale, share offerings,
lease and management contract with or without purchase options,
concession and licence. The selection procedures included public bidding,
public contests and auctions, with or without baseline prices; share
offerings in different markets and direct contracts. These entailed
statutory, legal and institutional reforms of  PEs which could be
restructured, broken up or merged to facilitate divestiture.

Debt-equity swaps could be used for partial payment to reduce the
debt load and also provide external backing. There were also provisions
which referred to protection of  employment conditions and social
security to mitigate negative social impacts. The policies towards labour
were broad and represented general intentions which served to reduce
employee opposition, but lacked patterns to be adopted within the
process. The state favoured the assumption of  PE’s total liabilities so as
to accelerate the privatization process, although some could be
transferred to the licensees.

The main stated objective was to start an overall divestiture process
which would increase fiscal revenues to service debt, contribute to
stabilization and improve the quality and coverage of  public services. This
was backed by a World Bank sectoral Public Enterprise Reform Adjustment
Loan and a technical assistance PE Reform Execution Loan. These
provided the necessary funding for both sectoral adjustments (layoffs, early
retirements and others) and tailor-made privatization plans.

The ‘sell first’, comprehensive and massive privatization strategy was
launched because of  the acute economic, financial and political constraints
that Argentina faced. These did not permit protracted PE restructuring
processes, which demanded consistent and substantive political, operative
and investment capacities. This approach required, instead, strong political
commitment, centralization, co-ordination, monitoring and control without
affecting transparency, accountability and competition.

Immediately Decree 1105/89 set the rules related to the aforementioned
law. During that same year various sectoral decrees were enacted to provide
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the basis for railway concessions, deregulation and demonopolization of
telecommunication services and deregulation of  the oil sector. The
Directorate for Public Enterprises (DEP) was dissolved and its monitoring
capacity was transferred to the Ministry of  Public Works and Services
(MOSP) which created an Executive Reform Committee responsible for
the process at this initial stage. As the reform progressed Decree 2074/90
added ports, water and sewerage, gas, shipping, electricity, coal production
and postal and telegraph services to the original list of  sectors and firms.

Information systems

After years of  trying to establish appropriate, reliable, consistent and timely
information systems on PEs, a Technical Operative Group (GTO) was set
up in the DEP (1987), which carried information on all relevant PEs
(service and productive) on labour contracts, employment, productivity and
personnel management, financial and fiscal matters, prices and tariffs, cost
structures, some performance indicators and procurement. This unit was
able to succeed in its job because it had acquired expertise in the PE’s
budget monitoring process in the Under-Secretariat of  Budgeting within
the Secretariat of  Finance and started with a tailor-made financial
information system implemented at the enterprise level. On transfer to the
MOSP, it was used to monitor key macroeconomic, labour and
microeconomic issues related to the privatization objectives and sectoral
process, including direct control of  PE’s cash flows since 1990. It was
subsequently transferred to the Under-Secretariat of  Privatization and
finally to the Secretariat of  Finance, where it was charged with financial
monitoring and following the state’s residual stake and liabilities in divested
enterprises. SIGEP, the PE’s audit body, also carried and published
economic, financial and performance indicators from the MOSP’s
enterprises. This was interrupted in 1991 and the audit function and reports
are still sustained by its successor SIGEN.

The second privatization stage had two phases. The first one, amidst
different stabilization packages, policy gyrations and shifts—six successive
adjustments between July 1989 and February 1991—led to accusations of
lack of  transparency of  the divestitures then conducted by the Ministry of
Public Works and Services (MOSP), during which control shares of
Argentine Airlines and ENTEL (telecommunications) were sold, and minor
stakes in petrochemical firms, television stations and highway concessions
were awarded. The present phase began in 1991 amidst a successful
stabilized plan (convertibility) and was managed by the Ministry of
Economy and Public Works and Services (MEOSP), which shared the
responsibility for the enterprises belonging to the Ministry of  Defence.

All this was part of  a learning process for both the public and private
sectors. ‘Untidiness’ and lack of  transparency and of  accountability
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characterized the first phase, with reversal risks in Aerolineas Argentinas
and consumer discontent, resistance and protests in the case of ENTEL
and the trunk-highway network tolls. Since the second phase had divestiture
as germane to its stabilization and reform programme, it improved the
procedures and used the available monitoring capacity as the stepping-stone
for its success.

During the second phase, Decree 240/91 set the time-frames, sequence
and conditions for the privatization process, to be terminated by the end of
1992. It set the deadlines for drafting legislation; transfer of  services;
bidding, tenders, concession conditions and restructuring plans and
programmes. It established the basis for co-ordination and agreement with
provinces in areas of  shared competence related to privatizations and
concessions. It required the submission to the PEN, of  project with the
regulatory framework and service standards, inspection and control,
consumer protection and safeguards for state assets corresponding to
public services included in concessions, privatizations and decentralizations.
External debt reconversion and capitalization could be requested by the
enforcing authority and approved by PEN, subsequent to the favourable
opinion of  the MEOSP. The discount rate of  debt papers was set by the
MEOSP and their review was shared by the Secretariat of  Finance with the
Central Bank (BCRA).

The MEOSP had a policy-making role and would receive monthly
reports from the implementation units towards the fulfilment of  the
proposed schedules highlighting any particular issue. The Under-Secretariat
of  Privatization became, from there on, the so-called Enforcing Entity,
administering and monitoring all steps and procedures, while the Minister
of  Economy and Public Works and Services (MEOSP) became the
Enforcing Authority with power to contract legal, accounting and economic
consultants, both domestic and international, to issue the calls for tenders,
to approve all regulations and general and specific bidding terms and
conditions, to issue all administrative acts, and to carry all necessary steps
for the fulfilment of  the Decree.

Resolution MEOSP 4178/91 placed the rules and procedures for the
presentation of  progress reports, and for monitoring and control of  the
privatization process, to be enforced by the Ministry and co-ordinated by
the PEN with the Congressional Committee. The appendix detailed 37
administrative Acts, which start with the declaration of  ‘subject to
privatization’, institute a particular Privatization Commission and govern
the selection and contracting of  technical, financial and legal consulting
firms with or without external control, approval of  the regulatory
framework, restructuring, appraisal procedure, sale conditions,
prequalification and award Commissions, bidding process, consultations,
appointment and establishment of  the Directorates of  regulatory bodies,
performance guarantees, signature of  contract and transfer. For each step
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there are specific mechanisms which are predetermined. The centralized
decision-making and decentralized implementation have helped in keeping a
strong rhythm in compliance with the set schedule.

However, a general overview of  each particular divestiture strategy and
outcome shows very different patterns, which can only be explained by
the particular sectoral circumstances in which it was designed and
implemented. Each sector faced different technical, investment, service
expertise and labour conditions and consumer demands. This quite
obvious fact is often disregarded when analysing the privatization process.

Thinned public sector capacities, bureaucratic and other factors placed a
heavy burden on most privatization units, which were intensively supported
by external consultants and had appropriate incentive schemes to comply
with the privatization strategy. These groups have generally participated in
all phases of  the process, beginning with the intervention of  management
setting the particular privatization strategy following the divestiture
procedure and in many cases, designing and leading the regulatory body.
These very compact ad hoc units usually effectively conducted the whole
process in a timely manner. However, transparency and accountability are
questions to be analysed on a case-by-case basis, since some were better
performers than others.

The above-mentioned Technical Operative Group (GTO) collected
different data which were processed in order to provide diverse short- and
medium-term indicators. It was able to obtain information because it
provided PEs with systems and models which facilitated their work in
processing the crude data with a view to obtaining the key indicators
requested by the policy-making authority. The information system that was
built up had a data base which was constantly updated. This unit could have
been valuable but for the fact that it only assumed a monitoring role and
had no analytical and assessment role. During the second phase, the World
Bank and IMF started using this information for monitoring purposes and
soon the authorities realized that they had useful information for
macroeconomic and external impact analyses and other aspects related to
short- and medium-term programming. This gave strong backing to this
task force, which made for its wider coverage and timeliness of
information.

Investment and maintenance

Since the debt crisis started in the early 1980s, Argentina’s investment
capacity was reduced to a level that did not even allow the maintenance of
its capital stock, both public and private. Investment dropped from 20 per
cent of  GDP (average) during the 1970s to 10 per cent in the 1980s. This
circumstance led to a further short-sighted view of  not even investing in
maintenance and improving the productivity of  current operations, by
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instituting overall cuts in current expenditures. Although this was the
turning-point which made privatization the only possible way out, it also
weakened the investment programming and planning process. Most sectoral
secretariats have virtually disappeared with all efforts concentrated in
divestitures. This can jeopardize future international, regional, and sectoral
co-ordination, investment planning and policy supervision, other than that
entrusted to the regulatory agencies.

Macroeconomic aspects

The so-called Technical Operative Group, which was finally set up within the
Secretariat of  Finance, conducted the financial, fiscal, price and tariff
monitoring of  all PEs during the whole process. This task was useful to
determine the cash and debt paper requirements overall and sectorwise, and
to construct different scenarios, including the possible inflationary impact of
changes in tariff  structures and levels during the stabilization and
deregulation process, short- and medium-term impact of  tax cuts and new
tariff  structures and levels, and the external balance and debt impact of
different privatization strategies. During this phase Argentina got an
Extended Fund Facility and later started negotiations to be eligible for the
Brady Plan, carefully monitored by the IMF, World Bank and Commercial
Banks. Thus, waivers and other conditions had to be met before privatization
of  PEs which accounted for about 26 per cent of  the external debt.

The strict and widespread current and capital financial constraints, set by
the Secretariat of  Finance, caused deviations which led to an increase of
liabilities which some enterprises had when privatized or during the
settlement process. This could have been avoided with a more flexible and
piecemeal approach towards the control of  revenues and expenditures.

The aforementioned information was mainly used by the Secretariat of
Finance, but could have been of  a more extended use to the Under-
Secretariat of  Privatization, the ad hoc Privatization Commissions and other
sectors.

Employment

Labour contracts, employment personnel structures, social benefits and
labour productivity were also analysed and updated to follow compliance of
committed goals and specific sector strategies. This information was
paramount to support negotiations with trade unions and for designing the
divestiture conditions. It also helped in devising labour training and
placement programmes. However, ex post the quality of  the information
proved to be unreliable; for instance, in one privatized enterprise alone
there were close to 900 ghost workers out of  a total estimated work-force
of 23,000.
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Privatization process

The privatization commissions have contracted extensive legal, technical,
financial and economic consultant capacities. These were used to prepare
specific privatization strategies and policies including the institutional
legal and statutory changes, employment and investment conditions,
appraisals of  enterprises or business units, bidding, award, contract and
transfer conditions, design of  regulatory frameworks and other necessary
steps. There have been problems as regards personnel, inventories, assets,
billing infrastructure and information updating, which have consequences
on the bidding and transfer procedures and in defining limits of business
units, conditions and residual revenues. The Employee Property Shared
Programmes have not been implemented to date, mostly because they
were used as sweeteners to avoid trade union opposition, and had not
solved the equity and other implementation problems. In many cases
trade unions seriously affected the operations and controlled the
information flow.

Capital market

During this second phase the local and international stock markets have
played a significant role, especially for institutional investors. Because of
this, the government strengthened the Comisión National de Valores
(CNV-Security Exchange Commission) which has worked with investment
bankers, brokers and other sectors, to establish the conditions for large
share offerings and to design other financial instruments for raising capital
for private and privatized firms. Because of  the successful stabilization and
reform policies, amidst the depressed international financial markets, the
local stock market had a dramatic growth, becoming one of  the Latin
American emerging stock markets. However, it is still an unstable market
and last year’s drop has had a negative effect on small private shareholders,
while attracting mainly experienced institutional investors. The government
is trying to institute a loyalty bonus and other means to promote savings
and widespread ownership.

In the future, monitoring of  privatizations will relate to the control of
the state’s residual stake, since after the sale of  control packages the state
still has important participation in many enterprises between 49 per cent
and 10 per cent, if  one also considers the Employee Share Ownership
Plans (ESOP). There is also the need for control of  the transfer process
until all assets and liabilities are totally settled. Here again, there is plenty of
room for improvements during the preparatory phase in order to simplify
this activity. The present experience with transfer of  liabilities, retroactive
billing, and so on, has been quite complicated. Improved reviews and
drafting specific contract conditions can avoid a lot of  future adjustments.
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The ESOPs have not been implemented to date and seem to entail
serious equity and fairness concerns. Although it was a useful sweetener, it
could also serve its proposed objective of  worker participation in this
process. This is still pending and will, most likely, involve a protracted
period before it is sorted out.

The other oversight structures such as Congress, which had a Bi-
Chamber Committee for Supervision of  Privatizations, and SIGEP (now
SIGEN), the central government’s audit agency, have played a limited role,
in terms of  control and supervision of  this process. In Congress there have
mainly been political disputes with an insufficient substantive review of  the
process. SIGEP has a weakened role, although it continued presenting
reports to the President during its different stages.

REGULATION

Regulation, in its widest conception, implies state intervention in the
economic decisions of  enterprises. The objective of  economic regulation is
the promotion of  competition and the control of  natural monopoly, both
to serve the purpose of  greater economic efficiency. The first objective is
met by fair trading laws (for example, in the UK) and anti-trust laws (for
example, in the US). In potentially competitive sectors this can be reached
by pro-competitive practices provided by general regulators in the central
government or through the judicial function towards markets. This type of
regulation is the one needed for large industries where monopolistic
practices are due to sunken costs, for example, airlines and steel. Where
there is natural monopoly, with its potential for anti-competitive behaviour,
there is a need for specialist regulators. Social regulation focuses mainly on
the promotion of  social objectives like safety and environmental protection,
enhancement of  consumer satisfaction, redistribution of  income, universal
and nondiscriminatory provision of  services and uniform charge (Foster
1992).

The American regulation is based on the objective of  achieving fair rates
of  return (ROR), while the British regulation has preferred the price
control (RPI-x) method (Beesley 1986; Veljanovski 1991), because it
supposedly does not provide the management distortion incentives which
the first one does. However, both require negotiations between the
regulator and the regulated to create sufficient pressure to increase
organizational (productive) and allocative efficiency. It is considered that the
British system tends to avoid protracted legalistic processes and appeals to
court.

The privatization strategy that Argentina implemented sets a serious
regulatory challenge for the new entities. For in order to increase
revenues, attract local and international investors and advance
privatization at a fast pace, competition was temporarily curbed and
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concentration has developed. The contract conditions will soon have to
be reviewed. Regardless of  this, experienced investors have probably
discounted incremental regulation if  they pursue long-term strategies. It
may be useful to differentiate investor strategies by sector (industry,
service and financial) and by origin of  capital, in order to understand
their implications fully.

Because of  the protracted adjustment process which started in the mid-
1980s, the central government found itself  left without capacity and
resources to manage a substantial restructuring process. This would have
permitted it to establish adequate conditions to manage public services
through general anti-monopoly, consumer protection and sectoral
legislation, and to avoid concentration, collusion and predatory practices.
The civil society does not have the necessary strength, capacity or tradition
to impose social control on public services, which developed (Anglo-Saxon)
societies have.

Approximately 10 regulatory agencies have been established or are on
the waiting list. All privatizations were effected with regulatory capacity
lagging behind, and with no previous expertise. Most enterprises were
transferred before the agencies even operated. The legal instruments used
to establish the regulatory agencies have been of  a different hierarchy, some
were laws and others were decrees. This also implies different conditions
and possibilities of  adjustment and repeal.

They lack political independence, and selection criteria in particular.
Most of  the regulatory bodies are composed of  persons who have either
left the sectoral secretariats or migrated directly from the transferred
enterprises. That affects their situation, vis-à-vis the private sector. Within a
political system subject to constant shifts and changes, there is no guarantee
that these boards, whose power derives from temporary political backing,
will be able to withstand turbulence and pressure once its support
disappears or is weakened. This is without taking into account the other
major risk of  capture, at lower management levels, by the highly
concentrated regulated industries.

Resources and institutional structures have not been in place and are
subject to cumbersome bureaucratic procedures. To date, the CNT
(Telecommunications National Commission) still has not approved its final
structure, has a provisional interventor and lacks funding to perform its
duties. This Commission controls a sector where, since divestiture, the
concessionaires have an annual turnover of  more than US $2.2 billions and
a profit of  US $450 millions, without taking into account the radio-
electrical spectrum, satellite stations and other value-added services which it
controls. Some agencies are operating as though they were central
government entities and it still remains to be seen how the resource
collection and budget approval process by Congress will finally unfold
itself.
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The transfer of  enterprises, free of  liabilities, and with generally sound
financial conditions, with favourable changes in tariff  levels and structures
and lenient service proviso, had a facilitator role, given that the only entry
cost was the up-front payment or any other initially-agreed stipulation.
When performance and other guarantees are not requested, this may
encourage leveraged purchases or investment plans, as was the case with
Argentine Airlines.

The sale of  large stages of  control capital to economic groups under
liberal market conditions has also led to concentration, which has to be met
by very strong regulatory frameworks and capacities. Within these ‘control
groups’ there are different investment time-frames and strategies—
financial, operative, supply, market and technological, which are not always
mutually compatible and which demand several adjustments. Nevertheless,
the bottom line is that all agree on reaping the highest revenues and
distributing profits compatible with stipulated contract conditions. It may
be useful to analyse the behaviour and approach that different investors
might have, when drawing different divestiture strategies.

So far, foreign investors have a 60 per cent participation in all
privatizations, of  which Spain has 15 per cent, the United States 12 per
cent, Italy 9 per cent, France 7 per cent, Chile 6 per cent, Canada 3 per
cent and the UK 2 per cent, with minor shares for Switzerland, Belgium
and others. In many cases the foreign investors are European state-
owned enterprises, which most likely will entail political negotiations at
the time of  enforcing regulation. This cross-bordering or
transnationalization of  non-tradable service firms has started recently
and is part of  a globalization and integration process, with different
balance of  payments and technological implications. Also 15 large
concentrated local economic groups have participated in most
privatizations. Some of  these—Perez Compane, Rio, Rocca-Techint,
Soldati and Gruneisen-Astra—are extensive in most sectors (Sánchez
1993). These developments may pose problems related to equity and
distributional effects, and the crowding out of  local and external
financial and commercial resources, and place a further burden on anti-
trust, consumer and sectoral regulation.

Some groups have augmented their annual turnover five-fold during
the last few years because they have participated in this buying spree. It
will probably be necessary to review the concessionaires’ debt structures,
economic and financial performance, investment portfolios and
patrimonial changes. Although the market may provide the solution in
case of  default or bankruptcy, its public service aspects call for a careful
review.

The main areas of  regulation are price- or tariff-setting, expansion, and
quality of  service. The prices have been guided mainly by the price-cap
principle of  RPI-x, with x being a factor reflecting the governments’ or
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regulator’s estimate of  the scope for increased efficiency. It provides
incentives to increase operative efficiency and not to overinvest. However,
this ceiling can have negative effects on quality of  service. The initial tariff
has been set by the concession contract and will be subject to periodic
review.

The tariff  review system will generally demand broad local and
international information systems in order to establish reasonable standards
consistent with those in other countries with similar conditions. The quality,
coverage and regularity of  services will have to be assessed by direct
inspection or through consumer claims. There will also be quasi-judicial
hearings for individual users, large consumers and concessionaires. This
follows the American tradition of  having regulatory bodies to act as the
first tier of  the judiciary. Decisions should be based on facts, legislation and
rules; there must be procedural safeguards. The agencies can establish
penalties and collect fines. Thus the agencies have legal, technical, economic
and police functions.

The activities and geographical areas covered by regulation will probably
have to be expanded to take care of  different and changing technical and
economic conditions. The frameworks and rules pertaining to different
agencies should be compatible with the ones established at the national
level. Terms such as ‘reasonable profit rate’, ‘comparable risks’, ‘sufficient
income’ and ‘industrial average similar to other comparable risk industries’
will require lengthy reviews when determining future tariffs and prices.
Distributive and industrial impacts have not been sufficiently considered.

There are different provisions regarding quality of  services,
maintenance, safety, expansion, rights of  way, competition, bidding and
concession conditions, service requests, penalties and fines. The rules,
consumer and users rights, tariff  charts and other stipulations will have to
be published to allow further enforcement capacity and consumer
participation. Building credibility and recognition, based on independence,
objectivity, transparency, efficiency and pro-active behaviour may enable
regulators to offset initial shortfalls. There should be specific attention
given to the ‘x’ factor which is related to technological change and
efficiency. Monitoring technological change can be very important in
avoiding appropriation of  consumer rents by service operators.

The pro-competitive policies drafted in some of  the regulatory
frameworks, try to deter unnatural monopoly, unfair and unequal access
and allocative and productive inefficiencies, break up large units, and
provide for interconnection and fairness stipulations. Environmental
conditions should be addressed more extensively because, although there is
a sector secretariat with supposed competence in these matters, there will
most likely be better oversight capacity within the different sectors.

Regulation was stipulated in the contract conditions of  divestiture; and
base tariffs have been set by the government prior to the transfer of
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enterprises. The penalties and fines are subject to a grace period, related to
infrastructure and equipment conditions and the agreed investment plan.
However, enterprises may be summoned when they are abusive or
negligent, to prepare a track record for future control and revisions.
Regulation becomes effective immediately, when circumstances allow for
this. They have a grace period and are subject to periodical review as
regards service conditions, tariffs, operations, licence, concessions, and so
on.

Given the above-mentioned complex and diverse responsibilities, the
entities will have to develop potent and updated information systems,
recruit competent staff  and run training programmes to develop the
technical capacity to manage change.

Finally, each divestiture had conditions which allowed for quick-fix
solutions in order to increase revenues and profits immediately. Electricity
distribution has about 12–14 per cent theft of  energy which, if  controlled,
could increase the profits. However, part of  it has social and distribution
impacts that have to be noted. There are ‘level-playfield’ implications, which
affect competitiveness, when these thefts are massive within a particular
industrial or service sector. Tariff  rebalancing, meters, changes in cadastra
systems, reclassifying consumers and many other aspects may have
competitive, equity and distributive implications. The penalties and fines
that the state previously did not account for, are being carefully analysed by
the private sector. There is no past experience of  insuring installations and
equipment against natural catastrophes and other unexpected events. All
these aspects, which might have been considered or been subject to
oversight in the different business plans which the regulated enterprises
drafted, will appear sooner or later and require adjustments or reviews. It
would be useful to anticipate these problems and prepare the regulator’s
thrust.

CONCLUSIONS

Argentina’s privatization approach demanded very strong centralized
policy-making and co-ordination, together with decentralized operational
capacities. Although the state’s capacity has severely deteriorated, external
support has permitted the achievement of  the goals with minor deviations
from what was programmed. This was supported by an ad hoc monitoring
system, which had its shortcomings but was very useful for short- and
medium-term analysis.

This swift move has its costs in terms of  economic concentration,
captive markets, monopoly and oligopoly, and a heavy and lagging
regulatory burden. The political subordination of  most members of  the
regulatory boards deserves full attention because it may affect
independence, objectivity, credibility and efficiency.
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Although there is small risk of  reversal of  privatization, there may
possibly be problems in terms of  abuse to try to increase revenues rapidly
and transfers of  net assets and patrimonial changes which might affect
consumers. These aspects deserve particular attention.

The relation between macroeconomic and microeconomic objectives
and indicators and their computation call for attention. Special attention
should also be given to social participation and control of  privatizations so
as to lighten the burden set on the regulatory agencies.

APPENDIX I

Privatization

Gas

Law 23696 established the legal background, Decrees 2048/91 set the
privatization programme, 48/91 the strategy, Law 24076 the regulatory
framework and Decree 1738/92 the regulation rules. The strategy was to
introduce private capital and management through concession and
competitive bidding. This was done by breaking down the industry into two
basic segments: bulk carriers (two) and regional distributors (eight) with
open access for transportation. The concession period is 35 years with 10-
year extension, with 60 to 90 per cent stakes, with a 10 per cent ESOP
scheme. There is also an upcoming gas deregulation in two years. Price caps
are based on an RPI-X system and price threshold to prevent predatory
practices. There was a Privatization Committee assisted by an expert group
and process co-ordinator and consultants. Decree 1189/92 established the
different stock corporations and transferred the assets to each to prepare
the competitive bidding process. Decree 2451–60/92 set the particular
service and tariff  rules. The concession included transfer of  assets and
liabilities.

Electricity

Laws 15336 and 23696 provided the background, followed by the creation
of  a regulatory body (Law 24085) and guidelines (Decree 634/91). The
strategy was to deregulate competitive markets (generation) and apply
transparent regulation to natural monopolies such as transport and
distribution, stimulating efficiency and transfer of  productivity growth to
consumers. Competitive prices for production are provided by
GAMMESA (the clearing house) which will operate spot and term
markets, and transmission and distribution based on the price-cap system
(RPI-x). A 95-year concession is given with the first review in 15 years,
and subsequent ones every 10 years, with prices reviewed every five years.
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The Privatization Commission was assisted by technical groups and
technical, financial and legal consultants, who analysed business units for
SEGBA, AyEE and later HIDRONOR. There were also transfers of
small production and regional irrigation and distribution units (which
belong to AyEE and HIDRONOR) to provinces. Business units became
joint stock corporations and 60/90 per cent control packages, for
generation, and 51 per cent, for transmission, were divested through
concession by international bidding with baseline prices, 10 per cent
reserved for ESOP. Major stake shareholders have to keep a 20 per cent
minimum package and existing stake for five years and cannot own more
than 1,500 MW of  installed power to avoid monopolistic practices.
Transfers included liabilities (generators) and retroactive invoice
collection and liabilities (distributors) which entailed some problems.

Hydrocarbons

The objectives of  the reform, which started in 1990, were to create
competition in domestic production, refining and commercialization,
open transactions in foreign trade; ex ante capture the social rent from
production (cash bonus), free of  taxes, and restructure YPF. Thus, the
programme pursued the progressive participation of  the private sector by
deregulation of  prices, margins, foreign trade and free disposal of  crude
oil and derivatives (Decree 121/89) and a bidding process which included
sale of marginal areas (less than 200 m3/d) (Decree 2778/91), association
with YPF for operation of central areas (Decree 1216/90) and
renegotiation of  existing contracts in 1989. The mechanism has been a
cash bonus when there was sufficient information, and investment
commitment when this was lacking. The present market condition is
controlled by YPF and an oligopoly formed by five private producers. All
these measures would eliminate public monopoly and modify the sector
pricing rules.

Federalization and privatization of  YPF (Yacimientos Petoliferos
Fiscoles) (Law 24145) has envisaged it becoming a stock corporation
(Decree 2778/90) and resizing through sale of  refineries, oil pipelines,
ports, buoys, shipyards, perforation equipment and cargo fleet. Prices and
installation of  gasoline stations have also been deregulated. Under the new
scheme, provinces will increase their role in the sector, being charged with
future bidding and concessions and police powers in different echelons of
the industrial process. There has been an increase in the number of
operators, production and investment. The government has sold, together
with the provinces, almost a 50 per cent stake of  its stock in the newly-
created corporation (YPF SA). These proceeds will supposedly be used to
finance the debt with the passive sector, due to the structural problems
faced by social security. The present market conditions have YPF play an
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implicit role as market regulator. The divestiture process will require
sufficient regulatory capacity to protect consumers, promote competition,
manage reserves and develop an adequate conservative and environmental
protection policy.

Water and Sewerage

The background was the creation of  a tripartite regulatory body, the
transfer of  services to the municipalities, concession of  water supply,
treatment, distribution and sewerage services as a single integrated service
in the area covered by DSN, although not totally attended at present (65 per
cent water and 50 per cent sewerage of  the population are covered with
services). The strategy was to introduce private capital and management
into a public service activity through concession and international
competitive bidding. The job was done by a technical privatization
committee integrated by OSN, MEOSP, SEP, trade unions and a
Privatization Board. Decree 1443/91 set the schedule, scope, bidding,
concession strategy and 10 per cent ESOP and later Decree 2408/91
adjusted the schedule. The agreement to form the tripartite regulatory
agency was signed before the bid. There was assistance provided by
consultants and advisors. The bidding process for OSN awarded a 30-year
concession to the lowest tariff  proposal, with investment commitments, a
threshold for net worth, guarantees, and an experienced service operator
for large urban counters which will retain part of  the work-force. There will
also be reviews every five years. This is an interesting approach towards the
regulation of  natural monopolies because the benefits are transferred
directly to the consumer. However, the strategy did not emphasize
competitive factors, since there was no break up of  service area, which
could lead to yardstick competition, nor fee for transfer of  present assets.

Telecommunications (Decrees 731/89, 2344/2345/2346/90)

There was a sale of  60 per cent of  control stake to local and foreign
investors associated with service operators: 30 per cent was sold on the
stock market, while 10 per cent ESOP will be gradually transferred to the
workers. The company was split into four firms (Telecom (north) and
Telefonica (south) which provide basic telecommunications services (local
and inter-urban) on an exclusive basis; Teleintar which renders international
services; and Startel, which supplies value added services) which are jointly
owned by both operators and provide services in their areas. The licensees
have exclusive rights for seven years with an option for extension to 10
provided that all basic and long-distance service goals are reached. The
firms have to comply with expansion plans and provide continuity, regular,
equitable and general services. Because of  the high tariff  levels, particular
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structure and weak regulation of  both monopoly and competitive markets,
there are losses in consumers’ surplus, risks of  predatory practices and
poor quality and efficiency of  service and operations. The process was
conducted by a privatization commission with support provided by
technical, legal and financial consultants. Initial regulation was set by
transfer contract.

ENCOTEL (Post Office)

The restructuring that is currently undertaken has created a new stock
corporation, ENCOTESA (51 per cent state owned, 14 per cent by ESOP
and 35 per cent to be sold through international bidding to operators and
members of  the Universal Postal Union (UPU). ENCOTEL provides
postal, telegraph and money transfers at a national level. The restructuring
plan will define new regulations of  services, establish the regulatory body
and prepare ENCOTESA’s new structure and functions before divestiture.

Railways

The process was conducted by the Technical Privatization Commission,
within the Under-Secretariat of  Transport, and supported by a Railway
Support Group. The company FA (Ferrocarriles Argentinos) was split into
three different business units: freight, intercity passenger and suburban
passengers for the Buenos Aires Metropolitan Region. The cargo segments
are integrated freight concessions (marketing, operation, maintenance and
rehabilitation) to private operators for 30 years plus an option for 10 more.
Transfer of  infrastructure, locomotives and rolling stock was in its present
state. The concessionary has exclusive rights for cargo services and should
give passage rights for inter-urban passenger services, being compensated
for maintenance and traffic control costs. The international bidding
conditions considered operative plan, experience, financial capacity, quantity
of  employees to be retained, investment plan and fees. Subject to
competition from truck cargo, the tariffs are determined by the operator
and approved by the regulator as a ceiling. All lines have been awarded and
most have been transferred recently. The passenger lines have been closed
and transferred to some provinces. So far, competition with truck
transportation and demand growth have affected operations which might
require renegotiating investment and employment contract commitments.

FEMESA

This was created to cover the Buenos Aires Metropolitan Region Suburban
passenger services with seven lines and subway (SBASA). Concessions are
for 10 and 20 years, renewable indefinitely by mutual agreement. There will
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be free negotiation of  working conditions with the trade union. The state
defines maximum fares, minimum frequencies and operational standards
and investment plan, and provides infrastructure, locomotives and rolling
stock which remain state property. The bidding process considered the
lowest subsidy and quality of  investment plan. The lines have been awarded
to three economic groups but not transferred yet.

Trunk Highways

A concession for 10,000 km of roads (concentrates 57 per cent of transit)
to be operated on a toll fee basis were awarded for operation, maintenance
and improvements (the national network has 28,000 km), with civil
responsibility assumed by the concessionary. The process gave pre-
financing to the concessionaires and provoked collusive behaviours. There
are still two other proposals for the Metropolitan Access to Buenos Aires
and other metropolitan areas and 3,200 km of  trunk roads. The
transactions are conducted by a Commission formed by MEOSP and The
Highway Directorate-DNV.

Argentina Airlines (National Airline Carrier)

This was purchased through a bid. There was only one tender, which did
not comply with bidding conditions. Initially an 85 per cent stake was sold
(which left 5 per cent for the state and 10 per cent ESOP) and later the
state had to recover 28 per cent to hold a total of  43 per cent, including 10
per cent ESOP. After the purchase one of  the partners, Cielos del Sur, the
owner of  Austral (the domestic carrier) sold both stakes, which gave a 95
per cent monopoly control of  domestic services to AA S.A., which has
kept domestic tariffs very high. The main partner for AA is the Spanish
airline ‘Iberia’ which is a parastatal that holds a majority share together with
other Spanish financial investors. The leverage purchase led to a sell-lease-
back operation. The quality of  service and security conditions have
deteriorated. Privatization reserved 50 per cent of  the domestic cargo, five-
year rights for regional services and 10 for the international ones.

Ports

The new port activity law (24093) and other deregulation legislation
(Decree 817/92) have redefined port authorities and dissolved regulatory
entities, privatized secondary custom areas, extended service hours,
liberated stevedore services and deregulated pilotage and towage. Local and
provincial ports have been federalized. Six major ports have been
administratively decentralized to form autonomous authorities and
operative services will be provided by concessionaires. Port deregulation
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has been associated with the development of  private terminals and
personnel reduction. A National Port Authority will be established. Other
measures allow free contracting of  crew, flexible navigation conditions,
eliminate cargo quotas and free tariffs and freight costs. This policy has
reduced freight and transfer costs with reductions in export costs for
container and bulk cargo. There will also be concessions for river dredging
and buoy setting (DNCVN).

APPENDIX II

Regulation

Gas

The sector has a regulatory framework (Law 24076) and rules (Decree
1733) which refer to transport and distribution of  natural gas. Gas
production, collection and treatment is subject to hydrocarbons law
17319/ 67. There is national geographical coverage. The conceding
agency is the MEOSP (PEN). The regulatory agency is the National Gas
Regulatory Entity (ENRG) which will have decentralized representatives
to oversee the distributors. The users are not specified. Bulk
transportation and distribution are regulated natural monopolies. The
entity has autarky with private and public legal capacities. It has a
directorate of  five members (three appointed by PEN with Congressional
approval and two proposed by provinces), based on technical
competence, for five-year periods and renewable. They can be replaced
with justified cause. The resources are inspection and concession rates
paid by operators, subsidies, legacies, interests, fines and confiscation.
The annual budget is included in the National Budget and the internal
auditors are subject to public oversight through the SIGEN. There are
different provisions regarding quality of  service, security, maintenance,
tariffs, service requests, expansion, rights of  way and competition,
bidding and concession conditions, public hearing, environmental
conditions, penalties, legal actions, publishing of  information, annual
reports, delegation of  functions to provinces, and so on.

The tariffs will be based on gas prices at entrance to the transport
system plus transport and distribution tariffs. The initial price will be set by
MEOSP and should allow sufficient incomes, reasonable profit similar to
other activities with comparable risks and related to expected efficiency
(RPI-x price-cap scheme). The entity should determine the tariff  to be
applied. Producers cannot own major stakes in gas networks. Tariffs are
firm (households, commercial and small industries) and interruptible (large
peak consumers) for those who can change fuels. The former will cover
investment, operation and maintenance costs, while the latter will only
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cover operation and maintenance and specific investment demands. There
will also be a wholesale market. All stages will have price caps to avoid
monopoly practices and price thresholds to deter predatory behaviours;
tariffs should be sufficient to cover maintenance costs and expansion for
bulk carriers and distributors. The purpose is to protect consumer rights,
promote competition, improve operations, regulate transport and
distribution, provide incentives for rational use and prices of  gas for
industry equivalent to international levels.

Electricity

The National Electricity Regulatory Entity (ENRE) was established by Law
24065; and Decree 1398/92 established the regulatory rules. The regulatory
agency’s competence refers to tariffs, concessions, security, environmental
protection, property rights and all disputes related to construction and
operation of  producers, bulk carriers and distributors. The coverage is
complementary to Law 15336. The conceding agency is the PEN through the
Secretariat of  Energy from MEOSP. The generators, bulk carriers,
distributors and large consumers are subject to regulation. However,
transportation and distribution is a regulated system, while generation and
wholesale distribution are competitive sectors. The purpose, functions and
policies are similar to those of  gas and also provide incentives for provision,
transmission and efficient use of  electricity by establishing appropriate tariff
methodologies. The directorate has five members appointed by PEN and
approved by Congress, of  which two are proposed by the Federal Electric
Energy Council. The rest is similar to gas. It is subject to external control
from SIGEN. Transport and distribution services will be provided at ‘fair and
reasonable tariffs’ and will be adjusted for sufficient income to obtain a
determined profit rate, and considering different service costs. Users’ tariffs
will consider distribution costs, be similar as the industrial average of  other
risk activities or as compared to national or international conditions.

The generation, competitive non-regulated market, is subject to spot
(hourly marginal short-term costs including failure and reserve conditions)
and term-prices; bulk transportation (free access for distributors and
producers) and distribution (average six-month spot market cost reviewed on
a quarterly basis), due to their monopolistic structure, will be regulated.
Consumers will have regulated tariffs based on a margin on wholesale market
price. These margins consider allowed loss coefficients for low, medium and
high tension and development costs set for each stage and are reviewed on a
regular basis. There is a penalty system which obliges the concessionary to
pay a fine for interruption of  service or damages. These reviews also include
bidding and concession revisions which may involve changes of  control
packages. The bulk carriers, who cannot buy or sell energy, will have a variable
charge for energy, determined by the difference between distributor’s value
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and generator’s supply value at bulk supply points plus fixed decreasing
connection and transmission charges with reductions in line with
international standards. There will be penalties for non-provision of
electricity. Expansion of  the transmission system will be through BOT
agreements between producers, distributors and independent carriers.
Provincial competence referring to natural resources is yet pending.
CAMMESA is the clearing house for the wholesale market. The
concessionary distribution and transmission contracts have a tariff  chart
which is valid for five years.

Water and Sewerage

Regulation was established by Decree 999/92. The regulatory agency is a
Tripartite Body formed by DSN, the Province of  Buenos Aires and the
Municipality of  Buenos Aires. The regulated service comprises harnessing,
treatment, transformation, distribution and commercialized water and
collection, treatment, disposal and commercialized sewerage services including
industrial effluents. The geographical coverage is the federal capital and 13
municipalities from the metropolitan region. The conceding agency is the
PEN. The concessionary is responsible for providing water and sewerage
services in the regulated area. The users are individuals or legal entities who
receive or can receive the service from the concessionary. The users’ rights
are to claim quality of  service, detailed information on services and advance
notice of  service interruption. The regulated area is that served with water
and sewers. The legal structure is autarky with public and private legal capacity.
The functions, purposes and policies are similar to those with gas and also
cover protection of  public health, water resources and the environment.

The Tripartite body has to fulfil and enforce the regulatory framework and
concession contract. It will have six members representing PEN, and the
Municipality and Province of  Buenos Aires (two each). There is an ad honorem
Advisory Commission representing users and sector. The directorate is named
for six years and only renewed once; it is appointed by PEN, approved by
Congress and can be removed only with ‘just cause’. The resources are formed
by contributions from institutional members, tariff  contributions, pollution
rates, inspection rights and other contributions. It will prepare an annual
budget. There is audit and legal control by Accounts Court and there can be
appeals to PEN by users and the concessionary. The quality of  services refers
to installation of  sewerage with water services, coverage, continuity, quality,
treatment, pressure, pollution and quality of  effluents, reduction of  flood risks;
failure and changes are specified in concessionary contract and regulatory
annexes. The concessionary will carry and provide all the necessary
information. The initial pattern is set in the concession contract which
establishes the programme and pattern of  regulatory adjustments and criteria.
The principle is that they will express the economic cost required to provide the
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services, including the concessionary’s rate of  benefit and the costs of
approved expansion plans. Tariff  revenues for an efficient concessionary will
cover operative, maintenance and expansion plans. The regulation will supervise
the concessionary’s annual income, users served, and efficiency conditions
proposed in each plan. The concessionary will charge all work and activity
related to service. Meters may be installed to improve efficient use.

Telecommunications

The National Telecommunications Commission (CNT) was established by
Decree 1185/90. The conceding agency is the PEN through the MEOSP.
The resources are control and inspection rates, rights, duties and radio-
electric rates, subsidies, legacies and other funds. The directorate has five
members appointed by PEN and one proposed by the Federal
Telecommunications Council; the rest is similar to gas. External control is
by Accounts Courts (TC) and SIGEN. The regulatory functions are both
administrative and technical, such as compliance of  goals, determining
standards of  services and installation of  equipment and solving conflicts
between operators and users. The regulatory framework is derived from the
license contract which sets annual expansion and service standards to retain
the monopoly conditions. The firms are obliged to interconnect their
networks and agree with independent operators and private owners of
fixed linkages on the price and condition for interconnections. The access
to other operators has to be normal and non-discriminatory. There are no
effective controls on cross-subsidies.

The tariff  system is price-cap regulation (RPI-x) with some minor
adjustments for differences between consumer prices and the exchange
rate, and is set by PEN and not CNT. Starting in 1993 x will be 2 per cent
and 4 per cent for the last three years. Tariff  structures and other related
information have to be made public. The market will be open to
competition after the 10-year period. The regulatory process had many
changes such as dollarized tariffs, level of  VAT, price rebalancing and
extension of  the connection charge period which favoured licensees during
negotiations held in 1991. However, technological change, bypass systems
and competition in value-added segments are affecting the operator’s profit
margins ‘cream-skimming’ some areas. This was part of  the first round of
privatizations which were carried out under unstable economic conditions
and with scarce enforcement capacity. Nevertheless, to date CNT has
rendered scarce service to consumers (Herrera 1992).

National Postal and Telegraph Commission (CNTC)

Decrees 214/92 and 2792/92 set the conditions to restructure the services
contemplated in the Postal Law 20216 and established the National Post
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and Telegraph Commission (CNTC) as the sector’s regulatory authority
under the aegis of  the Under-Secretariat of  Communications. Its members
will be appointed by PEN and the purpose is to ensure continuity,
regularity, equity and generality of  postal services and promote the activity’s
social content and competition in non-exclusive services. CNTC will have
police responsibilities in the post and telegraph service, collect postal rent,
rule minimum service standards, give and resolve service concessions with
MEOSP’s approval, control the concessionaires, establish minimum tariff
charts, set penalties, print stamps and other postal values, and review
concessionaires’ annual investment plans and other conditions and rules for
the sector.

National Railway Regulatory Commission (CNRF)

Created by Decree 2339/92, the National Railway Regulatory Commission
(CNRF) has autarky with public and private legal capacities and is
institutionally linked to MEOSP. This commission will solve disputes
between the national state and the concessionaires for passenger interurban
and metropolitan railway services, presented by the different participants,
and promote competition; deregulate services; promote continuity and
development of  the railway system to satisfy user demands, prevent
predatory practices and collusion; and carry all necessary information. It
will have primary jurisdiction over FA, FEMESA and SBASA, except for
those belonging to other regulatory bodies as regards railway safety. The
directorate of  three members is appointed by PEN for three years,
renewable for one period. The resources are those determined by the
national government in the budget.

Transport Authority for the Metropolitan Buenos Aires Area (ATAM)

This is created to facilitate the development of  existing, conceded and
future public service in this area. The system is formed by bus, railway and
subway; passenger and cargo, public and private automobile transportation
systems and the infrastructure in an area where 12 million people live. The
railways and subway regulatory framework is determined by Decree 1143/
91. ATAM has to provide an effective, efficient and safe urban
transportation structure through control, planning, environmental
protection and operation of  activities of  the different conceded guided
transportation modes, compatible with metropolitan planning. This will be
supported by a multi-sectoral consultative body. These functions will
demand specialization and training activities. The objective is to provide
competitive and acceptable quality, frequency and tariff  level without
operative subsidies, which will only be used to renovate the capital base.
The authority is a directorate formed by the three jurisdictions, an executive
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committee with two members from each area charged with the
management of  ATAM, and a technical committee with representatives
from all areas and sectors. The resources will be an initial contribution,
donations, legacies, transferred properties, fines and penalties, fees and
other funds.

National Automobile Transport Commission (CNTA)

Decree 104/93 created an autarkical entity with public and private legal
capacities, within the Secretariat of  Transport with head office in Buenos
Aires. Its functions are management and public control of  the operation
of  the automobile cargo and passenger system within the national
jurisdiction. Competence is related mainly to safety, environmental
protection, operations, tariffs, transport registry, planning and promoting
competition, claims, resources, penalties, licenses and information and
rules. Resources are derived from the national transport inspection rate
(according to Annual National Budget provisions), fines and duties,
subsidies, legacies, donations, interests and others. The directorate is
formed by six members appointed by PEN for six years, only renewable
once under similar conditions to those with gas. It is subject to public
sector oversight bodies.

There are also three projects to create a Highway Regulatory
Commission with oversight responsibilities for the sector within the
National Highway Directorate, the Buenos Aires Access Network
Regulatory Agency to control the city’s accesses and a regulatory authority
to control riverways and dredging systems.

APPENDIX III

Table 7.1 Privatized enterprises in Argentina (1990–93)
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Table 7.1 Continued
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Table 7.1 Continued
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MEyOySP = Under-Secretariat of  Privatizations.

* Sale of  stake. ** Nominal value. *** Cash equivalent

Source: Ministerio de Economica y Obras y Servicios Publicos
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8
 

MONITORING AND

REGULATORY ASPECTS OF

PRIVATIZATION IN FIVE

FORMER CENTRALLY-PLANNED

ECONOMIES
 

John Heath

INTRODUCTION

The range of  experience in the monitoring and control of  privatization
reported here is extremely wide. The Czech, Slovak and Polish Republics reveal
carefully planned programmes. East Germany is in a category on its own, with
many inestimable advantages, and holds lessons for the others. Russia is
careering down a path seemingly blindfold: where it will end up is very
unpredictable. China, which can now be called a ‘former centrally-planned
economy’ is also—as in so many other respects—in a category on its own.

These five countries (counting for this purpose the Czech and Slovak
Republics as one) should be taken as they are, not as representatives of  the
larger class of  ‘former centrally-planned economies’. History, culture and
circumstances dictate the very different approaches which are reported here.

THE CZECH AND SLOVAK REPUBLICS

Monitoring during privatization

When privatization commenced in these republics they were unified (as
Czechoslovakia) although each had its own Ministry of  Privatization, and
separate but parallel procedures. More information is, however, available
about the (larger) Czech Republic than about Slovakia.

The Czechoslovak government decided upon a scheme of  privatization
which was very complex. In summary, this involved the following:1  
1 Adoption of  the voucher method of  privatization. Vouchers of  1,000

units were sold for the equivalent of  about one week’s wage. Nearly three-
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quarters of  eligible persons purchased them.
2 Other methods of  funding were also permitted. Direct sale to a

predetermined buyer, which required special permission from the
Economic Council, was the most common proposal, accounting for 45
per cent of  the total in the first ‘wave’ of  privatization (two such ‘waves’
are planned).

3 Proposals for the form and structure of  privatization for each enterprise
could be submitted in competition to proposals from the enterprises
themselves and their employees. In the first ‘wave’ of  privatization 11,163
proposals were eventually received relating to 943 large joint stock
companies in the Czech Republic (the numbers were smaller in Slovakia).

4 A separate government decision then had to be made about how each
company would be privatized, and several ministries were involved.

5 In each ‘wave’ of  privatization there are expected to be about five ‘rounds’.
Based on demand for the shares available, new share prices were published
by the Federal Ministry of  Finance at the end of  each ‘round’, which led
to an equilibrium between demand and supply.

6 Over 430 Investment Privatization (closed end) Funds (IPFs) have been
registered, to collect vouchers from the public for investment in the
enterprises. IPFs received 72 per cent of  all vouchers in circulation.

7 The Funds of  National Property of  the Czech and Slovak Republics
then become the temporary owners of  privatized property prior to their
legal transfer. The Funds decide, amongst other things, the composition
of  enterprise boards of  directors.

 
Surprisingly little went wrong, although there were many criticisms. Some
deadlines slipped. There was too little regulation of  the IPFs (soon corrected).
Laws kept changing. The success of  the ‘first wave’ could only have been
achieved through an efficient system of  public administration able to respond
to unexpected events, through clarity in what was to be achieved, and
maximum transparency about what was going on. Lessons were learnt about
how to improve the conduct of  the second ‘wave’.

Credit for the availability of  so much information must go to the Czech
Republic ‘Ministry for the Administration of  State Property and its
Privatization’ and its equivalent in Slovakia, and to the frequently published
Privatization Newsletter of  Czechoslovakia, edited by Michal Mejstrik and
published by the ‘Center for Economic Research and Graduate Education’
at Charles University, Prague. They summarized, analysed and explained the
official data, and published technical articles by specialists.

Some reasons for the efficiency of  monitoring and control

Why should the Czech Republic have been so comparatively virtuous in
monitoring and controlling the processes of  privatization? One explanation
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may be historical and cultural.
During the nineteenth century the Czech lands were the most

industrialized part of  the Austro-Hungarian Empire, and the market
economy became one of  the most highly developed. When that Empire
collapsed and Czechoslovakia was formed in 1918, the Czechs took the lead
and Prague became the capital. And unlike Poland, for example, the Czechs
had a long history of  stable governments which gave time for its
administration to be refined.

The Communists assumed power in Czechoslovakia in 1948 and that
system was destroyed, but, over the next 41 years, it was not forgotten.

Another explanation of  the Czech approach to monitoring is more
political—the role and purpose of  privatization. In Czechoslovakia the
reintroduction of  a market economy was seen as the only way to catch up
with the rest of  Europe. It had an economic purpose. ‘One cannot renew
the functioning of  a market economy without renewing private
ownership’.2 The main controversy was about the pace of  privatization
(radicals versus the gradualists), not the general principle.

The government of  Czechoslovakia was, therefore, concerned to ensure
that the market economy worked, that it would prove to be an efficient
allocator of  resources and that it would stimulate the economy. As
mentioned, during the process of  privatization many alternative structures
and roles of  the enterprises to be privatized were considered, through
inviting competitive proposals. In the end, with expert advice, the
government decided which of  these proposals was likely to be the most
successful. This path led to the need for those putting forward competitive
proposals to have much information available about the enterprises to be
privatized, and for the government itself  to be well informed.

Parallel requisites

The requisite government institutions for achieving privatization were all in
place. There have, however, been criticisms, especially of  the role and
operations of  the Federal Agency for Foreign Investment (‘understaffed,
underfunded, demoralized’)3 and of  The Agency for Foreign Investment of
the Czech Republic (‘who’s in charge?’).4 Market responses to the need for
private sector institutions—especially the IPFs, the Stock Exchange and the
commercial banks—appear to have been adequate.

Some requisite legislation for privatization was, however, inadequate or
late, and there were criticisms of  ‘constant changes’:
 

Perhaps the greatest problem of  the large privatization has been the
lack of  a firm legal framework, and the government’s resulting
willingness to make changes in important policies in the middle of  the
process of  privatization.5
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Reference has already been made to the need for stronger legislation to control
the IPFs, which in competition had been making exaggerated promises to
voucher holders about guaranteed returns. This was soon corrected.

Most problems seem to have arisen from the sheer volume of  work—
for example, the need to scrutinize carefully all of  the competing proposals
for restructuring (11,163 in the first ‘wave’) before a decision could be
made. Transparency here was not as great as had been planned.

Monitoring the effects of  privatization

So far as the present writer is aware there has been no monitoring of  what
has happened to the enterprises which have so far been privatized in either
the Czech or the Slovak Republics. No doubt such monitoring would most
usefully be conducted on a case study basis. Many enterprises were split
during the process of  privatization and were re-formed into two or more
smaller ones. Identifying what to compare with what will pose
methodological problems as well as questions of  data collection (see also
section on East Germany, pages 177–8).

POLAND

Poland was the first example of  ‘shock transformation’, otherwise known
as the ‘big bang’ —doing everything at once. It was not of  course like that
in practice. But what Poland has achieved, in four years of  painful change
since the victory of  Solidarity and the decision (in June 1989) to replace
socialism with a free-market system, and in spite of  great political
instability, is remarkable.

First and most important, there is now a significant degree of  control
in its macroeconomic affairs (modest budget deficit, price inflation now
under 40 per cent per annum and falling, control over the balance of
payments, unemployment 14 per cent and falling, and, since November
1992, steadily rising output). They are not free from difficulties yet, as
illustrated from the outcome of  the recent parliamentary election (in
September 1993).

Second, Poland has achieved a high degree of  privatization amongst its
smaller enterprises, and third, it has adopted a unique approach towards
restructuring and privatizing its larger enterprises. Overall, out of  some
8,500 state-owned enterprises, over 2,000 have already been privatized, and
Poland is now on the brink of  launching a ‘mass privatization’ of  the
remainder.

There are two approaches to privatization. First, there is the ‘capital
privatization’ of  the larger enterprises involving the public sale of  shares, or
the public invitation to engage in negotiations. Second, there is
‘privatization through liquidation’ of  the smaller and medium-sized
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enterprises—their sale by the state in return for a minority shareholding.
‘Capital privatization’ has proceeded as follows:
 
1 From late 1991, Poland’s state enterprises began to be commercialized,

separating them from the government, making them operate as if they
were in the private sector, removing almost all subsidies and tax reliefs,
and appointing supervisory and management boards.

2 Whole industrial sectors have been restructured and prepared for
privatization, largely undertaken by foreign advisors. The Ministry of
Privatization has listed 15 such sectors,6 ranging from ‘ball bearings’ to
‘tyre and rubber manufacture’, and some 50 more are in the course of
preparation. Each sector has a designated ‘privatization coordinator’ and
a ‘sector adviser’, with names and addresses publicly available.

3 Management firms will be contracted to turn around and privatize the
state-owned enterprises in poor financial condition, with an option to
purchase them at the end of  the contract under clearly-stated conditions.

4 So far in the process of  restructuring there has been a substantial
reduction in the average size of  enterprise. Two hundred and ninety large
multi-establishment state and co-operative enterprises have been split into
996 smaller sized units. Many units had to be closed down.

5 The government has set up 20 National Investment Funds (NIFs). These
are more than simply financial intermediaries. For 10 years they will also
have the strategic management responsibility for converting the
enterprises in their portfolios into profitable investments for their
shareholders.

6 It is planned to issue vouchers to all of  the Polish population, for a US
$20 registration fee. The NIFs will be able to take in these vouchers in
return for their own shares.

7 The formation of  appropriate institutions and the passing of  appropriate
laws for the efficient working of  a market economy have gone ahead.
These included an Anti-Monopoly Office, with rules for preventing
monopolistic practices.

 
The information made available about privatization in Poland is very extensive.
There is an information centre at the Ministry of  Privatization, with 14
regional offices, and there is a separate Department of  Privatization through
Restructuring within the ministry. There is also a Data Base of  Available Assets,
continuously updated, with free access by interested parties, and a monthly
digest of  information called Privatization Up-date.

So when the politicians decide that the time is ripe for the mass sale to
the private sector of  some 6,000 enterprises it will be on the basis of
well-established institutions and procedures most likely to lead to viable
enterprises, able to command a good price. As Pawel Bozyk has
remarked:
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the shock transformation route has proved to be no alternative to
evolutionary progress spread out over many years. Swift replacement
of  a centrally-planned economy with a free market generates high
social costs, and in its wake a backlash of  popular resistance.7

 
The rewards of  four years of  real hardship are now in sight.

EAST GERMANY

Restructuring has been an important part of  the privatization processes in
East Germany.8 The case of  the Kombinat Mikroelektronik Erfurt, the
leading micro electonics enterprise in East Germany, with some 56,000
employees in this and related businesses, may be cited in illustration.

The Kombinat was disintegrated in three stages (amongst great
controversy). First, 17 enterprises in microelectronics were stripped out
and put into a new holding company PTC-electronic-AG (PTC), owned
by the Treuhandanstalt (THA), the government agency charged with the
task of  privatizing East Germany’s enterprises. But the internal evaluation
team of  the THA regarded the PTC as being unworkable and without
economic logic. The non-core subsidiaries of  the PTC were then
removed and became private companies or were liquidated. A subsidiary
of  PTC was then formed by a merger of  its three-core microchip
businesses with a fourth microchip enterprise from another Kombinat,
Carl Zeiss Jena, to form MTGmbH. After consideration of  three
principal strategies, and after the intervention of  the Federal Ministry of
Finance, LSI-Logic of  the USA took over part of  PTC in order to
manufacture its own specialized chips known as ASICs, and the
remainder of  PTC and most of  MTGmbH went into liquidation. In
addition many other parts were liquidated or sold.

Tracing the ultimate destination of  every part of  the original
Mikroelektronic Erfurt is in itself  a difficult task, and monitoring what then
happened will again require a number of  case studies.

From the point of  view of  ‘parallel requisites’ which accompany
privatization and the adoption of  a market economy, East Germany is the
simplest case of  all. Economic and monetary union with the Federal
Republic of  Germany in mid-1990 meant that the East adopted the already
well-established laws and regulations deriving from both the Federal
Republic and the European Community.

Moreover, the THA is largely managed by West Germans, and its
industrial advisers are from the West, as are most chairmen of  boards in the
newly privatized enterprises. It is these facts which distinguish East
Germany from other former socialist states within the Soviet bloc, and
which do not make it a good role model. But the way in which the THA
identified the need for industrial restructuring, and how they identified
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viable core businesses to achieve international competitiveness, can be
copied. The great complexity of  these changes gives a measure of  what is
required in Russia, where the problems are on an even larger scale.

THE RUSSIAN FEDERATION

Monitoring during privatization

Privatization through the auction of  small enterprises, shops, coffee houses
and everyday service enterprises, has been proceeding rapidly since the
much publicised first sales in Nizhniy Novgorod in April 1992. The aim is
to privatize some 60–80 per cent of  such enteprises as soon as possible.
The number of  sales and the value of  the proceeds are publicized
periodically.

The first stage in the transformation of  Russia’s larger state-owned
enterprises in industry and commerce is their conversion into Joint Stock
Companies. This is still taking place (the number is not publicized). The
significance of  such conversions is, however, difficult to interpret.

For example, the Joint Stock Company ‘Avtoselkhozmash-Holding’
(ASM-Holding) in Moscow (March 1993) turned out to have assumed the
functions of  two government ministries (now closed down) in the
automotive (cars, lorries, buses, bicycles) and farm machinery industries.
The shares in ASM-Holding are owned by the 200 largest enterprises which
it co-ordinates and controls. It has over 1,500 plants employing over 2.5
million persons in 12 sovereign states of  the CIS. The combine harvester
plant, for example, employs 62,000 people. Their research and development
establishments employ 65,000 people. ASM-Holding also holds spare parts
for agricultural machines, controls the stocks of  commodities, investment,
commercial and trading activities. Some of  their shareholders are expected
also to become Joint Stock Companies.

The next stage is privatization. Vouchers were issued to all citizens (150
million) on payment of  a small commission, which can subsequently be
exchanged for shares (there are reported to be a lot of  forgeries). Over 800
private sector investment funds (financial intermediary ‘mutual funds’, like
IPFs in Czechoslovakia) can collect these vouchers and are then required to
invest them in enterprises. But there are also some large differences:
 
1 Vouchers have a face value of  10,000 roubles, and they can be traded.

Prices have fluctuated widely.
2 Enterprises can choose between three types of  privatization:9

(a) The collective (workers and managers) can purchase 51 per cent of
the shares at 1.7 per cent of  book value; or

(b) accept the free distribution of  25 per cent of  shares to the collective,
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plus (i) 10 per cent extra available to workers at 0.7 per cent of  book
value, less 30 per cent discount, and (ii) 5 per cent extra to managers
at 0.7 per cent of  book value; or

(c) the free distribution of  20 per cent of  shares to workers and
managers who agree to group together to restructure the company,
plus a further 20 per cent sold to the collective at 0.7 per cent of
book value.

3 There are no competitive proposals for restructuring enterprises during
the process of  privatization, as in the Czech and Slovak Republics, Poland
and East Germany. A short prospectus for each enterprise is issued in a
standard form (for ZIL, the car manufacturer with over 3.9 million
employees and hundreds of  subsidiary suppliers, the prospectus is 20
typewritten pages, with one page for the title).

 
There is, in Moscow, a high degree of  concern about ultimate control being
obtained by criminals. The situation in Krasnodar, a region of  Russia some
200 miles square, bordering the Black Sea and the Sea of  Azov, is as follows:
 
1 The reported information about the results of  each auction conducted

regionally is very sparse. It consists of  the following, as supplied to
Moscow on the standard forms used in all regions: name of  company;
address and telephone number; number of  shares for sale; number of
vouchers offered by the people; number of  shares per voucher; number
of  shares sold; number of  shares not sold; average price per share. It
does not cover the industrial classification of  the enterprise sold, its
principal business, its turnover, the number of  its employees, and the
concentration of  shareholding.

2 There is a feeling of  despair in many regional offices.
3 The flow of  orders and instructions from Moscow is in such volume

and is so full of  contradictions that the local legal adviser has resigned.
 
What is the problem? The most likely explanation is that the Privatization
Committee, which decides privatization policy and chooses which
enterprises shall be privatized and by whom, is accountable to the ‘State
Committee of  the Russian Federation for State Property Management’
(the Privatization Ministry) in the government, under President Yeltsin.
However, the Privatization Fund which undertakes the actual sale and
transfer of  state property is accountable to the Congress of  People’s
Deputies—the Russian Parliament. As is well known, these two bodies
are in serious conflict over economic policy, privatization in particular.
This is a hopeless arrangement.

A regular newsletter of  some kind, giving both the statistics of
privatization as well as feature articles to illustrate events during and after
privatization, would be of  considerable value.
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Parallel requisites

Russia has been very slow in implementing the necessary accompanying
legislation both for the processes of  privatization and for a market economy.
Foreign investors complain, for example, at the lack of  clarity in the law, and
in the bureaucratic delays in reaching a decision (in this respect Russia is
compared unfavourably with Kazakhstan, where President Nazarbayev will
intervene personally if  there are delays). And having reached a decision it may
then arbitarily be changed by the Russian bureaucracy.

In part this is because many of  the bureaucrats themselves are engaged
in businesses, and for some their primary concerns are making money for
themselves rather than serving the needs of  Russia. But more important,
the bureaucrats and the nomenclatura have never been exposed to western
systems of public administration and business and do not appreciate the
needs of  foreign investors.

President Yeltsin signed a Decree on 7 October 199210 approving
 
• The regulation on investment funds
• The regulation on specialized investment funds for privatization intended

to accumulate personal privatization cheques (vouchers)
• The model statute of  an investment fund
• The basic provisions of  the Depositary Agreement
• The Model Investment Fund Management Agreement
• The Standard Issue Prospectus for Investment Funds
 
There are instances, however, of  such organizations simply absconding with
the vouchers which people have entrusted to them, and there seems to be a
gap between such decrees and the actual degree of  control.

There exists an Anti-Monopoly Committee in the government, but
enquiries from the present writer about what its terms of  reference are,
what powers it possesses, what criteria it uses, what it has done, have drawn
a blank. Private sector monopolies are being created all the time. (One
entrepreneur has just purchased at an auction in a local town 17 shops and
1,300 kiosks, which is where most shopping is done, for US $3,000.)

The industrial system in the Soviet Union was based upon the formation
of  very large enterprises—grossly over-large by western standards—some
with plants widely disbursed geographically (ASM-Holdings and ZIL are
examples). The present lack of  competition, or of  effective anti-monopoly
control, is very serious.

Monitoring after privatization

The mere formation of  a Joint Stock Company can have a significant effect
on the way enterprises conduct their business, although there is no systematic
recording of  what takes place.
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For example, the Kuban River Shipping Company owns some 200 ships
and three ports (in the Sea of  Azov). It does not keep separate accounts for
the shipping and port activities at present, and its own ships do not pay
when they use its own ports— ‘but when we become a Joint Stock
Company [in July 1993] we shall begin to charge our own ships for using
our ports’.

Russian enterprises are privatized exactly as they are. Restructuring is
supposed to be undertaken by the new owners. This appears to be very-
necessary both of  whole enterprises, and in management. This is organized
exactly as it was under the central planning system. The General Director is
combined chairman and chief  executive. There are no non-executive
directors (the roofing felt company was the exception, but the outside
directors were all officials from the local authority, from the Department of
Construction and from the Committee on Privatization. There was one
representative of  employees). Profit centres seem a great mystery, concepts
like accountability and delegation cause puzzlement.

There is a problem about the policy of  leaving restructuring until after
privatization. Who is to guide the restructuring, and to pay for it—with any
associated re-equipment? Moscow seems uninterested. Their policy is
clearly (for political reasons) to ‘maximize the extent of  privatization as
quickly as possible’.

Regional administrations should accept the responsibility to ensure that
the enterprises in their territories are appropriately restructured through
encouraging local agencies, such as Chambers of  Commerce (most of
which themselves are presently structured exactly as they were under the
central planning system) or industrial associations, either to undertake the
work themselves, or to organize management education seminars locally, or
through distance learning. But such a policy would not work with, for
example, ASM-Holding or ZIL, the giant enterprises mentioned earlier.
They are too big, too complex, and too widely dispersed. Foreign aid will be
necessary.

Not only are few Russian enterprises likely to be well structured for
international competitiveness, with an awareness of  the requirements of
good management, but the circumstances in which they operate are
counter-productive to their long-term success. There are over 40 different
taxes which enterprises have to pay, and the number seems to be increasing
all the time.

Manufacturing enterprises are kept going at some low level of
production by the supply of  massive credits. The resulting ‘monetary
overhang’, said to be in excess of  three trillion roubles, is a potential
disaster.

It would be a serious mistake to think of  Russia as a Third World
developing country. The people are highly educated, but in the business and
economic sphere they are educated in the wrong things (such as Marxist
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economics). Once they can see what is required and can grasp the concepts,
then progress can be extremely rapid.

In terms of  monitoring how Russian enterprises are responding to this
challenge, there is no systematic information. Privatization itself  is still in
progress, and has a long way to go. But given the above situation, the
importance of  monitoring cannot be overemphasized.

Conclusions on Russia

However good the system of  public administration was under the tsars,
that was over 70 years ago. Central planning became the main task of
government. Monitoring and control western-style do not come easily
following such a long tradition.11

The aim has been to privatize as rapidly as possible so that it would
quickly become impossible for the bureaucrats and the nomenclatura to retain
control or to revert to the central role of  the state through the
reintroduction of  central planning. But in terms of  Russia’s longer-term
future and its strength as an industrial nation, that is a short-sighted policy.

Privatization is certainly happening but, as viewed from the regions, it
leaves many gaps and has many problems. It is difficult to avoid the
conclusion that the wider responsibility which the Russian government has
for ensuring the success of  its enterprises, especially in manufacturing, is
beyond the capability of  the public administrative system to achieve.

Restructuring industry and management is left to the enterprises
themselves. As illustrated by ASM-Holding, the task will be extremely
complex.

It is also of  serious concern that the ‘Wild West’ type of  market
economy which is being developed carries with it great political dangers in
the long run (and maybe not all that long in the future). If  too many newly
privatized enterprises become bankrupt (some ought to disappear) the
situation will be very serious.

CHINA

China is now engaging in the process of  privatization in many different
ways:
 
1 The government is encouraging the growth of  ‘township’, collective and

private enterprises, which have always been free from state control
(though not free from local control), in competition with the state-owned
enterprises. As a result, state enterprises now account for just under one
half of industrial production in China.

2 Many state enterprises are restructuring their social obligations (to provide
hospitals, medical care, education and other social services which
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traditionally they provided for their workers and their families) as separate
‘contracted-out’ private enterprises.

3 Many state enterprises are setting up private subsidiaries and are
transferring some of  their state activities into these private firms.
Redundant workers were the original basis of  these activities but now
there are many examples of  top executives (chief  engineer, chief
economist, chief  accountant) starting up their own private businesses,
confusingly often with the same name, using assets from their state
enterprises. These enterprises are known as the ‘big chicken’ (the original
state-owned enterprise) and the ‘little chicken’ (the private sector spin-
off). This is a novel form of  privatization.

 
In addition, the central planning system, which used to operate in relation to
state-owned enterprises roughly in the same manner as in the Soviet Union
(with ‘state orders’ to control supply and investment, guaranteed supplies of
raw materials at low controlled prices, concern with meeting physical output
targets regardless of  quality), is being partially replaced by indicative planning.

After the May 1992 reforms, the ‘State Planning Commission’ now
controls only 20 per cent of  total state assets, 16 per cent of  the total
industrial production and less than one-third of  prices. The focus has been
shifted to planning and co-ordination, formulating industrial policy on the
growth rate, on structure, competition, macroeconomic control, promoting
and regulating the markets, consultancy and information services’.12

Moreover, the July 1992 ‘Regulations on the Transformation of  the
Functions of  State Enterprises’, issued by the State Council, granted many
autonomies and rights to state enterprises. These were the following:
 
1 Enterprises have full autonomy on investment decisions, profit

distribution, pricing (except for a few prices still fixed by the state),
production, marketing, recruiting, personnel management, importing and
exporting. They can decide on letting, leasing, transferring at a cost
(though not selling) their fixed assets and equipment to other entities.

2 Enterprises have the right to refuse the government’s mandatory
production orders if they are not adequately supplied with the required
state allocations. They have the right to refuse requests by government
departments for ‘donations’ and ‘fees’ (a recently-developed way of
extracting cash from these enterprises).

3 Enterprises must be responsible for losses due to poor management.
In the first year of  losses, the total salary and wage bill in the plant
must be reduced. Management should reduce their salaries and have
no bonuses. In the second year of  losses, the plant manager could
be dismissed. For serious cases, enterprises would be ordered by
government to stop production. Such enterprises would be given one
year for reconstruction before bankruptcy would be declared.13  Also,
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although nominally most state enterprises had ‘performance contracts’
with their government departments, now there is a renewed interest
in how to make performance contracts work better.  A new
development is, however, causing still further complexity in
understanding where the power lies. Following the July 1992
‘Regulations on the Transformation of  the Functions of  State
Enterprises’, major reforms in the Civil Service were announced, likely
to lead to very large redundancies. To forestall these unwelcome
changes, several government departments have simply converted
themselves into enterprises, using a different name but with the same
staff, in order to continue exercising control over ‘their’ state
enterprises. This appears to parallel the setting up of  ASM-Holding
in Russia described earlier, and is regarded as a negative development.
(Some years ago in a Reith Lecture the term ‘dynamic conservatism’
was used, to indicate how some organizations ‘struggle like hell to
stay where they are’. The cap fits the Chinese response well.)

Monitoring the process of  privatization

China publishes many statistics. The China Yearbooks are the basic source,
and the newspapers pick up the latest releases of  statistics. Piecing together
the story over a period one can gain a good impression of  events.14

But there are two dangers in this. One has to read the ‘fine print’ to
know exactly what any Chinese statistics mean, and the ‘fine print’ is
generally not available to outsiders. Definitions are often not given,
especially where the information is politically sensitive.

Second, some information is distorted by what the suppliers of  the raw
data perceive to be government policies. Magically, when government
policies change there may be some changes in the statistics.
 

With further liberalisation following the Deng Xiaoping speech of
January 1992 (which called for more rapid and bolder reforms), it
transpired that some unknown number of  enterprises in the
‘collective’ sector were only categorised as such for ideological
reasons. In fact they are privately owned, although with some control
from local authorities.15

 
Furthermore, an unknown number of  joint ventures with foreign enterprises
are in fact nothing of  the kind. Enterprises run by the People’s Liberation
Army are said to have been the first to introduce a scheme whereby an
enterprise on the Chinese mainland sets up a subsidiary company under
another name in Hong Kong, and that company, being foreign registered,
then establishes a joint venture with itself  in China, and collects the tax and
other advantages from so doing. It also has the right to import cars (which
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can then be sold in China at a large profit). Obviously many joint ventures
with foreigners are, so to speak, ‘genuine’, but the true number is not known.

However much one may question some of  the statistics, there is no
denying the very remarkable success of  the era of  liberalization launched by
Deng Xiaoping in December 1978, and the rapid growth in output and in
prosperity which has resulted.

Parallel requisites

The Chinese way in the sphere of  industry, although not in other areas of
activity, is to permit the emergence and experimentation of  new practices
‘at the grassroots’, and then, if  they seem sensible, to legitimize them and to
provide a framework of  control through appropriate laws.

The growth of  shareholding is a good example. The first joint stock
trading company emerged spontaneously in Shen Zhen, in Guangdong
Province, in 1983. There were then selective experiments in several
enterprises. In October 1987, at the 13th Congress of  the Communist
Party of  China, it was declared that ‘the shareholding system is another
form of  socialist ownership. The current experiment should continue’. By
the end of  1991 there were 3,220 firms engaged in it (not very many by the
scale of China).16

The authorities emphasized the following requirements:
 
1 State- or publicly-owned enterprises must take the controlling majority

of  shares.
2 There must be no erosion of  state assets. It is strictly forbidden to sell

public assets to individuals in the form of  shares. (The obvious
inconsistency with what was happening in practice has not been resolved.
Some 80 per cent of  employee shares are now said to be traded in the
market.)

3 Shareholding is subject to government approval. To become a
shareholding company, existing enterprises must change their ownership
status.

 
Then in May 1992 a set of  laws and regulations were enacted to consolidate
the previous experiments and to provide a firm legal framework for the future.
But this framework does not regulate the sale of  employee shares.

While this approach has the merit of  being founded upon practical
experience and perceived need, it has two weaknesses in the Chinese
context. First, some desirable features of  a market economy may never be
developed in this way—it is never in the interests of  monopolists or of
enterprises joining together to agree to regulation to curb their activities for
the sake of  the community at large. The government will have to initiate
the necessary action and to make it effective.
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Second, the Communist Party of  China has been all-powerful. Its power
base is now being eroded by the May 1992 laws on shareholding and the
July 1992 ‘Regulations on the Transformation of  the Functions of  State
Enterprises’. In the past the bureaucracy has resisted ‘letting go’ their hold
on state-owned enterprises (and evidently is continuing to do so), and we
may expect the Communist Party also to be reluctant to lose its industrial
power.

One area remains unresolved, as in Russia: crime and corruption.
Control was not helped when, at the end of  1992, government officials
were permitted to engage in business activities. There have been periodic
‘crackdowns’, but they seem hardly to dent the rising tide. There are
political dangers in this (as in Russia). Regulation and the criminal code
have an important part to play, but, as seen in the west, it is not easy to
control.

CONCLUSIONS

This survey of  monitoring and control in formerly centrally-planned
economies has been limited to five countries. They display wide contrasts in
their approach to privatization. It is partly for this reason that monitoring is
so important, for the many general lessons which can be learnt. But more
especially, monitoring is essential if  errors are to be corrected, and if
actions which are left to the new owners or to the market-place do not
result in the desired effects in the longer term.

Perhaps the most important conclusion to emerge about monitoring the
processes of  privatization is that the degree of  monitoring derives from the
degree of  perceived necessity for it, in order to achieve the purposes of
government policy. Monitoring is least in Russia where the primary
objective of  policy is a rapid transfer of  ownership to the private
individuals (employees and the general public) and to other enterprises. By
contrast, monitoring is very detailed in the Czech and Slovak Republics
where a method of  privatization was chosen which required full
transparency and where the end results were seen in more specific terms
than in Russia.

The second important conclusion is that 70 years of  central planning in
Russia and other CIS countries provide a very different basis for
privatization than do the 40 years or so of  planning in Eastern European
countries. The latter are also geographically closer to the west than is Russia
and have shared more closely in its history.

One might have expected Russia to have devoted even more time and
effort to restructuring its industry and management than in the Czech and
Slovak Republics and in East Germany and Poland. The Russian problems
are larger and more deeply entrenched; yet the opposite is the case.
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China is in a category on its own. It shares with Russia an element of
‘Wild West’ capitalism, but its state-owned industries remain extremely
important to the country’s future. Their reform appears to be less
controlled and structured than in, for example, Poland, and the outcome of
recent developments is unforeseeable. Competition is intended to be the
driving force. China will need a more systematic means of  monitoring and
publicizing the changes which will follow the very significant new laws of
May and July 1992. Greater reliance on the market for resource allocation in
state enterprises will require this.
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THE UK EXPERIENCE IN

REGULATION

 
ACCOUNTABILITY, EFFICIENCY AND THE

GOVERNMENTAL CONTEXT OF PRIVATIZATION AND
DOMINANT FIRM REGULATION1

Mark Gray

It is an axiomatic principle of  modern economics that incentive design
largely determines institutional arrangements. In the case of  privatization in
Britain and the subsequent regulation of  dominant firms there is now
plentiful evidence that incentive arrangements incorporated in the
legislation creating private assets out of  public ones have had a significant
effect, not only upon the institutional arrangements for monitoring and
controlling the uncontested dominant firms which emerged after vesting,
but also in changing the character of  accountability and government power.
It is the general argument of  this paper that, in Britain at least, it has been
the intention of  government to reduce central control and encourage the
dissipation of  power.

The rationale for this ancillary strategy is easier to discern in retrospect
than it was when Britain first undertook the privatization of  her former
state monopolies. However, there are several very important arguments
which explain why the government might have thought it essential to the
process of  privatization to reduce central control alongside asset sales.

First there is a real threat of  the welfare gains which might be achieved
by privatization, and the funds secured from selling government equity in
state monopolies, being exceeded by the additional cost of  regulation and
any additional inefficiency of  the residual parts of  government. Think of
the transfers involved in privatization as an accruals account equation:
 

(welfare gains + net asset sales) = (cost of  regulation +
inefficiency in residual government activity)

(1)



UK EXPERIENCE IN REGULATION

189

If  the benefits from privatization are to be positive in the long run, the
discounted net benefit of  the Harberger welfare gain from ending monopoly
pricing, together with the discounted cash flow from asset sales, must at
least equal the net present cost of regulation plus the expected cost of any
residual government activity inefficiency (x- inefficiency + allocative
inefficiency).

The argument here is very simple. Privatization receipts in the UK
have netted (by July 1993) about £50 bn of  exchequer receipts. If  the
cost of  regulation for the former state monopolies were to run to £30
bn (a hypothetical figure, not a true estimate), and the direct welfare
gains from reducing monopoly prices alone accounted for £20 bn (again
a hypothetical figure, estimates of  real welfare gains often being in
conflict) then if  the efficiency of  residual government activity declined
and implied a net loss of  more than £40 bn over the period,
privatization would be unprofitable in the non-technical sense, for
example,
 

20 bn + 50 bn < 30 bn + 41 bn
 
As a result, any autonomous increase in the latent inefficiency of the residual
elements of  government may actually reduce the benefits of  privatization—
given a known level of  regulation cost. Of  course, were the left-hand side
of  equation 1 to be augmented by both a rise in the inefficiency of  central
government and a proportionate rise in regulatory costs, the net gain from
privatization would be unaffected; but equally if  regulatory costs were to fall
while central goverment inefficiency costs rose proportionately, the benefit
of  privatization might still be positive.

In essence then, because both regulatory costs and administrative costs
of  residual government fall on the same side of  the accounting identity,
they are bound to be in conflict at the margin—hence the need to ensure
that residual government activity is efficiently conducted.

In Britain, the government has lain great emphasis upon the conduct of
efficient and value for money government. Through a number of  initiatives
(for example, the Financial Management Initiative, the Deregulation
Initiative, the Next Steps programme to create agencies out of  former
departmental cost centres and others), the size of  government has been
reduced in the 1980s and 1990s (see Table 9.1) and a degree of
independence of  operating structures has been created. In this context, the
effective creation of  regulatory bodies staffed by Civil Servants, but acting
more like autonomous bodies, can be viewed as not only an efficient
solution to the problem of  maximizing the benefit of  privatization but,
simultaneously, as an attempt to operationalize the concept of  devolved
power as a cost saving.
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 Second, the threat of regulator capture has been a constant theme in the
British debate about the place of  regulation in the economy. Since the
putative attempt to institute a system of  self-regulation in the City after
the 1986 Financial Services Act (the ‘Big Bang’), the government has been
aware of  the very high degree of  potential for capture where the lines of
demarcation between government power and industry self-government are
too vaguely drawn. In the case of  the self-regulation of  the City, for example,
self-regulation clearly meant that—in a number of  areas—the City chose
the ‘rules of  the game’ (particularly in relation to disclosure, cost-bearing
and the non-introduction of  a triple damages rule) and so managed to
control the regulator.

But even where an appointed (outside industry) regulator is selected,
the threat of  capture is still high. What is of  very great concern to most
theorists of  capture regulation is not so much the loss of  political power
it suggests but rather the diminished likelihood of  successful entry. In
general, contestable markets are not capture regulated; after all, if  an
industry-dominant firm were in a position to influence the conduct of
regulation, it would naturally set standards for new entrants at such a high
level that entry would be impossible. This was the experience of  the
financial services reforms of  the 1980s, where the capture of  the
principal regulator (the Securities and Investment Board) led to the
introduction of  stringent disclosure requirements and Chinese Wall
arrangements which debarred most potential entrants from moving into
the market.

But there are also consequences for the government of  ignoring capture.
The government is, in one sense, the ultimate insurer against interest-group
capture. After all, constitutionally all governments in the democratic model
are presumed to exercise a collective political will rather than exercising the
residual part not exercised by interest groups. Ignoring capture threats is,
then, a recipe for disabling democracy. The creation of  a ‘democratic

Table 9.1 General government expenditure as a percentage of  gross domestic product (GDP)
(constant 1985 prices) in the UK, 1970–90*

* Includes comments on cycle position of  UK economy.
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deficit’ is a very real danger when economy-wide capture of  government
agencies becomes possible.

In a sense, the attempt to separate government from regulatory bodies,
but to tie individual regulatory chairmen to government by contract and by
the terms of  their appointment from the Secretary of  State, is intended to
mitigate the effect of  widespread industry capture. After all, if  all
government business were truly captured, then the government would fail
to function. Operational separation of  the power of  regulators from the
political process may, to some degree, ‘insulate’ the government from the
threat of  government capture.

However, the notion of  a quasi-independent regulatory system does
imply a limitation of democratic access to some of the processes of
government. Under the terms of  the Electricity Act 1989, for example, the
Secretary of  State has power only to appoint and sack a regulator and
Parliament does not have the right to question him or her about the
conduct of  regulatory business. In the past there have been occasions on
which regulators have been brought before Select Committees—but not to
account for their conduct of  regulatory business but rather as ‘experts with
a view’. Whilst in theory grossly negligent regulators might be taken to the
courts for judicial review by government, government lawyers have little or
no experience of  prosecuting other agents of  public administration.
Moreover, while a particularly miscreant regulator might be taken before
the Bar of the House of Commons to bring him to public account, this
theatrical and draconian penalty is unlikely to be invoked.

In a sense, then, a fear of  capture has spurred British regulation policy in
the direction of  the over-zealous separation of  the constitutional power of
the Secretary of  State from the power of  his assistants in the field of
industry regulation, the regulators.

Third, one of  the often unanticipated consequences of  conducting widespread
privatization by asset sale is the effect upon macroeconomic policy. In the
early 1980s it became apparent to the then government that the restraint of
money supply growth was an essential element of  macroeconomic policy.
Since about 1983, money targeting and money supply control have been much
less important objectives for the government. However, the advent of  full
funding as the chief  instrument of  monetary control in 1985 has had a
profound effect upon the privatization agenda and the agenda of  reform for
the residual part of  government.

The reason why full funding methods have consequences for public
sector asset sales and reform are complex but important. In Britain, as
elsewhere, government public sector borrowing (PSBR) is simply the
difference between inward receipts from taxes and revenues on the one
hand and outward flows of  expenditure on the other. When PSBR is high,
the government encourages the creation of  credit by borrowing from the
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bank and non-bank sectors—so that, as Table 9.2 illustrates, there are real
money counterparts to PSBR financing activity.
Hence, if  the Central Bank were to issue more notes and coins to pay for an
increase in government spending (and a higher PSBR), then the stock of
notes and coin as a part of  total money stock would rise also. In each case in
Table 9.2, if  an item in the left-hand column rises as a result of  the need to
finance growing PSBR, the result on the right-hand side is at least an equal
increase in the real money stock counterpart.

So a real increase in government PSBR financing will increase the
growth of  money stock as shown below in Table 9.3. Equally, however, a
real reduction in PSBR through the reduction in government expenditure
will reduce the money stock variable by reducing the money stock
counterparts of  PSBR.

If  the observations in the first section are now applied to these stylized
facts about money stock identities, some new concerns emerge. For if  a
steady reduction of  PSBR is to be conducted by privatization and asset
sales (netting exchequer income which may be used to defray the costs of
residual government expenditures—in defence or national health care, for

Table 9.2 PSBR counterparts of  money stock

Table 9.3 Relationship between PSBR finance and money stock
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example) this is tantamount to creating the double benefits of the items on
the left-hand side of  equation 1 above and an autonomous reduction in
money stock. However, if  the items on the right-hand side of  equation 1
were to rise (especially if  PSBR were now inflated by higher borrowing to
finance residual government activities) money stock may still have to rise to
pay for the augmentation to public sector borrowing. The macroeconomic
effects of  privatization sales and regulatory costs will be particularly
important where the relationship between public sector borrowing and
credit creation is similar to that in the UK—but even in places where the
banking system and money markets are relatively underdeveloped there will
almost certainly be some trade-off  between the right-hand side items in
equation 1 and the level of  monetary activity in the economy. In Britain the
government has taken the view that privatization will actually reduce PSBR
and hence the growth of  money stock—an item which, it is believed, is
frequently the cause of  medium-term inflationary pressures.

Conclusion

For all of  these reasons central government in Britain has generally argued
that privatization alone is not enough. However easily welfare benefits and
asset values from equity sales can be captured, unless fundamental reform
of  residual government functions accompanies privatization and regulation,
the gains from asset sales will be lost and the anticipated benefits of
‘smaller government’ will have been chimerical.

For many developing countries considering the appropriate privatization
regime, the issues explored here (without the formal apparatus of
economic theory for the convenience of  readers) are of  considerable
importance. Where the role of  the government is central to the economic
development strategy of  a country, both the democratic and economic
consequences of  privatization and regulation must be fully understood.

Much work remains to be done to identify the real effects of
privatization upon the role of  the residual part of  the government in
developing countries. These are likely to prove key issues in the coming
months and years as the less-developed countries of  the world adopt the
policies of  the developed economies.

Note

1 This paper summarizes remarks made at the UNDP Interregional Group meeting at
Hertford College, Oxford, UK on 22 July 1993. Dr Gray’s remarks on that occasion
were made in a private capacity and this summary should not be regarded as an
expression of  the views of  the College, the Cabinet Office or any other part of  the
British government.
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HIGHLIGHTS OF REGULATION IN TELECOM, GAS,
WATER AND ELECTRICITY SECTORS

V.V.Ramanadham

This section is compiled by the editor, following closely the points made
(and the notes and documentation provided) by Fod Barnes, Consumer
Policy Adviser, OFTEL; William MacLeod, Director of  Consumer Affairs,
OFGAS; Sue Cox, Periodic Review Co-ordination, Office of  Water
Services (OFWAT); Malcolm Gylee, Regulation and Business Affairs,
Office of  Electricity Regulation (OFFER); Ron Beckett, Regulation
Manager, East Midlands Electricity; R.J.Budden, Regulatory Affairs
Manager, Midlands Electricity; and Ronam Palmer, Senior Business Analyst,
Regulatory Strategy Unit, National Grid Company, at the UNDP Meeting
held in Oxford in July 1993. At many places there are extensive excerpts
from their documents.

The four presentations are neither comprehensive nor uniform in
coverage. The focus or emphasis is somewhat different from case to case.
On the whole one gets a broad picture of  the manifold aspects of
regulation in the UK scenario. Three broad conclusions clearly emerge.
First, the UK presents a learning experience in the field of  regulation of
privatized enterprises. It has improved over time. Part of  the opportunity
was provided by an improvement in the very structure of  privatization,
from Telecom through electricity. Second, the scope for competition has
turned out to be quite dissimilar in the different (privatized) sectors. The
complexities of  regulation have therefore been dissimilar. Third, it is
perhaps safe to infer that regulation is proving far less simple and more
wide-ranging than originally thought. These points have the significance of
lessons for developing countries and centrally-planned economies in
transition.

Telecom

This section draws closely on an outline of  presentation provided by Fod
Barnes, Consumer Policy Adviser, OFTEL (May 1993) and discusses issues
of  the efficacy of  competition in the telecom industry and of  ‘entry
assistance’ in particular. (The excerpts are from that outline.)

In 1984 the thinking was reasonably widespread that, if  the market
dominance of  British Telecom (BT) were reduced, the need for regulation
would disappear. The problem was, therefore, one of  introducing
competition such that special regulation could wither away. ‘It has not
turned out like that’. In fact, telecommunications has economic
characteristics that are different to those found in more normal markets.
There is one market—the telecommunications equipment market—where
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the competitive market has, more or less, taken over and special economic
regulation is essentially absent. However, this market, once dominated by
BT, actually has the economic characteristics of  the manufacture and
supply of  other electronic goods. There should be little surprise that in this
market, when the artificial monopoly controls were lifted, ‘normal’
competitive conditions arose relatively quickly.
 

However, networks do not seem to have these economic
characteristics. Wire or fibre based trunk networks have economies of
scale, local wire based networks economies of  density. The new
technologies have different cost structures, but they too seem to
exhibit some economies of  scale, scope or density. The simple
solution of  removing artificial monopoly controls is unlikely to lead
to a normal competitive market.

If  telecommunication networks continue to exhibit economies of
scale, scope or density then the market could be non-contestable,
even if  there are a number of  different suppliers already operating.
Under these circumstances some kind of  special regulation is likely to
be necessary.

The fundamental problem facing the regulator is that the utilities
cannot be relied upon to treat their customers fairly, and to provide
them with the services they want in an efficient and economic manner
if  they were just left alone. Regulation is, therefore, fundamentally
about consumer protection. Much of  what Oftel does is designed to
get the best, long term, deal for users of  telecommunication services.

However, the path between regulatory decision and user welfare
may be long, tortuous and, importantly, uncertain. In addition, ‘users’
are not a homogeneous group. There may well be trade-offs between
advantages and disadvantages to different customers, or customer
classes and there may well be a conflict between short-term losses and
long-term gains.

Critically for the utilities, the regulator cannot, himself, deliver the
services customers want nor, directly, just create the market conditions
that would give customers maximum economic power. He (or she)
must actually operate through the existing and potential suppliers and
try to ensure that they provide the services wanted, in an efficient and
economical way. The tools that can be used are the various regulatory
instruments that are available.

One of  the tools is clearly who gets licensed to do what. BT has
complained in the past that regulation is unfair in that BT is not
allowed itself  to provide entertainment over its network (it can
actually carry entertainment services for others) while Cable
Companies are allowed to provide both telecommunications and
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entertainment. Why do we have a policy that is so blatantly
asymmetric?

From the users’ perspective it is highly probable that, all other
things being equal, a choice of  supplier of  telecommunication
services will be better than having to rely on a single supplier. The
reasons for this are many, but include the considerable dynamic
advantages that result from giving suppliers an incentive to match the
service to what customers want, rather than to what the suppliers
want to provide. This suggests that for an individual customer there is
an advantage to be had from a policy that ensures that if  one
telecommunication supplier is BT, then the other should be ‘not BT’.

BT might argue that giving it a licence to carry entertainment would
not stop the ‘not-BT’ company from providing both entertainment and
telephony. All it would do would be to allow both companies the same
opportunity. This would then be fair to BT. However, there are two
objections to this position. The first is that the effect would be to
introduce a new asymmetry. BT would have a licence that covered the
whole country (except in Kingston upon Hull) while the ‘not-BT’
companies would have a limited geographic territory. The second
objection is that licensing BT in this way could very easily result in the
‘not-BT’ companies not entering the market at all. The result for the
customer is that there is actually no choice in telecommunication
provider and, possibly, no cable TV either if  BT decided not to actually
bother to invest in the necessary cable TV network.

On the simplified assumptions I have used the consumer interest is
best served by this ‘asymmetric’ rule. However, there are further
considerations that suggest that users in general would benefit from
having BT able to provide both Cable TV and telephony over one
network system. For example, BT may be better than other
companies in doing this, and if  it is, excluding BT will result in
customer losses, even if  it reduces choice for some people. The
combination of  these two policy objectives—new services provided
by ‘not-BT’ but BT not totally excluded—could be achieved by a
system where BT was free to apply for, and to get, cable TV
franchisees just like any other participant in this market. And, indeed,
this is the policy the government adopted, and what actually
happened.

Interpretation of  what happened next is a bit difficult. BT did not
appear to want to demonstrate that it was actually going to provide
entertainment where it has a licence to do so. It actually sold off  all its
franchisees except one—Westminster—and in that one it failed to
meet its build obligations so became in serious breach of  its licence.

At least at first sight, this behaviour seems to vindicate the policy
of  not allowing BT to provide entertainment under its main
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telecommunications licence, at least for the present.
The general policy conclusion to draw from this example is that

where there is user advantage from excluding the dominant player
from a new market and no, or little, disadvantage, the regulatory rule
is likely to be exclusion. However, the advantages of  exclusion may
arise even if  the exclusion is not total and the dominant players have
a good chance of  participating in part of  the market, if  they want
to. What the regulator (or the government) is unlikely to do is to
allow the existing dominant player to dominate the new market
unless there are very powerful, customer, reasons why this should be
done.

What may seem arbitrary discrimination when looked at from the
utility’s perspective may have sound logic when looked from the user’s
perspective.

Arbitrary regulation is also levelled at regulators in the existing
markets, as well as the new markets. Again, it is necessary to look at
the objectives of  regulation to understand what is going on. Because
these objectives are not the same as the objectives of  the utility
companies— dominant player or new entrant—what appears
arbitrary from those perspectives may not be as incomprehensible as
is made out.

In telecommunications one of  the contentious areas is the
conditions for interconnection with the BT network, and what
assistance should be given to new entrants, especially in the form of
access deficit contributions (ADCs). The issues here are more finely
balanced. On the one hand entry assistance has to be paid for from
somewhere, and on a static analysis that means either BT’s shareholders
or BT’s other customers. However, on a dynamic analysis the costs of
this entry assistance can be ‘recovered’ through efficiency gains—gains
that would not arise unless competition was introduced.

This is essentially the analysis that Oftel has done, and there are
two important consequences for understanding the regulatory
decisions. The first is that the amount of  efficiency gain that is
available is limited. Entry assistance cannot be given to all, but must
be limited. This is the basic foundation for the Condition in BT’s
licence that deals with the calculation and waiving of  ADCs.

The second consequence is that it is impossible to demonstrate
beyond doubt that the policy has worked, as it is impossible to know
what efficiency gains would have been made in the absence of  entry
assistance. In that sense, and that sense only, there will be an arbitrary
element to policies of  this sort.

If  regulation is going to be long term, and if  it is going to continue
to be user focused, where is that likely to take regulation in
telecommunications over the next few years?
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Given the advantages to consumers of  a viable choice mechanism,
and the knock-on effects this has on theTable 9.3 Relationship between
PSBR finance and money stock  dynamic behaviour of  firms, the multi-
provider policy is likely to remain. Two policies flow from this; exclusive
licenses are unlikely and existing dominant players in one market are
unlikely to be allowed to gain domination of  new areas.

However, other types of  entry assistance become more difficult to
justify. The inefficiency fat out of  which the costs of  the entry
assistance should be taken gets thinner and thinner the more the
previous policies have been successful. A more finely-balanced
decision based on the costs and benefits of additional suppliers will
be needed. The results will, in general, be more freedom to do things,
but less assistance to do them.

The reduction in entry assistance combined with a multi-player policy
will put more pressure on the long-term rules for network
interconnection. These rules are in the process of  being settled, so I
will not pre-empt the outcome. However, the likely failure to be able to
rely just on competition between networks to settle interconnection rates
will mean that rules on non-discrimination will have a significant role
to play in this area. The filing in the USA by BT of  its proposals to
ensure that interconnect tariffs are non-discriminatory between different
interconnect partners, and that there is no unreasonable discrimination
between BT and other operators in the terms and conditions under
which the BT system is used in the UK, may well be worth following
up if  it allows some escape from very detailed cost-based analysis.

 

Gas

This section brings out, in particular, several technical aspects of  the
regulatory formula applied to a privatized enterprise and, incidentally,
emphasizes the importance of  non-adversarial relationships between the
regulator and the regulated. Fairly extensive excerpts from OFGAS’s
documents are introduced in the interest of accuracy in presentation:

(a) The ‘price cap’ formula applied to British Gas has the following objectives:
‘to secure a fair price for consumers; to allow British Gas to earn a reasonable
rate of  return; to provide incentives to increased efficiency; and to minimise
the burden of  regulation’ (OFGAS, 1992 Annual Report).

It was M = (RPI-2)+Y-K during April 1987-March 1992 (where M
represents the maximum average price, RPI the retail price index, Y the ‘gas
costs’, and K the correction factor (Y referred to the gas purchase costs of
British Gas from outside)). This was revised in 1992 as M = (RPI-5) +
(GPI-Z)+E-K where (GPI-Z) represents ‘gas costs’. A new factor E (energy
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efficiency factor) was introduced. This sought to enhance British Gas’s
efficiency in the purchase of  gas, to ensure a fair rate of  return consistent
with its risk, and to provide it with incentives for effecting cost savings. The
E factor, in particular, helps British Gas consider the propriety of
investment for the sake of  energy efficiency by providing for a pass
through of  the costs involved, in the same way as gas purchase costs. This,
it may be noted, has an interesting implication for the regulation scenario. It
involves approval of  the Director-General of  OFGAS for the pass-through
expenditures. Besides the E factor, expenditures need to be targeted and
audited. (The E factor does not represent an environmental levy.)

(b) An advantage is claimed for the ‘revenue yield’ system of  price control,
as practised by OFGAS, as against the ‘tariff  basket’ system, applied to British
Telecom. The latter involves setting a limit on individual prices (combined
into a weighted average), while the former bypasses individual prices and
focuses, instead, on the total amount of  revenue generated (Malcolm Keay,
New Gas Tariff  Formula: Economic Aspects).

(c) A few points of  interest for regulation in general may be inferred at
this stage. ‘Minus 5’ as against the former ‘minus 2’ implies how much lower
than the rate of  inflation the ‘non-gas cost’ part of  the price can be
increased. While it should help British Gas earn a fair return, ‘prices should
be at the minimum necessary to meet that objective in order to satisfy the
criterion of  fairness to consumers’ (New Gas Tariff  Formula, OFGAS, 14
October 1991:2).

Further, the new condition 13A deals with the danger of  lower prices
being achieved at the expense of  lower standards of  service. It enables
OFGAS to act, if  necessary, where ‘for any individual customer British Gas
fails to achieve the required standards’ (Ibid.: 3).

Other new elements of the revised regulation include the tightening of
the thresholds by which British Gas may exceed the price levels set in the
formula and the requirement of  the Director-General’s consent to more
than two price changes in a year.

(d) The thinking of  OFGAS on tariff  structures gives adequate testimony
to the need for attention to their distributional implications. A recent study
at the University of  York concluded that it was ‘a matter of  particular concern,
how many of  those on low incomes had high levels of  gas expenditure’ (Jamy
Mckinnon, New Gas Tariff  Formula: Tariff  Structures). OFGAS takes the view
that the problems of  the consumers with low incomes would only be ‘made
worse’ by tariff  restructuring involving the abolition of  ‘standard charges’.
The best means of  alleviating their problems would be specific help via the
social security system, and enabling them to have easier access to energy
efficiency upgrading (Ibid.).
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(e) One of  the interesting aspects of  gas regulation in the UK concerns the
very structure of  the industry. While full competition best serves the
consumers,
 

for so long as competitors have to try to compete with a vertically
integrated monopoly that dominates all parts of  the gas supply chain,
competition will never flourish and almost always will have to be
propped up by continuous regulatory interventions.

 
As mentioned in the OFGAS document (The Gas Industry in Britain: Future
Structures, March 1993), ‘greater regulation cannot of  itself  create competition;
it can only hope to contain excessive monopoly abuses’. That a great deal of
thinking has been going on in this connection is evident from the range of
options set out in that document (Figure 9.1).

(f) That the relations between OFGAS and British Gas have not been of  the
most cordial kind, can easily be inferred from several situations of  their
interface. Suffice it to cite a few of  the Director-General’s observations in
his press release dated 5 February 1993, entitled Gas Watchdog Supports Specialist
Regulation.

He refers to ‘The long and arduous battle he had with British Gas over
the introduction of  a customers’ charter.’ He also referred to ‘the
company’s lethargy’ and a further loss of  a year ‘until somewhat belatedly
and somewhat grudgingly British Gas signed up the new price formula
allowing for the April 1992 launch of  what OFGAS had been calling for a
few years’.
 

If  any further evidence was needed to reflect the company’s
intransigence one need look no further than the company’s ‘wriggling
and squirming’ over the value for money package for tariff  customers
introduced last April.

Water

The Office of  Water Services (OFWAT) has a number of  water-only and
water and sewerage companies under its jurisdiction. Many of  them are, ‘in
many respects, monopolies, and there are few “pure” market pressures in
them’, to quote from Deputy Director-General Alan Booker’s paper, Issues
involved in Regulation of  Privatised Water Utilities (Papers/AB653.1, January
1992). The aim of  regulation, in common with other regulatory structures,
is to achieve ‘the same balance as would otherwise be achieved by
competitive markets’.

The objective is to protect the interest of  the consumers while enabling
the companies ‘to receive a return sufficient, but no more than sufficient, to
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induce them to make loan and hold the shares, if  the company operates
efficiently’.

The price formula restricts the annual increase in water prices
 

to the Retail Price Index plus an additional factor ‘K’ which has been
allocated to the companies on an individual basis to offset the
significant investment programmes which have been necessary, to
achieve the higher standards which we sought, but which also include
an element for future efficiency savings.

 
The initial responsibility for fixing the Ks lay with the Secretaries of  State for
the Department of  the Environment (DoE) and Wales. OFWAT inherited them
and would adjust them appropriately from time to time, after periodic reviews.
These reviews cover examining the company’s investment programme, assessing
the appropriate return on this investment, setting efficiency targets in the light
of  comprehensive studies and reviewing targets of  service. The first full review
of  price limits for water and sewerage companies is now well under way, taking
full account of  the customers’ views and ensuring a stable framework for the
companies delivering ‘the right quality at the right price’ (Director-General of
OFWAT, in Paying for Water: The Political Perspective, July 1993).

The RPI + K formula refers to the company’s average of  charges.
OFWAT looks into the structure of  those charges as well—a task that
draws it into many operating details.

An important feature of  the water sector is that it is composed of  a
large number of  companies. There is, therefore, ‘scope for comparative
competition’, ranging over a comparison of  operating and capital costs and
levels of  service. The comparisons are made with due allowance for the
different conditions under which the companies work.

A somewhat unique issue faced by OFWAT concerns the huge
investments needed for improving quality standards. It is likely that the
capital stock of  the industry will double itself  within a decade. The new
investments might cost about £30 billion at today’s prices. Environmental
pressures might raise it. One of  OFWAT’s duties is to monitor the results
of  the investment programmes—by no means a simple task.

Regulation in the water sector is complex and spread over different
agencies besides OFWAT, the Office of  Fair Trading (OFT) and the
Monopolies and Mergers Commission (MMC), for example, the National
Rivers Authority (NRA), Drinking Water Inspectorate, HM Inspectorate of
Pollution, Ministry of  Agriculture, Fisheries and Food and, in a sense, the
European Commission. Obviously there is need for co-ordination. The
interrelationships and the main links among them are indicated by the
arrows in Figure 9.2.

The ten regional customer service committees play a vital statutory role
in customer protection, dealing with a wide range of  issues, for example,
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Table 9.4 Guaranteed standards of  service summary

Notes
1 Payments for standards 1, 2, 3, 4, and 7 are automatic. If  these are not made and the

customer submits a written claim within three months of the incident, an additional £10
is payable. Payments for standards 5 and 6 must be claimed in writing within three months
of the incident.

2 There are certain exceptions to the scheme but these differ according to each standard of
service.

3 Companies are required to send an explanatory leaflet telling their customers about this
scheme at least once a year.
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debt and disconnection, the use of  compensation as a complaint remedy,
optional metering, services for elderly and disabled customers, customer
involvement in the periodic review, tariff  policy and charging matters. An
OFWAT National Customer Council was set up in 1993, consisting of  the
chairmen of  the regional councils and the Director-General.  

‘Guaranteed standards of  service’ are an interesting feature of  the
regulatory structure applicable to water. These are set by the Secretaries of
State for the Environment and Wales. If  a company fails to meet them, it
must make a payment to the customer affected. Table 9.4 represents the
latest scheme proposed by the Director-General of  OFWAT and approved
by the Secretaries of  State, with effect from 1 April 1993.

Electricity

The duties of  the Office of  Electricity Regulator (OFFER), as per Section
3(1) of  the Electricity Act 1989, are as follows: to secure that all reasonable
demands for electricity are satisfied; to secure that licence holders are able
to finance the carrying on of  the activities which they are authorized by
their licences to carry on; and to promote competition in the generation
and supply of  electricity.

OFFER’S functions include: licensing generators and suppliers;
determining disputes; enforcing special controls; acting as competition
authority for the industry; ‘concurrent powers’ with the Office of  Fair
Trading (OFT).

It would be interesting to look at regulation from a (regulated) company
perspective, the East Midlands Electricity PLC (EME), for example.

First, it has a regulation department. This is so designed as to have a feel
for customers, their interests and needs in relation to the company. It also
possesses knowledge of  the price control formulae and non-discrimination
provisions and has to be aware of  what is happening in other utilities and
countries; for the regulator might pick it up at some point.

The regulation manager has two divisions; techno-economic and
customer service, and regulatory review. The importance of  the latter arises
from the fact that the licence conditions involve a revised distribution price
control formula from 1 April 1995:
 

In 1989 there was a Director of  Energy Contracts who had only 3
direct reportees. There was an Electricity Supplies Manager who dealt,
for example, with tariffs, economics and the Contract Sales Market.
There was an Electricity Purchasing Manager, who basically dealt with
the purchase of  electricity via the Pool or via hedging contracts, and
also operated the Pooling and Settlements arrangements for the
Company, and there was the Regulation Manager. The Director of
Energy Contracts was promoted to plc Board Director some little time
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ago…As trading and its associated systems etc. have developed, the
Company has felt it necessary to have a separate Director of  Energy
Trading reporting to him. This Director has 5 Managers reporting to
him; someone dealing with the Metering and Settlements System;
someone appraising the Electricity Purchase Contracts and predicting
what future Pool prices and so on will be; someone actually negotiating
the Electricity Contracts with the Generating Companies; someone
formulating tariffs and prices for electricity and making forecasts of
where load will be growing etc; and finally someone in charge of  the
Contract market, i.e., the non-Franchise Market dealing with contracts
with customers in this competitive area of  electricity supply.

In addition to Regulation and the Regulatory Review, the Commercial
Director also has the Business Service Unit reporting to him and the
Information Services Director. Business Services deals mainly with the
high technology use of  electricity by businesses as well as energy
efficiency and related areas. The Information Services Director—as well
as dealing with IT and IT strategy—looks at the whole field of
information provision to management and where it can be improved.

 
Second, the regulatory strategy, as enunciated in the case of  EME, is:
 

to ensure that regulatory issues are managed to the company’s
maximum advantage. Relationships with OFFER and the Consumers’
Committee will be developed in a positive and open manner subject
to the limits imposed where it is necessary to preserve commercial
confidentiality. Efforts will be made to influence regulatory
developments within the industry.

 
The basic objective is to minimize regulatory impact on profits. The areas, in
which the Regulation Department becomes involved, are as follows:
compliance with statutory conditions; regulatory expertise/impact on the
company; dealings with the regulator—national and local; dealings with the
local consumers’ committee; regulatory advantage including regulatory
reviews; customer affairs; industry-wide regulation; assistance to other
businesses with regard to regulatory impacts; and audit. (Apart from the last
two, these are the main areas where conflict with the regulator may arise.)
 

It is important that there is just one focal point between the Company
and the regulator. This enables the Company to be aware of  what the
regulator is proposing and what he is asking for, and it also helps the
regulator in that he can be assured of  timely information on request.

 
The strategy for dealing with the regulator was developed after considering
what had happened in other utilities, especially British Gas and British
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Telecom. There was no doubt that there was a need for a non-adversarial
approach.

Consultation by the regulator has been a hallmark of  the process to date:
for example, metering, energy efficiency, connection agreements,
distribution use of  system charges and resale price of  electricity.

Areas that have the potential to cause problems include: ‘aggregation’ and
the franchise limits (including street lighting); cross-subsidy between separate
businesses, for example, the Dixons referral to OFFER and the OFT;
allocation of  costs/transfer pricing; electricity purchase contracts; new
businesses on a commercial basis—recharges; the 3C Cap; the various codes
of  practice: approval/amendments, monitoring, compliance with the codes
of  practice, for example, the energy efficiency advice line monitoring the
services outlined in the disabled/elderly code; OFFER Reports on customer
service: the statistics on guaranteed standards; complaints referred to
OFFER; the problem with the ‘City’ reaction; complaints handling generally:
relationships at the local level; mixed messages from the company; the ‘case’
of  card meters; breaking down the monopoly: customer choice and
competition; why should we object; look for opportunities.

Third, the supply business review is almost completed by now. The
company’s concerns in this regard range over profit, profit margin, risk,
cost base, returns, low ‘X’: and retention of  volume incentive, deregulation,
yardsticks for electricity purchases, energy efficiency, problems of  the cost
base, the structure of  the price control (for example, fixed amount, pence/
customer, pence/unit) and the value of  ‘X’.

OFFER’S document on the supply business review is now in the public
domain and available and should be referred to for a wider treatise of  this
subject and the outcome of  the review. The distribution review is under
way and its importance to the Regional Electricity Companies cannot be
overstated.

Finally, in Mr Ron Beckett’s view, ‘the systems set up at privatization are
working reasonably well’. The regulator is all in favour of  competition and
customer choice. This means that even in those areas where the Regional
Electricity Companies (RECs) perhaps felt they had a monopoly, for
example, their distribution business, the regulator is trying to introduce
competition there also, for example, with regard to connections to the
distribution system and meeting. The relationship between the company
and the regulator is generally satisfactory, and this is due to the work put in
on both sides. There has been a lot of  talk in the press and in various
academic circles over the last few months, of  the need for regulatory
reform. It is an interesting topic. However, none of  the RECs seem to feel
that regulatory reform is required at the moment. They are happy with the
way the system is working. It is possible that the generators may feel
otherwise. Also some other utilities seem to think that some reform is
necessary.
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Studying the material available from the Annual Report of  OFFER for
1992, we see the importance attached in the UK system of  regulation to
consumers’ committees. There are 14 of  them in Great Britain, each
covering an electricity company’s area. It represents the views of  domestic,
commercial and industrial customers. Each committee has between 10 and
20 unpaid members. They are appointed by the Director-General, in
consultation with the committee chairmen. The latter are appointed by him
in consultation with the Secretary of  State for Trade and Industry.

Consumers’ committees have the duty of  advising the Director-General
on any matter relating to the supply of  electricity in their areas. During
1992 they were also invited to comment on many consultation papers
dealing with energy efficiency, handling of  complaints, supply price control
review, and standards of  performance.

Each consumers’ committee reports on its activities to the Director-
General of  OFFER, at least once a year. The committees share
responsibility with him for investigating complaints from tariff  customers.
Their meetings are open to the public.

The chairmen of  the 14 committees constitute the National Consumers’
Consultative Committee (NCCC). It reviews matters affecting the electricity
customers’ interests in general. The NCCC offers the 14 chairmen a forum
for comparing the practices of  different companies and their approaches to
problematic issues. This enables them to make use of  the examples of  best
practice. The NCCC’s discussions range over the companies’ performances
in fulfilling the standards of  performance, disconnections, training for
committee members, developments in the electricity market and prices to
customers. The Director-General of  OFFER could avail of  the NCCC for
explaining the background of  his decisions.

The Select Committee on Energy, in its Second Report (1992),
recommended that the NCCC’s work should be developed and expanded
‘on an arm’s length relationship’ with the Director-General and that the
committee should publish its own annual report. The chairmen have been
expressing their views, independently of  the Director-General, on
electricity prices and on the government’s coal review. The Select
Committee stressed the importance of  training and information for the
consumers’ committee members.

Some detailed reference to a consumers’ committee—for example,
London—would enrich our understanding of  the value of  this forum in
the context of  regulation. A subcommittee looked into the comparative
practices of  London Electricity’s area offices. A special group was set up to
monitor the company’s practices under Conditions 18 and 19 of  its licence.
In particular, it is trying to develop procedures to identify customers who
have payment difficulties before they default.

The following were among the concerns raised by the Committee with
London Electricity: the problem of some customers self-disconnecting
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because of  an inability to afford to ‘charge’ their Powerkey; why customers
with prepayment meters have to pay higher standing charges than those
with credit meters; that lower tariffs enjoyed by domestic customers paying
by monthly direct debit should be extended to commercial customers
paying by direct debit and to prepayment customers; debt repayment rates;
Fuel Direct should be continued for the housebound and those physically
dependent on electricity; facilities for free cash payment of  electricity bills;
the accuracy of estimated billing (London Electricity intends 90 per cent of
estimated bills to be within plus or minus 5 per cent of  actual
consumption); and security of  supply problems.

The subjects on which the committee expressed its views to the
Director-General of  OFFER covered: remote meter reading technology,
urging instantaneous two-way information to facilities competition by 1994;
raising the appropriate standard of  performance to require two-hourly
banded appointments for customers; reducing the company’s reliance on
estimated billing by raising the required standards of  performance for
meter reading; monitoring the company’s method for handling complaints;
and the supply price control which the committee considers should be
maintained and should reflect lower prices paid by non-franchise
customers.

An important policy area on which the committee expressed itself
related to security of  energy supply. It stressed that any subsidy should be
transparently funded by the government from its tax revenues.
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ACCOUNTING ASPECTS OF

MONITORING AND

REGULATION OF PRIVATIZED

ENTERPRISES
 

Anthony Bennett1

1 INTRODUCTION

Accounts are a principal source of  information for regulation, and the
deficiencies of  regulation may often be traced to deficiencies in accounting.
These deficiencies are both theoretical (for example, the failure to use a
constant measuring unit) and practical (for example, the failure to trace
costs to products). In fact, much of  the development of  accounting, both
theory and practice, has arisen out of  the information needs of  regulation,
dating from the development of  railway accounting in the mid-nineteenth
century.

This paper examines some aspects of  the problem of  asymmetric
information between the monitor/regulator and the monitored/regulated
enterprise in the post-privatization phase of  public enterprise sectoral
reform, with emphasis on accounts-based information and with special
reference to developing countries.

The term ‘monitoring’ is taken to mean the measurement and capture of
data on variables in an ongoing process and their feed back to improve the
management of  that process. This paper is concerned with the monitoring
of  privatized enterprises by external government authorities (as distinct
from internal management monitoring). It is not concerned with the
government’s monitoring of  the progress of  its privatization programme
nor the evaluation of  its impact.2

Though in practice much data is collected and not used, without
feedback and use of  data, external monitoring serves no purpose. That
purpose is ‘regulation’, the giving of  rules, based on monitored data, and
intended to improve the management of  the enterprise by way of  aligning
it more closely to public goals. Regulation here means the sustained and
focused control by one or more public agencies over activities that are
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generally regarded as desirable to society (Selznick 1985). This paper, in
referring to regulation, covers also the associated monitoring.

Information for regulation originates largely from the enterprise itself,
and partly from other sources such as comparable enterprises, government
accounting services and state statistical agencies. It will be argued below
that the collection of  information from a privatized enterprise should be
very carefully controlled, and that it is in practice very constrained.
Furthermore, since regulation is a resource-using activity, it is subject to the
usual cost/benefit criteria.

There is a widely-held belief, which I will adopt for the purposes of  this
paper, that the market promotes allocational and productive efficiency in
most circumstances and that regulation is required only in specific cases of
‘market failure’ such as monopoly power, negative externalities and
inadequate consumer information.3 The paper considers monopoly power
and (briefly) negative externalities affecting the environment, first reviewing
the theoretical need of  regulatory regimes for information for identifying
and correcting or compensating for the failure; second, presenting some
issues arising in practice and information gaps; and third, making proposals
for filling gaps.

The main proposals are that social obligations placed on privatized
enterprises should be explicitly contracted, transparently budgeted and
accounted for by both parties, and monitored like any other contract; that
monopolies should be required to maintain current cost accounts and
‘environmental accounts’, as supplements to their conventional accounts,
but that in developing countries additional accounting and reporting
requirements are generally impracticable and of  lower priority than
improvements in conventional accounting and reporting; and where
monopolies are broken up regionally, a system of  uniform accounting and
reporting should be maintained so that the regional companies can be
better regulated.

2 GOVERNMENT JURISDICTION OVER PRIVATIZED
ENTERPRISES

Public interest theories are based on the assumption that governments seek
to maximize economic welfare. There is a presumption that the public
aspects of  activities formerly carried out under public ownership and
control will continue to be monitored and controlled by public authorities
under private ownership. What are considered as ‘public aspects’ differ
from country to country and from time to time, and attitudes towards the
provision of  information for public control also differ. Governments of
some former centrally-planned countries, such as Cambodia, impose
virtually the same reporting requirements on their privatized enterprises as
on their remaining public enterprises, and these requirements are still met
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out of  habit, at least in so far as enterprises believe that their interests will
not thereby be prejudiced.4 In mixed economies with a tradition of  private
sector autonomy, however, governments find that securing enterprise data
is difficult as the privatized enterprise commonly resists government
‘interference’5 except where the enterprise is clearly subject to market
failure.

Even if  data are submitted, a privatized enterprise knows that the
government has no practical way of  verifying the data, so there is no
compulsion to make them accurate, or even relevant, since the enterprise
has no knowledge of  how the data will be used, or fears the worst and
fudges data accordingly. Privatized enterprises in competitive markets are
particularly likely to resist disclosing confidential data to governments of
developing countries in which confidentiality is not respected and/or
security is slack. A less defensible objection, but a prevalent one, is that data
would be used by the government to reinforce its tax demands.

A temporary exception applies where the new owners have given
undertakings in the privatization agreement, for example, to pay the balance
of  the purchase money, retain staff  for a period, introduce new technology,
train indigenous managers, or clean up the environment. In such cases the
government should monitor adherence and the agreement should specify
the manner of  verification and the consequences of  default.

The claim that the government needs to monitor the impact of
privatization raises suspicions that the government does not really intend to
give up control. In practice, control of  some public aspects such as economic
efficiency or productivity cannot be disentangled from control of  commercial
operations. In fact it is difficult for a dirigiste government to ‘let go’.

The philosophy of  the ‘level playing field’ should apply also to reporting
obligations placed on enterprises. Data should be required from privatized
enterprises only if  it is required from all enterprises, for example, by a state
statistical bureau having statutory powers of  collection and governed by
strict rules of  confidentiality of  individual enterprise data, or by free and
express agreement.

The position is quite different in an enterprise which expects to be
regulated, either because it is a natural monopoly and its pricing is
controlled, or because of  important social externalities, as in power, water,
transport and communications utilities, and financial institutions.

Agreement on the provision of  data may arise out of  contracts entered
into by the enterprise with the government. In the second half  of  the
1980s, a policy that has been widely recommended in public enterprise
reform programmes, and in some countries actually applied, is that non-
commercial activities and constraints on commercial activities, required by
the government and performed by the enterprise, should be costed annually
and agreed compensation paid by the government. The performance
contract by the Government of  Kenya with Kenya Railways Corporation,
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for instance, itemizes the non-commercial services, and defines the method
of  calculation of  revenues and costs (including allocations of  overhead
costs according to an agreed traffic costing system), and the method of
payment (monthly by standing order).6

Where an enterprise is privatized, a fortiori, non-commercial activities
should be formally agreed and contracted. Such activities are typically
concerned with: (a) ensuring universal access to basic services (such as
services to remote areas which may not be commercially viable); (b)
continuation of  employment in services which have become non-viable,
pending alternative employment; and (c) interventions to moderate the
adverse impact of  price changes to disadvantaged groups. These can be
considered as government policies of  a distributional nature.

An alternative strategy is cross-subsidization from profitable activities.
Cross-subsidization has generally been preferred to fiscal compensation by
both governments and public enterprises because: (a) cross-subsidization
imposes a discipline on the enterprise to perform the activity efficiently so
as to minimize the reduction of  its profits; (b) it avoids the trouble of
costing and negotiation; (c) governments avoid increasing expenditure,
especially subsidies, which are highlighted for reduction in structural
adjustment programmes;7 and (d) poorly-performing enterprise managers
are happy to fudge their results.

On the other hand, cross-subsidization creates problems of regulation as
the enterprise may not even know itself  what the activity is costing, or who
is paying for it. Public accountability requires that the cost of  government
directives should be known and should be subjected to the same public
scrutiny as other government expenditures, while the performance of  the
enterprise should be transparently comparable with other uses of
investment funds at similar risk.

3 REGULATION OF MONOPOLY

Monopoly is a market failure in that the enterprise controls the market for
an output rather than the market controlling the enterprise. This allows the
enterprise to be inefficient without penalty since it can pass some of  its
additional marginal costs8 on to its customers by producing less and raising
the price. If  this happens, it:
 
(a) reduces net welfare by the difference in total cost of  the new output,

plus the net welfare loss on the loss output; and
(b) redistributes income (monopoly rent) away from customers to the

managers, owners and other stakeholders in the enterprise.
 
The latter outcome is more visible and politically damaging than the former,
especially for commodities and services which are widely used by those on
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lower incomes. The first object of  regulation, therefore, is to detect and deter
productive inefficiency. Accounting aspects are considered in section 4.

Second, even if  the monopoly is perfectly efficient, it can maximize its
profit without satisfying all customers who value output at more than the
marginal cost of  supply.9 The consumer surplus on this loss of  output is
therefore lost. The second object of  regulation is to detect and deter this
allocative inefficiency. Accounting aspects are considered in section 5.

Turning from static analysis to the dynamic effects, monopoly profits
attract competition. Regulators may be concerned as much with reducing
barriers to market entry and regulating access to natural monopoly
networks, as with actions to correct for productive and allocative
inefficiency. This is considered in section 6. The overall object of  regulation
is to prevent or correct the adverse effects, while promoting the entry of
competitors, within the constraint that expected benefits of  regulation and
entry promotion should exceed the costs.10

4 PRODUCTIVE INEFFICIENCY

Productive inefficiency means that unit costs of  services are higher than
they would be under perfect competition. Actual unit costs are a matter of
record11: the problem is to know the appropriate standards—what they
should be.

The extensive literature on performance evaluation of  public enterprise
management12 offers insights into the methodology of  regulation of
enterprises after privatization (Fernandes 1986; Jones 1986; Powell 1987;
Sarmiento 1988; Bennett 1988). In principle, there are three possible bases
for standard setting. The first is contemporaneous performance of
comparable firms, adjusted for differences in circumstances. The second is
past performance, adjusted for exogenous change. The third is a
production engineering or work-study estimate, applying ‘reasonable’
standards to each cost element in each activity and actual values of
exogenous variables, and summing.

The second and third bases allow the partial predetermination of
standards (which is important for managerial motivation), but they can only
be fully determined ex post when the actual values of  exogenous variables
are known.

Comparison with other firms is not usually possible for monopolies,
except where they are broken up regionally and the regional bodies can be
compared (see page 215). International comparisons of  firms are rarely
possible because differences in cost conditions, markets, and in fiscal and
regulatory requirements, are not easily known or adjusted for.

Past performance is a poor indicator of  potential performance.
Nevertheless, trend analysis may still be used as a basis for assessing
performance improvement, on which incentives can be based. If  regulation is
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conceived as an instrument for progressive improvement of  performance,
then past performance adjusted for exogenous change13 is a sufficient
standard, and the ideal standards which would apply in a competitive
environment are unnecessary, as well as objectively unknowable (like
‘maximum profit’) and controversial. ‘The best available standard for
evaluating enterprise A in year t is provided by the same enterprise in year t-1’
(Jones 1986:123). The UK Monopolies and Mergers Commission has
generally found that more useful conclusions can be drawn from interperiod
comparison than from interfirm comparison (Wharton 1988: 63–4).

Yardstick competition is applied by a regulator who knows unit costs in
each firm. The standard is set by the average firm, or the most efficient
firm, or even by a synthetic composite of  all firms taking the best
performance on each activity. Managers are motivated to achieve the
standard by suitable performance-linked rewards. This could be an effective
surrogate for market competition (Littlechild 1986; Yarrow 1988:229;
Vickers and Yarrow 1988:115–18; Beesley 1992:75; and Foster 1992:178).

Interfirm comparison (IFC) has a long history in the industrialized
countries as an instrument for performance improvement. IFC takes two
forms. It may be limited to data drawn from the published accounts or it
may, by agreement with each firm, go deeper into the operating ratios and
indicators appropriate to the industry. Unfortunately, unadjusted financial
statements are not usually comparable from firm to firm, for there are
inflationary distortions, there are differing standards and prevailing
practices of  accounting and auditing, and standards are very loose and
manipulatable (Bennett 1992:18–20).

The second kind of  IFC has been applied mainly to specific industries
by trade associations and independent research centres on the basis of
guaranteed confidentiality.14 Each firm agrees to use a uniform system of
cost and management accounting designed and agreed for its industrial
sector (or subsector), and to submit monthly data to a central office. In
return it gets a detailed analysis, showing its own performance line by line
compared with the median firm in its sector and quartile distributions. It
can take whatever corrective actions it deems appropriate.

Industry-specific IFC is also applied in some countries where there are
several public enterprises in the same industry, for example in the textile
sector in Bangladesh.

This second type of  IFC is extremely valuable to the firm as a device for
maintaining a constant check on its relative efficiency in each department,
and it is envisaged that the same device could be applied to each of  the
regionalized monopolies in a country, at least until substantial competition
develops.15 The Monopolies and Mergers Commission, as Foster (1992)
mentions, has a tradition of  interfirm comparisons of  local authority
performance, which indicates that such comparisons are valid and useful,
despite disputes on their interpretation.
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A further extension of  yardstick competition may be made by
combining interfirm comparison with interperiod comparison. The
diagram (Figure 10.1) shows the comparison of  a single performance
measure of  a firm A in year t with that of  the average firm A¯, and
both with year t¯–1. The comparison with the average firm normalizes
for interperiod change such as exogenous conditions, while the
comparison with the previous year normalizes for interfirm differences
such as those listed by Foster (1992). The result is a performance index
for each firm which indicates comparative ranking in management
performance.

Work-study and management audit may also be used to set up standards
which represent reasonably efficient performance. The depth of  detail
depends on the terms of  reference and varies from one study to another.

In practice, monopoly efficiency is commonly regulated by fixing
maximum prices/tariffs (without loss of  quality or service availability). In
US privately-owned utilities, prices are based on costs with the addition of  a
fair rate of  return on the rate base (investor’s capital). In the UK, privatized
industries are controlled on the Littlechild (1986) (RPI-x) formula, with
variations in particular cases.

In theory the value of  x is set to reflect the expected increase in
productivity (reduction in real unit costs) over the period, though in
practice other considerations could enter into its determination, such as a
targeted increase in productivity or the reduction of  excessive profits.16 By
setting a cap on prices, it was hoped that utilities would have the same
incentive to reduce their costs as firms in competitive markets, that is, the
incentive to increase their profits.

In the UK, some exogenously-determined costs have been excluded
from the RPI-x price cap. For instance, the water authorities are allowed to
pass through to the customer the full cost of  meeting future EC directives
on environmental standards, following agreement with the regulator on the
necessary expenditures. The price cap is set in the form RPI-x+y where y
represents the addition to prices allowed for the authority to raise the
necessary capital.

This raises the problem of  ensuring efficiency in any such expenditures.
It has been objected that it would be better for the regulator to set the
environmental standards to be met and provide incentives for the firm to
meet them at least cost, rather than himself  to prescribe the way in which
standards are to be met (Helm 1991:32; Pearce 1991:12). Any price cap
regime which allows the firm to raise capital out of  revenue, as with the
water authorities, draws the regulator into reviewing the capital
requirements listed by the authority.

The accounting problem is to distinguish changes in capital expenditure
resulting from changes in exogenous standards from changes in capital
expenditure resulting from efficiency in meeting the standards.
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The UK regulators, in setting x and y, have so far been very dependent
on the regulated industry for all information. For Manchester Airport, for
instance, it accepted all Manchester Airport’s assumptions, though believing
that they were cautious (Monopolies and Mergers Commission 1987). The
Civil Aviation Authority and other regulators have begun to use
independent sources (Beesley and Littlechild 1992:61).

The US experience of  regulation shows a greater use of  interfirm
comparison than the UK hitherto as more utilities are local rather than
national.

Developing countries have only recently started privatizing their natural
monopolies and there is very little analysis of  the experience so far. In a
few developing and transitional countries there is legislation and machinery
for general control of  monopolies and restrictive trade practices, but it is
questionable whether developing countries can establish effective regulatory
institutions (Heald 1988:80). In Kenya, for instance, where there is a high
level of  monopoly in most markets, there has been a Monopolies and
Prices Commission in operation since 1989. It has examined and disposed
of  cases of  predatory pricing and refusal to deal but not dealt with any
existing monopolies nor has it rejected any proposed merger or take-over
(Monopolies and Prices Commission 1991:13). The government intends to
set up autonomous and independent specialized bodies to regulate
monopolistic public enterprises, which will be retained under public
ownership (Office of  the Vice-President and Minister of  Finance 1992).
These bodies will take over all economic regulatory functions with respect
to those enterprises, ensure that licences are written to safeguard the public,
and monitor them. The shortage of  technical skills may make it necessary
to pool the supply into a single regulatory agency, with access to industry
experts from domestic universities and think tanks and from international
technical assistance.

The information problem in developing countries is not only its
asymmetry between regulator and enterprise, but its paucity and
unreliability. Developing countries usually have poor information

Figure 10.1 Performance comparison
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infrastructure. Basic data on industry output, costs and revenues may not
exist. The national statistical service may not be geared to do regular
industry surveys and publish up-to-date statistics, or data may be
insufficiently detailed or unreliable (Monopolies and Prices Commission,
Kenya 1991). With regard to the individual enterprise against which a
complaint is made, the agency is in a very unequal information position. It
will probably be assisted by the complainant, and it has statutory powers of
access to information, records and explanations, but unless it has
considerable audit and accounting skills it is liable to be misled. In many
developing countries even audited accounts are not believed.

It should also be noted that in countries undergoing cataclysmic change
such as war, hyperinflation or transition to market pricing, past financial
data has very little information value to a regulator.

5 ALLOCATIVE INEFFICIENCY

Welfare maximization requires that the firm supplies any customer whose
utility of  consumption exceeds the social opportunity cost of  supply. If  the
firm has a uniform price to all customers, it should set the price equal to
the opportunity cost of  supply so that no customer is refused whose utility
is greater than the cost. In the UK the marginal cost pricing rule of  the
1967 White Paper proved to be unmonitorable and was withdrawn in 1978
(Bishop and Thompson 1993:3). The question addressed here is whether
the regulator can ascertain the opportunity cost attributable to the
customer, and how objective and reliable is this information, bearing in
mind that regulated firms tend to have multiple services and tariffs, and
that some of  these services may be regulated and others not regulated.

Social opportunity cost is not easily discoverable. It is derived from
accounting cost, which itself  is not always fully understood. Accounting
cost is derived from a multiplicity of  payments, which are observable
events, by a process of  matching and averaging. Payments are collected in
expense accounts, accrual adjustments are made to match expenses with the
periods and cost centres (departments or other convenient entities) to
which they relate, and cost centre pools are reallocated and apportioned to
the final products. This culminates with the cost of  production. Further
matching of  inventory costs with the quantity sold and the addition of
attributable marketing and administrative and general costs results in the
‘operating cost of  sales’, that is, the cost of  consumption.

A distinction is made between direct expenses, which are attributed to a
single cost centre and are allocated wholly to that centre, and indirect
expenses (also called joint costs or common costs), which benefit more
than one cost centre, so are apportioned between them according to their
presumed share of  benefit. Indirect expenses are assumed to vary
causatively with output in the long run.
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The matching of  expenses to products depends partly on choices of
systems of  costing which work to the firm’s advantage in its game with the
regulator, partly on the skill and resourcefulness of  the cost accountant in
finding genuine causation, and partly on the utility of  more accurate costing
compared with the extra trouble and cost of  providing it. Despite recent
dramatic advances in the technology of  costing through computers and bar
coding, costing methods can still be very primitive, even in the advanced
industrialized countries.

The advocates of  activity-based costing point out that this technique
correctly costs complex or non-standard products and small orders, which
use proportionately more overhead. Though activity-based costing has so
far been applied mainly in manufacturing industry, it is equally relevant in
service industries such as regulated utilities.

A related problem is averaging, the non-recognition of  cost differences
between customers. There are three possible reasons for this: (a)
administrative convenience (costing, pricing, billing, and so on); (b) strategic
concealment where the firm expects to gain thereby (see below); and (c)
social equity, where differences between customers are not counted against
them. For instance, water is commonly charged the same whether it is
pumped 5 miles or 50. In effect, cross-subsidization extends the principle
of  non-discrimination and equal access. Where there are relatively few
products of  homogeneous specification and quality, as in the power, gas
and water industries, every unit is deemed to have the same cost, with
limited differentiation.17

Transport and telecommunications, on the other hand, have highly-
differentiated services and considerable averaging of  costs is a practical
necessity. Railway tariffs in particular may contain a myriad of  rates, though
these may not always be based on differential costs.18

Strategic concealment of  cost differences may be expected where a
firm wishes to drive out a competitor by predatory pricing. The firm
averages the cost of  the service offered by the competitor with the cost
of  a related but profitable service, so that the basket as a whole is
profitable. Similarly the monopolist may average costs and prices of
services in competitive markets with those applying in monopoly
markets in order to weaken the constraint of  an average price cap
covering both. The counter strategy by the regulator is to require the
separation of  costs and revenues in each monopoly market and, in fact,
the separation of  data for every market niche in which competition may
emerge. Segmental accounting, the reporting of  revenues and costs for
each major product group and market (domestic and foreign) is
becoming an accounting standard for the protection of  investors, but
this will not usually meet the far more detailed information needs of  the
regulator. These may at times exceed the information required by a
profit-maximizing management.19
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For purposes of  efficiency pricing, long-run marginal cost is defined as
the increase in total costs in the long run for a unit increase in the rate of
output.

The sunk cost concept is also important in the promotion of
competition, since it defines the advantage of  the incumbent firm (Beesley
1992). The greater the amount which has to be sunk irredeemably in a
particular productive facility, the greater the barrier to entry. As the theory
of  contestable markets indicates, the barrier is not the amount of  start-up
expenditure per se, nor the proportion of  fixed costs in total costs, because
much of  the start-up expenditure may be incorporated in assets which can
be withdrawn and reallocated to another market in the event of  competitive
entry. An airline, for instance, may have low sunk costs in a particular
market (a city-pair) as aircraft are reallocable to other markets and, if
necessary, they are easily sold (Baumol and Willig 1981:407). Thus air
transport is a contestable market and needs less regulatory intervention.

The distinction between sunk costs (non-reallocatable) and other fixed
costs which are avoidable by reallocation is virtually unknown to
accountants, and has probably been the greatest source of  difficulty in
applying marginal cost pricing. The reallocability of  a resource is a function
of: (a) asset specificity (the more limited the alternative uses of  an asset the
more it is sunk); and (b) asset markets (the less developed the second-hand
market the less likely there are alternative users of  the asset, and the more it
is sunk). These characteristics are noted and assessed in capital budgeting,
since they are highly significant in the assessment of risk and the required
return on capital. However such assets are not distinguished from other
assets in business accounting classifications, so this information would
require special analysis.

The composition of  long-run marginal cost20 differs from average total
cost in several other ways. First, economic cost includes normal profit on
the capital employed. Second, it excludes non-physical inputs such as
payments for the use of  intellectual property (see page 221).

Third, it includes opportunity costs whether these are incurred by the
organization (internal opportunity costs) or externally (social costs), such as
the opportunity cost of  natural resources consumed and environmental
degradation (see section 8 on environmental accounting). The attributable
cost of  any particular unit of  production depends on the alternative
opportunities open to the resources involved at the time they are
committed, and the consequential costs in the rest of  the system, such as
congestion costs in railway or telecommunication traffic. The opportunity
costs of  resources in the firm tend to be ephemeral. They are not
objectively known, nor are they recorded in the accounts. However,
accounting data may be used to assist in their measurement.21

Fourth, economic cost excludes the cost of  errors and mismanagement,
though these certainly figure in the accounting cost, and are typically very
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significant in developing countries. Costs of  theft and unpaid bills, and high
technical losses, are included only if  they are unavoidable (Munasinghe and
Warford 1982:58). In Bangladesh, ‘system losses’ by the Power Development
Board have been 35–40 per cent of  total output for many years,22 despite
high level pressure for better control, reinforced by the international financial
organizations. Is this level of  loss therefore ‘unavoidable’?

Vogelsang and Finsinger (1979:170), cited by Vickers and Yarrow (1988:
103), have shown that the regulated firm, when required to break even,
prices its products so that its profit margins on each product are inversely
proportional to their price elasticities (Ramsey pricing). This may be
expected of  a firm subject to an average price cap. Maximizing profit
subject to an average price constraint delivers the same result as maximizing
welfare subject to a break-even constraint. Thus, though the government
cannot know enough about price elasticities to induce Ramsey prices, the
average price cap has the same result if  appropriately set and if  the firm
then maximizes its profit, at least in the short run. There is some evidence
for this in the ‘rebalancing’ behaviour of  British Telecom after privatization
(Vickers and Yarrow 1988:224–5). If  allocative efficiency were the only
object of  regulation, the average price cap method would greatly reduce the
quantity of  information required by the regulator and the need for equality
of  information with the enterprise.

6 REGULATION TO PROMOTE COMPETITION

The role of  accounting in promoting competition is to provide quantitative
data on costs, quality, prices and profit. Economies of  scale and economies
of  scope in the incumbent enterprise may be measured empirically by
distinguishing the direct and indirect costs, variable and fixed, associated
with each strategy. Liberalization of  access to monopoly networks requires
data on the long-run marginal cost of  the network, and data on the cost of
additional network capacity and traffic projections.

A common defensive strategy against a new entrant is predatory pricing.
Investigation of  predatory pricing23 needs a determination of  the relevant
cost. This, it is argued, is short-run marginal opportunity cost (variable unit
cost) to the incumbent firm, rather than social cost, since predation is a
prima-facie offence where the firm deliberately prices to make a temporary
loss to itself, not to society. Therefore external costs, such as environmental
damage, are excluded. Conversely, payments for the use of  intellectual
property, such as royalty, though they are not social opportunity costs and
would be excluded in the calculation of  cost for efficiency pricing, would be
included in the calculation of  variable unit cost. Unavoidable waste would
also be included.

Variable unit cost excludes all costs which are fixed in relation to the
additional quantity to be supplied to the market during the period of
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predation. In principle, variable costs can be measured by observing the
increase in total cost from one period to another, and dividing this by
the increase in volume. But this applies only to a single product
operation and, in any case, total costs are affected by many factors other
than volume, so the exercise is difficult and uncertain. Accountants
prefer to synthesize the variable unit cost by identifying the cost
elements which are deemed a priori to be linearly variable, and relating
these to the output in a recent period. Expenses which are not linearly
variable, such as maintenance, are presumed to be a combination of  a
fixed element and a linearly variable element. In a manufacturing
operation, for instance, variable unit cost would conventionally include
a proportionate share of  the cost of  materials purchased,24 wage
payments and energy bills which can usually be physically identified with
the product and for which there are physical bases for allocation, plus
any costs directly and wholly dependent on production or sale, such as
sales commission. In natural gas and electricity supply, however, there
need be no identity between input into the network and the actual
output any given customer consumes (Foster 1992:171). Even in the
short run, therefore, product costs are not always wholly determinate.
In the very short run, variable unit cost of  utilities is often negligible or
nil, for example, a drop more fuel for the marginal passenger-kilometre
in an uncrowded bus.

The regulator needs to know the scope for cost reductions and
committed costs of  entry (sunk costs), not only for the existing technology
but also for new technology. It is a premise of  privatization that
government officers, including regulators, cannot forecast technology, costs
and markets better than risk investors (or managers whose goals are
brought into line with those of  the risk investors by appropriate incentives).
An asymmetry of  information, or more precisely an asymmetry of
reliability of  forecasts, is a logical consequence of  this premise, as well as a
familiar empirical fact of  life. Beesley (1992:75) points out that where the
rate of  technological change is low, the regulator will concentrate on price
control. Where change is rapid, this favours new entrants and the regulator
will concentrate on reducing barriers to entry.

Asymmetry of  information between the incumbent firm and potential
entrants gives the former an advantage. This may be unintentionally
reinforced by the regulatory regime if  it requires the potential entrant to
disclose his plans to an objecting incumbent. The advantage applies in, for
instance, competitive bidding for a monopoly. The incumbent is likely to
have a better knowledge of  cost and demand conditions than any potential
entrant. This will deter others from bidding, unless the incumbent’s prices
are so high that the risk of  overbidding is low, and the cost of  bidding and
any subsequent bargaining for purchase of  assets from the incumbent is
low (see Vickers and Yarrow 1988:110–15).
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7 DISTORTIONS IN DATA DUE TO INFLATION

All accrual-based business financial statements add and subtract currency
units of  different values. Accountants work with a fluctuating measuring
unit, but do not adjust their data on to a constant basis. The effects, after
50 years of  continuous inflation in every market economy and more
recently in transitional economies also, are that financial statements cannot
be interpreted or validly compared as presented, whether between years,
companies, industries or countries, with rare exceptions.25

The effect of  mixed-unit statements is that regulatory decisions are
misguided, unless users make appropriate adjustments to the data
themselves (Fabricant 1976:23–59).

The real profits of  UK industrial and commercial companies in 1981,
after adjustment by the current cost method, were only 43 per cent of
reported profits overall, with a very wide range of  distortion in individual
companies (Scapens et al. 1983:10).

At the enterprise level, failure to adjust accounts for inflation results in
an overstatement of  profit26 and an understatement of  assets and equity
capital. These factors combine to overstate profitability. Real return on
capital employed of  five sample UK companies in 1981 was about one-
third of  the reported return. Moreover their comparative ranking changed
from 1,2,3,4,5 to 3,5,2,1,4 (Scapens et al. 1983:27).

While the economic case for inflation accounting in some form or other
appears incontrovertible, it is of  particular importance for the regulation of
monopolies (Foster 1992:250). The Byatt Report (HM Treasury 1986)
recommended that UK nationalized industries produce current cost
accounts (CCA) which at that time were the subject of  Statement of
Standard Accounting Practice 16. CCA reflect changes in the specific prices
of  inputs and outputs of  the firm. They show the profit after maintaining
the operating capability of  the business and, after a further adjustment,27

profit after maintaining the purchasing power of  the financial capital. These
accounts value assets and liabilities at their ‘value to the business’. The value
to the business of  an asset is the adverse value of  the entire loss direct and
indirect, that the business might expect to suffer if  it were to be deprived
of  the asset (Bonbright 1937:I.71). Generally this is the depreciated current
replacement cost of  the asset, which is its opportunity cost (Heyman and
Bloom 1990:101). Under CCA, depreciation is adjusted to reflect the
current cost of  asset usage, but only where the asset will be replaced, since
the rationale of  the method is to maintain operating capability. This means
that no adjustment is made for assets which are surplus to requirements or
which will not be replaced (even with a newer technology). Where an asset
will be replaced by a newer technology, depreciation is calculated on the
‘modern equivalent asset’ having the same service potential. In effect, as
Foster points out, this leads to the long-run marginal cost (Foster
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1992:250). Adjustment is also made for construction work-in-progress
since the firm has to maintain its ability to finance such capital expenditure
projects, as well as operations (Scapens et al. 1983:136).

Inflation affects all methods of  control of  monopoly and restrictive
business practices. A rate-of-return regulatory regime, faced by significant
cumulative inflation, may allow a higher rate of  return which includes a
judgement on future inflation, as in the US (Foster 1992:191). However,
this does not recognize the different degrees of  distortion amongst firms
within the same industry.

In the US regulators have not found any consistent approach to
inflation. They have tended to favour historical costs in periods of  inflation
and replacement costs in periods of  deflation (Kahn 1988:39–41).

Under CCA, all firms would submit their accounts on a transparent
common dollar basis on which consistent regulatory decisions could be
made. Foster comments that, though this is in the regulator’s interest,
particularly where the regulator is in a position to check any subjectivity in
asset valuations, firms do not like this transparency and oppose the
adoption of  CCA for external reports, preferring to make their inflation
adjustments internally (Foster 1992:247–50).

Empirically, the use of  inflation-adjusted accounts by regulators is very
limited. The former UK Prices Commission used replacement costs rather
than original purchase prices of  corporate assets when calculating rates of
return (Scapens et al. 1983:11, 33). Nationalized industries in the UK
adopted current cost accounting in the 1980s on the recommendation of
the Nationalized Industries Chairman’s Group, and continued after CCA
became non-mandatory in 1985. Ironically, CCA adjustments had to be
reversed when British Telecom was privatized, so investors now receive less
information on how BT is maintaining its capital.

The RPI-x regime introduced in the UK in the 1980s appears to bring
in inflation explicitly through the retail price index. However, this does
not ensure that the regulated firm maintains its operating capability where
the specific prices of  its assets increase by more than the general price
level. In this case the firm can become decapitalized unless it can improve
its productivity by more than the x factor. The British Telecom licence
did not ask for CCA, but subsequent licences for water and electricity
have demanded CCA information (Foster 1992:253, 396–7). In some
licences, certain costs are allowed to ‘pass through’ into prices without
being counted against the RPI-x limit. Mostly these are clearly
distinguishable, for example, purchased gas by British Gas and purchased
electricity by the distributing companies, but the costs to the water
authorities of  meeting new EEC directives may cause problems of  cost
attribution.

Hyperinflation, for example in Poland, was first met by mandatory
revaluations of  fixed assets, as has long been practised in some South
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American countries. However, the new Polish accounting law was based on
the European fourth and seventh directives and does not contain any
provisions for inflation accounting. Legislation passed in 1991 contains one
reference to inflation: sales value data should be adjusted by an inflation
index with disclosure of the source of the index and the method of
application. Five companies were privatized in December 1990. Their
prospectuses inflation-adjusted only the sales turnover (Department of
Economic and Social Development 1993:275); investors were left to make
their own guesses as to the trend of  real profits, and regulators will have to
obtain additional CCA-type information.

Developing countries, apart from a few South American countries
with a history of  hyperinflation, do not adjust their accounts for
inflationary distortions. This is the more serious in that developing
countries, as a group, suffer higher rates of  inflation than the rest of
the world and their accounts are more distorted. However, most
developing countries are extremely short of  accounting skills, at both
the professional and technician levels (Bennett 1992: section 6). It
would not be sensible or realistic for a regulator to demand CCA or any
other inf lation-adjusted accounts in the absence of  a general
understanding of  the problem, and without acceptance of  a national
inflation accounting standard applying to all firms, or all firms over a
certain size. Nevertheless, inflation cannot be ignored by the regulator,
particularly in the control of  monopoly pricing. It would be easy to bow
to popular pressures and set maximum prices which would appear to
leave the monopolist with a minimum profit, but this is likely to result
in real losses and the progressive illiquidity and decapitalization of  the
firm.28 The regulator should require additional data on the year of
purchase of  each class of  asset and current replacement costs so that
adjustments can be made, even crudely, to reported depreciation and
product costs. Decisions on prices could then allow the firm to
maintain its operating capability. In an historical cost accounting
context, monopolies would be well advised to make transfers to
reserves for the increased cost of  replacement of  fixed assets and to
highlight ‘residual profit’ rather than ‘operating profit’.

8 ENVIRONMENTAL ACCOUNTING

The social opportunity cost of  a service includes any costs imposed on
the environment. These are external to the firm but internal to society
as a whole (‘spaceship earth’). The present debate on ‘environmental
accounting’ centres on the need for a full costing which would leave
residual ‘sustainable income’, and the corresponding disclosure
requirements. Full cost includes two categories of  external cost which
are at present neglected, both in business accounting and national
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accounting, but which should be included in the estimate of  long-run
marginal cost for purposes of  efficiency pricing and cost comparisons.
The first category is the use (without renewal) of  natural resources—
air, water, biota, land and subsoil deposits—which traditionally have
been treated as free to the exploiter, subject only to possible payment
of  royalty to the state (‘frontier economics’). The second category of
omitted costs is external costs imposed on others, typically by a
producer polluting the biosphere. These have been crudely estimated at
up to 5 per cent gross national product (GNP) in the industrialized
economies, at 5–10 per cent in the East European nations, and in the
developing world as much as 15 per cent of  GNP (Pearce 1991). Some
of  these external costs are borne immediately by other parties and
included in their accounts, and the rest take effect later when
environmental degradation increases the costs of  future users, who
might be the original polluter or other parties.

Amongst the natural monopolies, an oil and natural gas producer is an
example of  a natural resource user. Under conventional historic cost
accounting, as applied for instance in the US by Financial Accounting
Standard no. 19, the producer counts in the costs of  exploration,
development and extraction, but the first finder of  proven reserves treats
the raw material as free. Since these are non-renewable resources, the
opportunity cost of  resources extracted is the loss of  use at some future
date when the reserve runs out. Estimating this loss would involve
estimating the time at which cumulative demand over the years will
exhaust the cumulative supply, allowing for new proven reserves in the
interim period and changes in technology which may advance or delay
that future event, the value of  the raw resource at that time, and the
discount rate for bringing this loss to a present value. This is an area of
heroic assumptions and long-term forecasting in which accounting plays
little part.

Accountants have so far been more concerned with the impact of  firms
on environmental quality. Examples by public utilities include sulphur
emissions (fossil-fuel-burning power plants), nuclear contamination
(nuclear power plants), and effluents (sewerage utilities). The market fails to
make the industry or its customers pay for the damage caused to others, so
governments regulate. Environmental legislation is getting tougher on the
polluter. Courts in the US have applied laws retroactively, requiring firms to
pay for cleaning up their past contamination even when the activities
causing it were legal at the time. A survey of  potential environmental
liabilities is becoming a normal precaution before a business is acquired
(Hearne and Dean 1989) and, one might add, before an enterprise is
privatized.

Accounting rules in most countries require that all expenses be brought
to account as soon as they are reasonably measurable, and matched against
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revenue. Accordingly, ‘green’ firms would make full provision in their
accounts for their use of  the environment, counting into product costs: (a)
the expenses of  current pollution abatement (such as emission control); (b)
expenses of  current clean-up and provisions for the future clean-up of
current pollution; and (c) provisions for decommissioning costs.29 They
would also set aside reserves out of  past profits for the expected cost of
cleaning up past pollution. Though this could be done as a matter of
company policy, it would put the company at a disadvantage in the capital
market and even subject it to take-over by a ‘dirty’ company. It should not
be expected that companies will provide for more costs than required by
the legal standard of  environmental care applying to all. The pressure
should be on public opinion and legislatures to raise the mandatory
standards on all, and to accept ‘sustainable income’ for tax purposes. Apart
from this, there are obvious technical problems of  estimating future costs
while environmental standards and technologies for meeting them are
rapidly changing.

Less environmentally-conscious firms do not provide for the
environmental costs of  their activities, or only partially as and when they
are forced to pay, nor do they disclose them by way of  note or special
report. In a recent survey of  transnational corporations, only 7 out of  222
disclosed the estimated magnitude of  their environmental liabilities, actual
or potential. It is argued that even if  these are not brought to account, that
is, included in current costs, they should be quantified and reported. This
would enable a regulator to set prices which would cover these additional
costs. Indirectly, of  course, disclosure would also strengthen social pressure
to meet environmental standards (DESD 1992).

While the scope of  environmental regulation covers all producers and
consumers, in the case of  a monopoly polluter, the scheme of  economic
regulation has to take into account actual environmental standards and,
indeed, any other economic or social regulatory standards.

NOTES

1 Technical Adviser, Private Sector Development Branch, Division of  Development
Support and Management Services, United Nations Department of  Economic and
Social Development. This paper should not be taken as representing the views of
UNDESD.

2 The latter was the subject of  a conference in Geneva, 17–21 August 1992, to be
published shortly under the title Privatisation: Constraints and Impacts. The accounting
aspects were set out in Bennett (1992).

3 Markets do not necessarily promote interpersonal equity. However, supply-side
economics prefers to keep equity criteria out of  enterprise management and to apply
them through fiscal management on grounds such as lower transactional cost and better
enterprise governance. Where particular results can be achieved only through enterprise
operations, the general prescription is for such operations to be separated and treated as
work undertaken on behalf  of  the government.
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4 Mission Report, December 1991, UN-DTCD (unpublished).
5 This has been the experience of  the author in various developing countries. See also

Ramanadham (1993:43) and Stone (1992) with regard to Jamaica.
6 Memorandum of  Understanding between the Government of  Kenya and the Kenya

Railways Corporation 1988/89–1992/93. The principle has been followed in the
Parastatal Reform and Privatization Policy Document, July 1992, Office of  the Vice-
President and Minister of  Finance.

7 Payments to enterprises for performing government functions should more logically be
classified as payments for goods and services, not subsidies, but either way expenditure is
visibly increased.

8 If  the firm’s inefficiency affects only its fixed costs, its (short-run) marginal cost equals
its marginal revenue at the same level of  output as before. Consumer surplus is not
affected, but producer surplus (and overall welfare) is reduced by the additional fixed
costs.

9 This assumes the monopolist charges a single price to all customers. If  the firm
discriminates, it can in principle achieve the same profit as a fixed price monopolist at
the same level of  output as a welfare maximizer charging a fixed price equal to marginal
cost. In this case there is no loss of  welfare, but all the net welfare goes to the
monopolist as producer surplus, and none to customers as consumer surplus.

10 Studies in the US indicate the high cost of  economic regulation, see, for example, ‘The
papers that ate America’, in The Economist, 10 October 1992.

11 But the record is not always determinate.
12 This refers to the evaluation of  management, not of  the enterprise. The former

abstracts from the results of  the enterprise all exogenous factors outside management
control, leaving management-controllable performance. This is the regulator’s target.

13 Interperiod changes such as inflation are allowed for by recalculating all financial data at
constant prices.

14 See, for instance, the system used by the UK Centre for Interfirm Comparison.
15 The Korean system of  performance evaluation of  government-invested enterprises has

shown what high levels of  motivation can be fostered by publicizing and ranking
enterprise results.

16 This latter consideration would make RPI-x regulation more like American rate-of-return
regulation, though with major differences in legal formality, transparency, cost and
regulator discretion. None of  the calculations of  x have been published, but OFTEL
has indicated that rate of  return was an important criterion, and financing requirements
also (Director-General of  Telecommunications 1988). Beesley believes that x is set more
on expected future rate of  return, not past results (Beesley 1992:63). This would
preserve the incentive qualities of  RPI-x.

17 As the marginal cost of  the first customer to be served includes all the expenditure of
setting up the capacity, while later customers face a far lower marginal cost, it could be
said that the accrual accounting process is a process of  averaging the marginal costs to
all customers.

18 Foster (1992:51) explains how railways in the UK tried to discriminate and charge what
each market would bear, which is economically efficient as well as profit maximizing, but
this conflicted with the equity requirement. When the onus of  justifying a price increase
in terms of  cost was placed on the railways, they were unable to do so and prices were
frozen. See also the reference to averaging of  costs of  telecommunication services (ibid.:
326, note 36).

19 Though regulators may say that the information they ask for is no more than
management need themselves for the effective running of  the business. See, for
example, the UK OFTEL Report for 1986, para. 1.15.

20 As calculated, for example, by Munasinghe and Warford (1982).
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21 For farther analysis of  the difference between accounting cost and economic cost, see
Heyman and Bloom (1990: chapter 4).

22 System loss in 1989–90 was 39 per cent, and the revised estimate for 1990–91 was 38 per
cent. In 1985–6 loss was 37.5 per cent (Autonomous Bodies Budgets (various years),
Monitoring Cell, Ministry of  Finance, Government of  Bangladesh).

23 And of  allegations of  discrimination, where this is a regulatory offence.
24 Storable items are also subject to accounting conventions on the pricing of  issues, such

as First In, First Out, or weighted average cost. Only the specific price convention
provides a clear identification of  input with output, but this is rarely practicable.

25 Full inflation adjustments are made in the hyperinflationary economies of  Argentina,
Brazil and Chile, and by 60–70 per cent of  enterprises in Iceland (UNCTC 1990:50).

26 Profit is overstated (in real terms) in so far as depreciation and cost of  sales are
calculated on a historic basis, offset by the gain to the firm on its net monetary non-
indexed liabilities.

27 Which is objectively made from a general price level index and is therefore wholly
mechanical.

28 Except in so far as losses are financed by gains on creditors, which can be turned into
cash by raising increased loans on the enhanced value of  assets without increasing
gearing or risk.

29 These are very significant in some industries, such as nuclear power. A US accounting
standard requires a nuclear power utility to estimate the future cost of  dismantling and
decontamination and to treat this as negative salvage value, that is, the annual charge is
included in depreciation expense.
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CONCLUDING REVIEW
 

V.V.Ramanadham

This concluding review seeks to offer brief  comments on the issues
highlighted in the preceding papers. My basic working paper covered
monitoring of  privatization in full detail and George Yarrow has raised
many fundamental questions on the regulation of  privatized enterprises.
Anthony Bennett went into the technical aspects of  accounting from the
angle of establishing efficient systems of monitoring and regulation. His
comments should be of  special interest to developing countries where
inadequacies of  data and analytical techniques are rather serious. The
country papers provide a broad spectrum of  what is happening in select
countries, characterized by different socio-economic systems, in the areas
of  monitoring and regulation. The UK experience, captured synoptically in
Chapter 9, demonstrates how wrong it is to assume that the regulation of
privatized enterprises is either simple or unnecessary. The different sections
of  that chapter reflect the large variety of  regulatory problems.

MONITORING

Some fairly obvious conclusions emerge from a careful review of  the
papers. First, the need for monitoring has not been perceived soon enough
in many countries. Stress on speed—for example, ‘the uncharacteristic
speed’ in Pakistan—has been one reason that conditioned even the offering
of  sufficient information to the public regarding the privatization activities.
That public knowledge of  facts helps, in fact, has not been effectively
recognized by many governments. At the minimum, it can automatically
intensify the new owner’s commitments to certain socially-desired or
intended lines of  behaviour, as argued by Jayawardena. John Heath’s
analysis of the situation in centrally-planned economies in transition clearly
shows how monitoring is not a highly-perceived need—for example, in
Russia, where overriding priority attaches to fast privatization.

Second, privatization practices have not been clearly publicized in many
countries. In some there have been constant changes—for example, in
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Guyana. Our comment is not that changes as such ought not to be there—
that would be an impossible rule, the more so in a developing country—but
that there should be facilities for monitoring with a view to establishing
how genuine and nationally justified the changes have been. Or else there
would be room for allegations of  nepotism and political interest.

Third, the ‘power relations’ underlying privatization transactions, to
which references are contained in the Pakistan paper, must have dampened
the interest of  the governments in introducing proper monitoring. To
refrain from monitoring may offer them small temporary comfort; but the
situation boomerangs in course of  time, as suspected scandals attract public
attention. Where the press is free—as is the case in many developing
countries, the damage can be colossal, not merely to the governments in
power, but to national development itself  and to the potential foreign
investors’ perception.

Fourth, the papers prompt us to argue that the more solid and well-
intended the monitoring is, the easier the task of  regulation post-
privatization will be. In the absence of  monitoring, several errors of
implementation persist either unattended to or poorly tinkered with: for
example, in the spread of  ownership, the structural aspects of  the transfer
of  enterprises, and the terms of  divestitures themselves, which might have
serious implications for the future operational practices of  the enterprises.
The way in which unmonitored speed and the quest for foreign capital
somewhat curbed competition and promoted concentration in Argentina,
aggravating the problems of  regulation, illustrates the point. Nigeria seems
to provide some contrast with reference to the extensive range of
monitoring applied to enterprises under ‘commercialization’ which is a non-
divestiture option. Its potential as a helpful first step in the evolution of  a
proper system of regulation is to be recognized, assuring that the
monitoring works efficaciously.

Fifth, there is an undercurrent in most papers, namely, that monitoring
post-privatization as well as monitoring of  relevant developments external
to the privatized enterprises themselves is important. In fact Carl Greenidge
emphasizes that monitoring post-privatization ‘transcends’ privatization
itself. The impacts of  economic conditions such as government finances
and balance of  payments on the working of  privatized enterprises are as
important to monitor as the impacts of  certain major privatizations on
macro aspects of  ownership and on the public interest.

Sixth, emphasis has been placed by many of  the contributors on the
prime role of  data availability in the evolution of  an efficient monitoring
system. John Heath’s references to the lack of  clarity and unreliability of
statistical information in China and to the methodological problems of  data
comparison in the circumstances of  Poland and eastern Germany, where
many enterprises have been split during privatization, are interesting in this
connection. One monitoring area which bristles with difficulties is
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valuation. Given the conditions of  accounting and the limits to the
availability of  factual information, the monitor is most likely to be
handicapped in processing the information with a view to arriving at
unbiased conclusions.

It would be useful to emphasize that the purpose of  monitoring is not
just to indulge in the luxury of  monitoring, nor to discover a stick with
which to beat the government. Still less is it to be conceived as an
ideological weapon of  use to critics of  the government’s policy of
privatization. It is best understood in the spirit of  a relatively neutral
concept, meant to establish the relevant facts concerning the
implementation of  privatization, with a purpose. This is where it goes
beyond mere ‘metre reading’ at intervals. As argued in my opening paper,
it can be of  help in both evaluation and regulation. In practice regulatory
agencies, like those in the UK, undertake monitoring in several areas of
operations and investment, in order just to be good regulators. The
important point is, therefore, not who does it, but that it is done, leading
to a purpose. The purpose may be specific, in this case, to the remit of
the regulatory agency— for example, to monitor the investment trends
which have implications for cost efficiency and pricing and implicitly for
the dividends enjoyed. That agency may not go far beyond—for example,
into areas of  ownership distribution or labour layoffs. If  these were
desired to be monitored, other institutional arrangements would have to
be devised.

There is a thought which has common relevance to both monitoring and
regulation. The impression is almost universally held in all countries that
public enterprises are inefficient. The main reason for the impression is that
they make low profits. When the enterprises are privatized, people tend to
look at the new state of  performance as reflected in the profits made by the
new owners as well as in several other operational conditions impacting on
different groups such as consumers and workers. Whether the new
conditions of  enterprise ownership and management turn out to be
superior, merits monitoring. Where they seem to run counter to the image
of  efficiency held in the public mind, regulation is called for, so that the
privatized enterprises operate, not merely in the interest of  maximizing
profit in the new owners’s favour, but also in the interest of  the consumer
for whose sake the production activity is undertaken and of  the national
economy, in general. The range of  relevant issues in the last case naturally
varies from enterprise to enterprise, from country to country, and from
time to time.

REGULATION

The country papers annotate the basic points made in the working papers
by George Yarrow and me concerning the scenario in which regulation of
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privatized enterprises is attempted or even understood. The following are
some of  the inferences one can draw from a careful review of  the
experiences of  several countries, developing, developed and in-transition.

In most cases privatization has been taking place in a situation of  overdue
regulation with reference to the operations of  the enterprises which have
long been in the public sector. Several shades of  complexity present
themselves. One can allege that the government is interested in erecting
regulatory hurdles, the kind of  which were never favoured or introduced in
the public enterprise era. Some elements of  regulation, which in fact might
justifiably entail price enhancements and/or rationalization, if  not removal,
of  cross-subsidies, have the risk of  being mistaken as the direct results of
private ownership and management. At some point in the series of  such
misunderstandings the fear gets around that the government is intent on some
pattern of  public management through the backdoor of  re-regulation, as
mentioned by Carl Greenidge. This, one can respectably argue, is not in the
spirit of  privatization or private sector development.

The complexity can only be resolved in two ways. The first is to initiate
the pattern of  regulation suited to an enterprise on the block, prior to
divestiture itself. This recommendation is of  little value in the case of
divestitures that have already taken place. (The Argentine paper shows how
ill-prepared the privatizations have been from this point of  view.) The other
is to visualize, at the time of  divestiture, the scope and system of  regulation
likely to be introduced post-privatization—not because of  privatization, but
because of  the industry—or enterprise-specific needs. Knowledge of  this
kind is essential for the prospective buyer, as argued in the Pakistan paper.
Besides it can minimize the misunderstanding that the regulatory structures
are an unkind assault on privatized enterprise.

The papers bring to light wide differences in the regulatory context of
privatization among developed countries like the UK, developing countries
like Pakistan, Guyana and Sri Lanka, and centrally planned economies such
as Russia, Poland and Hungary. The first category can claim some experience,
not only in regulation as such, but in regulation for competition —in one
way or another. (The Monopolies and Mergers Commission and the Office
of  Fair Trading are examples, respectively, of  the media of  action in the UK.)
In developing countries, on the other hand, there is not much experience to
boast of either in regulating monopoly practices or in promoting competition
as a way of  life. In fact public enterprises have been outside the purview of
monopoly commissions in several countries where they existed. (In fact they
have not been in place in many countries for a long time.) And as regards
competition, public policies have perhaps had the force, in practice, of
restricting it and of  making entry difficult and dependent on cleverness rather
than efficiency. It is perhaps in the last few years that reservation lists
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governing entry by private entrepreneurs into specified sectors have begun
to be relaxed and the rigours of  licence as a pre-condition for entry lightened
in several countries. The situation is probably more difficult in the case of
centrally planned economies in transition, where deregulation happens to be
an essential requirement in so far as the ‘command’ characteristics of
enterprise operations (and of  the economy) are concerned, and regulation is
equally an essential requirement for promoting an orderly transition to the
conditions of  a market economy. The latter regulation ought to be qualitatively
different from that of  former times.

The state of  inexperience in regulation, coupled with the fact that the
number of  privatizations is generally larger than in the UK suggests that
the institution of  proper regulatory structures is far from easy in
developing countries and in centrally planned economies in transition. Yet
they have to be initiated. In several places, as Alejandro Rausch argues in
the case of  Argentina, regulation is seriously lagging behind privatization.
This statement is not a plea for regulation per se—still less a window for
governmental intervention, it touches the very roots of  privatization policy.

Regulation has to be a handmaid in achieving the objectives of  privatization.
If  we believe that privatization is not an end in itself  but a means to the end
of  achieving efficiency which is generally associated with free-market
competition, regulation has to be instituted to ensure that the market
conditions necessary for efficiency evolve themselves and that, where they
do not, regulatory intervention acts as a well-intended surrogate which only
aims at simulating the best possible semblance of  marketization relevant to
a given enterprise or sector of  activity. The eye should always be on this,
rather than on the mere establishment of  a regulatory regime. Many aspects
of  its constitution, the location of  regulatory agencies, the nature and degree
of  autonomy that should characterize them, and the logistical conditions
necessary for their successful working are amply discussed in the country
papers. While all these considerations are material when we consider the
effectiveness of  regulation, the more fundamental aspect is one of  public
perception—on the part of  not only the government but the producers and
the consumers. It relates to the precise focus of  regulation. This, strictly, lies
in the ‘marketization’ of  enterprise activities through appropriate—not
necessarily uniform—modalities of  public action or inaction in every case.
Regulation, like privatization, is not an end in itself.

It stands to reason, therefore, that there ought to be a constant
rethinking on the efficacy and purposefulness of  regulation. Sir James
McKinnon’s document entitled The Gas Industry in Britain: Future Structures
(1993) illustrates this in the UK context. This requirement is bound to be
far more difficult in developing countries where the regulatory basket
(explained in later paragraphs) is more complex and the capability for
rectifications and dispassionate changes is more limited. The point made by
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Riyaz Bokhari in favour of  ‘effective monitoring of  the regulatory structure
itself ’ is, therefore, of  great value. He goes rightly further to warn that the
pendulum of  privatization might swing to the other side if  serious
inadequacies of  regulation persist. And Carl Greenidge argues for ensuring
conditions post-privatization for not having to deprivatize.

Periodic monitoring of  the regulatory framework can be at two levels. It
may apply to a given agency; or the totality of  the regulatory structure may
be reviewed. The former throws up sector-specific deficiencies which
persist despite regulation; while the latter highlights deficiencies in the basic
thrusts of  regulation and needs of  co-ordination, if  any, among different
agencies, particularly among those operating in a given sector such as the
energy sector. The purpose of  monitoring should extend to a genuine
examination of  the scope for relaxations in the regulatory structures. Or
else, regulation might entrench itself  as a vested interest. The best
regulation is that which appropriately thins itself  over time.

An interesting question concerning regulation is: how wide should its scope
be? While it is easy to postulate that it must not be too wide, even the
circumstances of  a developed country like the UK can imply that regulation
ceases to be ‘with a light hand’, as George Yarrow suggests, for example, when
the price structure is brought within the scope of  regulation along with the
price level which the RPI-x+y formula is originally expected to touch. The
externalities of  several privatized enterprises, which are bound to be highly
significant in developing countries, help expand the regulatory basket so as to
cover many aspects of  operations, returns and growth. The following (Figure
11.1) represents a comprehensive regulatory basket. Not every item has the
same importance in the case of  every enterprise; and the significance to be
attached to a given item might vary substantially from time to time. (There are
clear traces of  the broad coverage in some of  the papers. For example, the
Guyana paper includes inter-company transactions within the privatized holding
structure and the validity of  investments undertaken; and the Pakistan paper
brings in unscrupulous practices such as passing over dividend declarations,
siphoning off  profits, malpractices in purchase and sales, and so on).

The list might, at first sight, seem rather elaborate. Most of  the items
are, however, explanatory aspects of  such well-recognized contents of
regulatory attention as efficiency, price and profit. Further, most of  the
items, for example, those under the head of  ‘Operations’, are interrelated.
The justification for including profits in the regulatory basket is already
obvious even from the UK experience. (For instance, the duty placed on
the Office of  Water Services (OFWAT), of  securing reasonable returns on
the water companies’ capital, is interpreted in the sense of  the providers of
capital expecting a return which is no more than is sufficient to induce
them to make loans and hold the shares (OFWAT, Issues Involved in Regulation
of  Privatised Water Utilities, Papers/AB653.1, January 1992).  
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The profits that privatized investors raise are bound to excite public attention
in developing countries where elements of  monopoly are likely to linger in a
large number of  sectors. (And note Carl Greenidge’s fear that the ‘creation
of  sub-markets’ is a deceptive solution.) The compulsions of  development,
thanks to the continuing policies of  planning, even if  under the guise of
indicative planning, lend weight to many of  the subcaptions in the ‘Returns
and growth’ box. Rates of  growth will be a matter of  great concern to
everyone, especially in the electricity, telecommunications and transport

Figure 11.1 The regulatory basket
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sectors. Decisions to close down production facilities on sheer profit grounds
or to undertake asset stripping for the sake of  windfall gains are certain to
arouse wide discontent. Alejandro Rausch refers to problems that might arise
from abuse in revenue raising and in effecting asset transfers and patrimonial
changes. In developing countries with limited experience or capability in
sophisticated control over ownership and managerial malpractices, the stress
on regulatory watchfulness will be extremely heavy. Situations of  relatively
high foreign ownership—for example, in Argentina and Guyana (Guyana
Telephone and Telegraph Ltd) —can lead to real or perceived ownership
excesses. These deserve to be anticipated and provision made in good time
for regulatory attention.

‘Interlocking’, likewise, can be a danger, especially when it helps restrict
competition or, to cite the example of  banking, when it leads to abuse of
funds for the especial benefit of  certain enterprises and to the calculated
disadvantage of  others. Some kind of  public watchfulness will be needed in
such cases, or else, the essential benefit expected of  privatisation, namely,
efficiency through marketization, will not be realized or will be perverted.

An interesting idea emerges from Mark Gray’s contribution, namely, that the
system of  regulation through autonomous agencies distinct from government
departments compromises with the principle of  democratic access to the
processes of  government. True, but only in a sense. To the extent that social
justice is in jeopardy under the compulsions of  the market economy to which
the regulatory agency binds a privatized enterprise, the point has merit. But
there is no guarantee that the so-called democratic influence attributable to
direct departmental regulation is of  the most desirable kind. In fact, many
of  the deviations from market behaviour imposed or presumed to have been
imposed over public enterprises in many countries as a sequel to social welfare
policies, have not operated that way. They not only entailed cost and efficiency
distortions but sheltered considerable antisocial leakages through
inappropriately conceived and operated input and output policies. These were
not, on the whole, brought into question because of  the political weight they
carried. Regulation through autonomous agencies might provide for some
fresh air.

How fresh the air will be, is country-specific. It depends on the extent of
continuing power that politics tends to have over autonomous agencies.
The simplest way in which the latter could be easily capture-prone is when
they are so constituted as to ooze political prejudices or affinities to interest
groups. Much depends, not only on whether the required number of
regulators with high integrity and independence orientation can be found
and allowed to retain those qualities over time, but also on whether the
governments are genuinely interested in setting up such strong agencies as
cannot be contained in their own backyard. The problem, it may be noted,
is not one of  privatization: it is a cultural problem.
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If  Mark Gray raises doubts in the context of  a developed economy like
the UK, where the cultural condition mentioned above is, on the whole,
fairly satisfied, how uncertain might the answer be in the generality of
developing countries? It will be futile to overlook that many mangerial
decisions might, in the government’s view, have significant social
implications—for example, fertilizer prices, food prices, electricity price
structures, interest rates on specific categories of  lending, rail fares, rural
bus services, employment-oriented technologies and closure of  losing bank
offices. It will be equally futile, however, not to quantify the impacts of  the
decisional twists which the government persuades or obligates the
managements to adopt, analyse the trade-offs involved, and arrive at
transparent decisions on how to finance the implicit deviations from
market-certified courses of  action. An important part of  the last step will
be to protect the customers, who have no choice, from offering cross-
subsidies to others, and instead to provide funds from the budget, at some
level of  government. This is how the maxim of  democratic access to
governmental decision-making should express itself. Developing countries
and centrally planned economies in transition have a long way to go in
articulating sophisticated patterns of  regulation on these lines.

A message of  unease emerges from a careful reading of  the papers as regards
the regulatory attempts in vogue in several countries. In general, sporadic
attention is paid to this or that bit of  the regulatory basket, while the need is
essentially for a total and multi-pronged approach aimed at realizing efficiency
gains attributable to privatization. The UK seems to be the one country where
there are sure signs of  such an approach. To start with, there is desirable
emphasis on promoting competition, independently of  the introduction of
anti-monopoly measures. The Office of  Fair Trading (OFT) is a major actor
in this respect. (For example, it requires that British Gas should contract its
share of  industrial markets to 40 per cent by releasing gas supplies to
competitors. This raises issues of  ‘access’; and the prices which British Gas
charges for the use of  its pipelines or which British Rail asks for the use of
its networks by others, assume importance in determining the actual prospect
of  competition in the desired areas.)

There is the well-known Monopolies and Mergers Commission (MMC)
which has powers to deal with monopoly and restrictive practices and
pronounce on the nature of  exercise of  monopoly power by anyone vis-à-vis
the public interest. Where a disagreement arises between a regulatory
agency and a regulated enterprise, the OFT can refer the matter to the
MMC. This operates as a healthy provision. It has tremendous influence in
practice in minimizing disagreements between the regulator and the
regulated. There is, finally, provision for recourse to courts of  law. This is
rarely availed of. Perhaps the courts might be relevant to the protection of
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capital, while the MMC-OFT route is better for the consumer. It would be
wise for enterprises to prefer the latter, as far as possible.

Finally, there exist consumer organizations on a statutory basis in certain
privatized sectors in the UK. Two pre-conditions may be postulated for
their success: first, that the relatively technical criteria of  regulation such as
RPI-x+y are fairly set; and that the consumer bodies do not run the risk of
being dominated by certain consumer groups—for example, by the large
consumers. The consumer bodies cannot only help the regulator’s office in
the area of  complaints and consumer satisfaction, in general, but also
salvage some of  the loss of  democratic acess to the regulatory process
mentioned earlier in this chapter. Chapter 9 provides some illustrative
material in this respect.

The lesson that the UK offers, on the whole, is that there should be an
effective, wide-ranging public policy in favour of  competition, which obviously
subsumes the institution of  regulation as a surrogate, where necessary. Surely
this is more difficult than introducing ad hoc pieces of  regulation, particularly
because the national economies of  developing countries are, in varying
degrees, highly prone to monopoly yet. Policies of  liberalization are being
initiated, no doubt, but the real impacts of  the policies are in the future.
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